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The Stock Exchange of Hong Kong Limited invites market participants to submit comments in writing either on the matters set out in this consultation paper or on any other points concerning Chapter 17 of the Rules Governing the Listing of Securities on the Stock Exchange of Hong Kong Limited.  Comments, which should include the sender’s name, occupation and contact details, should be sent to:
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The Stock Exchange of Hong Kong Limited

11/F, One International Finance Centre

1 Harbour View Street
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Hong Kong

Facsimile number
: 
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:
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Comments should arrive no later than the close of business on 7th June 2000.  

This consultation paper is available on the Exchange’s web site at http://www.sehk.com.hk.

1.
INTRODUCTION

The Stock Exchange of Hong Kong Limited (the “Exchange”) issued a consultation paper in May 1999 in relation to the 1998/1999 review of certain chapters of the Rules Governing the Listing of Securities on the Stock Exchange of Hong Kong Limited (the “Listing Rules”).  With regard to the proposed Chapter 17 which sets out the requirements for share schemes, a number of respondents commented that the requirements are overly restrictive and should be further relaxed in order to allow listed issuers more flexibility in the operation of such schemes.  In view of this, the Exchange proposed to relax the requirements of Chapter 17 further.  The revised proposal includes certain fundamental changes from the proposal included in the first consultation paper.

In November 1999, the Exchange sent out a summary of the revised proposal together with a commentary on major issues to certain parties including those who responded to the first consultation paper.   The Exchange has considered their comments on the revised proposal in our review of Chapter 17. 

In view of the proposed further relaxation of certain major requirements of Chapter 17 and the introduction of additional disclosure requirements in the new proposal, the Exchange is now conducting another public consultation on the proposed requirements on share schemes.   As the Exchange proposes to replace the term “share schemes” with “share incentive plans” in the Listing Rules, the latter term has been used in this consultation paper.

Any changes to Chapter 17 of the Listing Rules will be subject to the approval by the Board of the Exchange and by the Securities and Futures Commission.

2. 
EXECUTIVE SUMMARY

2.1
Some respondents to the first consultation paper suggested that the proposed requirements for share incentive plans should be relaxed (or even removed) as the plans are subject to shareholders’ approval.  However, the Exchange is of the view that it is more appropriate to retain specific requirements of share incentive plans but agrees that certain requirements could be relaxed to allow flexibility in operation. Given the proposals for an overall relaxation of requirements relating to operation of share incentive plans, the Exchange proposes to impose more stringent requirements, including independent shareholders’ approval, for granting options to connected persons which will become the major safeguard against the abuse of share incentive plans and for the protection of minority shareholders.  The new proposal also includes additional disclosure requirements including the fair value of options granted under share incentive plans.  


Paragraph 2.2 of this section sets out a summary of the new proposal for Chapter 17 of the Listing Rules.  


Section 3 of this paper provides detailed commentary on the following:  

- Application of Chapter 17

- Adoption of a new plan

- Participants 

- Procedures for shareholders’ approval of mandate for granting options

- Limit on options granted under share incentive plans

- Limit on options granted to an individual participant

- Exercise price

- Granting options to connected persons 

- Disclosure of fair value of options

2.2
Summary of proposed new Chapter 17

Application of Chapter 17

Listed issuer

(
The requirements of Chapter 17 cover share incentive plans of a listed issuer involving the grant of options over securities of listed issuer to participants of such plans.  


Subsidiary not listed on the Exchange 

(
Plans involving securities of subsidiaries not listed on the Exchange are not subject to the requirements of chapter 17.  However, such plans must be approved by shareholders of the listed issuer in general meeting.  Grant of options under these plans to the substantial shareholders of a listed issuer, or their associates will be subject to approval by independent shareholders of the listed issuer.  

Adoption of a new plan

Listed issuer

(
A new plan must be approved by shareholders of the listed issuer (and also by shareholders of any holding company which is listed on the Exchange).   All shareholders can vote at the general meeting.

(
The company must issue a circular to shareholders (containing terms of the plan, the purpose of the plan and how the terms of the plan will serve such purpose) together with notice of the relevant shareholders meeting.

· The company must publish an announcement on the outcome of the shareholders’ meeting for adoption of the plan in the newspapers immediately after such meeting.


New listing applicant

(
For a new listing applicant, plans adopted before listing do not need to be approved by shareholders after listing.  If the plans do not comply with Chapter 17, no further options may be granted under these plans after listing but, subject to the Exchange’s approval, options granted before listing may continue to be valid.  The prospectus must disclose all the terms of the plans and full details of outstanding options granted before listing.  The Exchange reserves the right to review and consider these matters on a case by case basis.

A share incentive plan must include the following terms:

(
Participants of the plans (note)

(
Procedures for shareholders’ approval of mandate for granting options

- 
At the date of shareholders’ approval of a new share incentive plan, the number of securities available for issue under options which may be granted under the plan must be determined.  The listed issuer must ensure that the total number of securities available for issue under options which may be granted under the new plan and any other plans must not, in aggregate, exceed 10%, of the relevant class of securities in issue at the date of shareholders’ approval of the new plan.   The listed issuer may refresh this 10% mandate by shareholders’ approval. 

-
A listed issuer may seek separate shareholders’ approval for granting options beyond the 10% mandate referred above, provided that the options in excess of the mandate are granted to specified participants identified by the listed issuer before the shareholders’ approval.

(
Overall limit on options granted under share incentive plans

-
In any event, the securities underlying all outstanding options should not exceed a certain percentage, say 30%, of the class of securities in issue from time to time.

(
Limit on options granted to an individual participant

-
No individual participant may be granted or receive options in respect of more than a certain percentage, say 0.5%, of the class of securities in issue from time to time within a 12-month period.

-
The grant of options to a participant in excess of the individual limit is subject to separate shareholders’ approval with the participant and his associates abstaining from voting. 

(
Option period

-
Such period should not be more than 10 years and options will lapse to the extent not exercised during the option period.

(
Minimum period, if any, for which an option must be held before it can be exercised (note)
(
Performance targets, if any, that must be achieved before the options can be exercised (note)
(
Amount payable, if any, on application or acceptance of the option and the period in or after which payments or calls may be made or loans for such purposes must be repaid (note)
(
Basis for determination of exercise price

-
The exercise price must be at least the higher of (i) the closing price of the securities as stated in the Exchange’s daily quotations sheet on the date of grant, and (ii) the average closing price of the securities as stated in the Exchange’s daily quotations sheets for the 5 business days immediately preceding the date of grant.

-
For a new listing applicant, the closing price in the period just prior to the listing and for the first 5 business days after listing shall be taken to be the new issue price.

(
Voting, dividend, transfer and other rights attaching to the securities and, if any, such rights attaching to the options themselves (note)
(
Life of the plan

-
The plan may not have a life of more than 10 years.

(
The circumstances under which options will automatically lapse (note)
(
Adjustment of the exercise price and number of securities subject to options then already granted in the event of a capitalisation issue, rights issue, sub-division or consolidation of shares or reduction in capital (or other capital reorganisation but not for the issue of consideration shares)

-
Any adjustment must give a participant the same proportion of the equity capital as that to which that person who previously entitled, but no adjustments may be made to the extent that a share would be issued at less than its nominal value.

-
An independent financial adviser or the listed issuer’s auditors must confirm that the adjustments (other than any made on a capitalisation issue) satisfy the above requirements.

(
Whether, and if so, on what basis options granted but not exercised may be cancelled (note)
(
Unless the securities subject to the plan are identical with other securities, they must be separately designated (note)
(
Whether, and if so, on what basis the plan may be terminated (note)
Note:  The proposed rules do not include specific requirements in relation to these matters.

Alteration of a share incentive plan

(
Any alteration to the material terms and conditions of a share incentive plan must be approved by the shareholders in general meeting.

Granting options to connected persons

(
Independent non-executive directors of the listed issuer must approve each grant of options to a director, chief executive or substantial shareholder of a listed issuer or any of their associates. 

(
Where the participant is a substantial shareholder or independent non-executive director of the listed issuer or any of their associates, and the grant of options to such participant results in securities underlying all options granted to him in the 12-month period up to and including the latest proposed grant 

(i)
representing over certain percentage, say 0.1%, of the relevant class of securities in issue; and

(ii)
having a value in excess of certain amount, say HK$5 million,

the latest proposed grant of options must be approved by shareholders of the listed issuer. All connected persons must abstain from voting (except that any such connected persons may vote against the relevant resolution at the general meeting).  The circular must include the number and terms of the options to be granted to each participant, with a description of how the terms serve the purpose of the plan, and a recommendation from the independent non-executive directors to the independent shareholders on how to vote. 

(
The requirements for connected persons as described above do not apply to the grant of options to a person who is only a proposed director/chief executive of the listed issuer.

Restriction on the time of grant of options

(
Options may not be granted after a matter that constitutes price sensitive information has arisen until such information has been published in the newspapers.

(
Options may not be granted during the period of one month immediately preceding the announcement of results of a listed issuer.

Notification requirements

(
The listed issuer must notify the Exchange of details in relation to the grant, cancellation or exercise of options.
Disclosure requirements

(
Disclosure in the annual report and interim report of the details of options (including the fair value as referred to below) granted to (1) each connected person; (2) each participant with options granted in excess of the individual limit;  (3) aggregate figures for employees working under employment contracts that require over 18 hours of service each week; and (4) other participants in aggregate.

(
Disclosure of the fair value of options granted during the financial year/period must include :

-
the method used to calculate such fair value, for example, the Black-Scholes option pricing model or other method  that the listed issuer considers appropriate; and

-
the effect on the listed issuer’s profit or loss and earnings per share if the fair value of options granted were treated as remuneration expenses.  For such purpose:

(i)
where the vesting of an option is contingent on a minimum period of future service by the grantee of the option, the fair value of the option for any part of such service period should be fair value of the option attributable on a pro rata basis to such service period; and

(ii)
where option vests immediately upon grant, the full amount of the fair value of the option should be allocated to the period in which the option is granted. 

The auditors must also confirm to the listed issuer that the method used to calculate the fair value of options is correctly disclosed.

(
Disclosure in the annual report a summary of certain major terms of each plan approved by shareholders.

Transitional arrangements

(
If a listed issuer wishes to continue with its existing plans, it should apply the new rules.

(
If a listed issuer wishes to terminate its existing plans and implement a new plan, all the existing plans must be terminated at the same time and no further options may be granted under the terminated plans.

3.
COMMENTARY ON MAJOR ISSUES OF THE PROPOSED CHAPTER 17

3.1 
Application of Chapter 17

(a) 
Proposed rule:

The requirements apply to all plans of the listed issuer involving the grant of options over securities of listed issuer to its employees. 

Plans of the listed group involving only the issue of options over securities of an unlisted subsidiary (i.e. not listed on the Exchange) are not subject to the requirements of Chapter 17.  However, adoption of such plans is subject to approval by the shareholders of the listed issuer and the grant of options under these plans to substantial shareholders of the listed issuer or their associates is subject to independent shareholders’ approval.

(b)
Commentary: 

Various views have been expressed that Chapter 17 should not cover share incentive plans involving securities of subsidiaries of a listed issuer. However, where a listed issuer (“Listco A”) is itself a subsidiary of another listed issuer, then share incentive plans involving Listco A’s securities are still governed by Chapter 17.  If the securities of the subsidiary are not listed on the Exchange, the Exchange proposes that plans of such subsidiary will no longer be governed by Chapter 17.   However, in view of the effect on deemed disposal of the subsidiary resulting from the grant of options, the Exchange proposes that these plans be approved by shareholders of the listed issuer.

If the participant of the subsidiary’s share incentive plan is also a substantial shareholder of a listed issuer, or any of his/its associates, the grant of options to such participant must be approved by independent shareholders of the listed issuer.  If the grant of options over shares in the listed issuer to its substantial shareholders requires independent shareholders’ approval (as discussed in paragraph 3.8 below), options over shares of a subsidiary should be subject to the same requirements.

The Exchange invites comments on the proposed rule, in particular, 

(1)
the approval of share incentive plans of unlisted subsidiaries by the shareholders of the listed issuer; and 

(2)
the requirement for independent shareholders’ approval for the grant of options under the unlisted subsidiary’s plan to substantial shareholders of the listed issuer .

3.2
Adoption of a new plan

(a)
Proposed rule:

For the adoption of a new share incentive plan, the proposed rules require: 

-
approval by shareholders of the listed issuer (and also by shareholders of any holding company which is listed on the Exchange).  All shareholders can vote at the general meeting; 

· the listed issuer to issue a circular to shareholders (containing terms of the plan, and the purpose of the plan and how the terms will serve the said purpose); and

-
the listed issuer to publish an announcement on the outcome of the shareholders’ meeting for adoption of the plan in the newspapers immediately after such meeting.


For new listing applicants, plans adopted before listing do not need to be approved by shareholders after listing.  If the plans do not comply with Chapter 17, no further options may be granted under these plans after listing but, subject to the Exchange’s approval, options granted before listing may continue to be valid.  The prospectus must disclose all the terms of the plans and full details of outstanding options granted before listing.  The Exchange reserves the right to review and consider these matters on a case by case basis.

(b)
Commentary: 

Chapter 17 intends to address issues relating to the on-going dilution effect on the interest of existing shareholders as well as the abuse of share incentive plans by management to remunerate themselves.  In respect of the dilution effect which relates to all shareholders, the Exchange is of the view that all shareholders should be allowed to vote to approve a new plan as long as all the terms are clearly set out in the plan document and the circular to shareholders. The issue of connected persons granting options to themselves is discussed in paragraph 3.8 below.  

The Exchange is of the view that the listed issuer should publish an announcement on the outcome of the shareholders’ meeting for adoption of a new plan.  The proposed rules explicitly require the circular to include the major terms of the plan.  In addition, the listed issuer must disclose the purpose of the plan, whether the options are granted as an incentive/reward to employees or an alternative form of compensation.  The Exchange also considers that the listed issuer should explain in the circular how the terms of the plan will serve the said purpose, in particular, any period and performance targets to be achieved before the options vest or can be exercised.

The proposed requirements in relation to new listing applicants are intended to clarify the treatment of share incentive plans and options granted thereunder before listing on the Exchange.

The Exchange invites comments on the proposed rule.

3.3
Participants

(a)
Proposed rule:

The Exchange proposes not to include any restriction on the eligibility of participants of share incentive plans in Chapter 17.  The listed issuer is required to disclose who the participants will be in its share incentive plans.

(b)
Commentary:

In the consultation paper issued in May 1999, the Exchange sought the market’s view on whether participants should be restricted to full-time employees of the listed issuer or any of its subsidiaries.  The Exchange notes that the respondents in general do not agree with such restriction.  These respondents are of the view that participants should include anyone working on the affairs of the listed group.  They argue that participants need not be full-time employees or have an employer/employee relationship with the listed group.

The Exchange notes that internationally, it is becoming more common for companies, particularly start-up companies that have limited cash resources, to use share options in payment for services and in some cases for goods.  Thus removing any requirement for options to be granted to only employees would significantly expand the scope of share incentive plans that traditionally have been seen as a way of providing incentives to employees by allowing them to share in increases in the value of the company.  

The proposed rules no longer impose restriction on the eligibility of participants of share incentive plans but the listed issuer must define the participants in its share incentive plans before such plans are approved by shareholders and, as discussed in 3.9 below, disclose the extent to which options have been granted to persons other than employees.

The Exchange invites comments on the proposed rule, in particular, 

(1)
whether there should be some restriction as to who can participate in a listed issuer’s share incentive plans; and 

(2)
if yes, what would the criteria for a person to be eligible to participate in a share incentive plan of the listed issuer?

3.4
Procedures for shareholders’ approval of mandate for granting options

(a) 
Proposed rule:

At the date of shareholders’ approval of a new share incentive plan, the number of securities available under the plan must be determined.  The listed issuer must ensure that the total number of securities available for issue under options which may be granted under the new plan and any other plans must not, in aggregate, exceed 10%, of the relevant class of securities in issue at the date of shareholders’ approval of the new plan.  The listed issuer may refresh this 10% mandate by shareholders’ approval. 

A listed issuer may seek separate shareholders’ approval for granting options beyond the 10% mandate referred above, provided that the options in excess of the mandate are granted to specified participants identified by the listed issuer before the shareholders’ approval.

(b)
Commentary: 

Some respondents of the first consultation paper agreed that share incentive plans must be carefully regulated. The Exchange also acknowledges other views of respondents that the requirements (10% of the issued share capital in a period of 10 years) should be relaxed to allow flexibility.  The Exchange proposes the mechanism of a general mandate of 10% of the issued share capital (in aggregate for securities available for issue under options which may be granted under all plans of the listed issuer) for the directors to grant options, based on the issued share capital at the date of shareholders’ approval.  When the listed issuer has granted options pursuant to the terms of its plan up to the maximum number of securities previously approved by shareholders, it can refresh the 10% mandate by way of shareholders’ approval. 

Some respondents commented that companies should be free to determine the size of mandate of their plans as long as they can justify the size and obtain shareholders’ approval.  However, unlike other jurisdictions such as the UK and US where shareholders of listed companies are generally professional and institutional investors and readily exercise their shareholder rights to prevent the management from abusing share incentive plans, the Exchange is of the view that it may not be appropriate to totally relax the requirements for companies listed on the Exchange.  Therefore, it is proposed that the mandate obtained each time should not exceed a certain percentage, say 10%, of the issued share capital to safeguard the interest of shareholders. 

Share options are commonly used as part of the remuneration packages to attract or retain certain employees with outstanding performance or special responsibilities, or to compensate certain employees in specific circumstances.  In this case, it is reasonable to treat such special arrangements separately as long as shareholders’ approval is obtained.  The proposed rules will therefore provide listed issuers the flexibility to grant options beyond the 10% mandate provided that the options in excess of the 10% mandate are granted to specified participants and specific shareholders’ approval is obtained.  The circular to shareholders must disclose in generic term the specified participants, the terms of the options to be granted and how the terms will serve the purpose of the plan.

The Exchange invites comments on the proposed rule, in particular, 

(1)
the proposed size of the general mandate for directors to grant options under share incentive plans and whether such mandate should continuously be renewable; and

(2)
whether a listed issuer should be allowed to obtain the proposed specific mandate for granting options to specified participants.

3.5
Limit on options granted under share incentive plans

(a)
Proposed rule:

The securities underlying all outstanding options should not exceed a certain percentage, say 30%, of the securities in issue from time to time.

(b)
Commentary:

Given that the 10% mandate can be refreshed and options can be granted to specified participants beyond the 10% mandate by way of shareholders’ approval, the listed issuer may continue to grant options to employees as long as it considers necessary and appropriate.   There may be a large number of outstanding options granted and yet to be exercised as option period can be up to a maximum of 10 years.   It may be undesirable for a listed issuer to have such large number of outstanding options which would result in a material dilution of the existing shareholding if all these options were exercised at the same time.  Therefore, the Exchange is of the view that a limit on the number of outstanding options from time to time should be included in Chapter 17.  It is proposed that no further options can be granted if such grant will result in the total number of securities underlying all outstanding options exceeding a certain percentage, say 30%, of the relevant class of securities in issue from time to time. 

The Exchange invites comments on the proposed rule, in particular, whether there should be a limit based on the relevant class of securities for the maximum number of options outstanding. If yes, what percentage of the relevant class of securities would be acceptable? 

3.6
Limit to options granted to an individual participant

(a)
Proposed rule:

The total number of securities underlying options granted to each participant (and his associates) must not exceed, say 0.5% of the relevant class of securities in issue from time to time in any 12-month period.  Each grant of options to a participant in excess of this limit must be separately approved by shareholders of the listed issuer with such participant and his associates abstaining from voting.

(b)
Commentary: 

Under the existing rules, the maximum entitlement of each participant is 25% of the securities subject to the share incentive plan, i.e. 2.5% for 10 years or 0.25% per year.  The Exchange proposes to revise the limit to 0.5% for a 12-month period, which is double the existing limit.  The Exchange is of the view that a limit to each participant should be retained to safeguard the interest of shareholders.  Under the proposal, a listed issuer will not be prohibited from granting options to any particular employee in excess of the individual limit provided that it is separately approved by the shareholders of the listed issuer, with such participant and his associates abstaining from voting in the general meeting.  In such cases, a circular must be sent to shareholders disclosing the identity of the participant, the number and terms of options granted and to be granted to him, and how the terms of the options serve the purpose of the share incentive plan.  

In some circumstances, there may be valid reasons to concentrate the grant of options to one person, especially for smaller companies or newly established business, as part of his remuneration package.  Such companies may remunerate these employees by giving them share options rather than cash.  A limit of 0.5% of the issued share capital of a small company may not be sufficient to provide a meaningful incentive to an individual participant.  Although the proposed rules allow shareholders to approve granting of options beyond the individual limit, it would be impractical for any potential employees to wait for the shareholders’ approval before the company can grant options to such person for joining the company.  It could therefore be argued that imposing a limit on the maximum entitlement of options would hinder a small company’s or newly established company’s ability to recruit the right calibre of employee necessary for its future growth and development.  In such cases, imposing a maximum entitlement limit would not be in the best interest of shareholders. In addition, it can be argued that the limit on individual participant may not be necessary as the grant of options to connected persons could be covered by other specific requirements (see paragraph 3.8 below) to avoid the connected persons from abusing the plans by granting a significant number of options to themselves.  

The Exchange invites comments on the proposed rule, in particular, whether there should be a limit on the options granted to each individual participant, and if yes, what size of the limit and the period covered would be appropriate.

3.7
Exercise price

(a)
Proposed rule:

The exercise price must be at least the higher of (i) the closing price of the securities as stated in the Exchange’s daily quotations sheet on the date of grant, and (ii) the average closing price of the securities as stated in the Exchange’s daily quotations sheets for the 5 business days immediately preceding the date of grant.

For a new listing applicant, the closing price in the period just prior to the listing and for the first 5 business days after listing shall be taken to be the new issue price.

(b)
Commentary:


There are different views on whether the exercise price of options should be at discount to market price of the underlying securities.  The issue depends on whether options are granted purely as an incentive to the employees or an alternative form of compensation.  If options are granted to employees as an incentive for better performance of the listed issuer, it is logical that the exercise price of options should not be at discount to market price.  Employees’ rewards will be awarded with the improvement of the listed issuer’s performance and therefore increase in share price. However, if options are considered as part of an alternative form of compensation, a discount may be acceptable.  In this case, the listed issuer must explain the purpose of the share incentive plan and why it is of benefit to the listed issuer to grant options at discount.  The Exchange is of the view that generally options should be issued at the market price of the securities or even at a premium.


The proposed requirements in relation to new listing applicants are intended to clarify the treatment of share options granted under share incentive plans adopted before listing on the Exchange.

The Exchange invites comments on the proposed rule.

3.8
Granting options to connected persons 

(a)
Proposed rule:


Independent non-executive directors of the listed issuer must approve each grant of options to a director, chief executive, or substantial shareholder of a listed issuer or any of their associates. 

If options are granted to a participant who is also a substantial shareholder or an independent non-executive director of the listed issuer or any of his/its associates, and the securities underlying all options granted to him within a 12-month period up to and including the latest proposed grant: 

(i)
represents over a certain percentage, say 0.1%, of the securities in issue; and

(ii)
has a value in excess of certain amount, say HK$5 million,

the latest proposed grant of options is also subject to:

-
independent shareholders’ approval (all connected persons will need to abstain from voting except that such connected persons may vote against the relevant resolution); and

-
issue of a circular to shareholders (containing details of the number and terms of options to be granted to each participant, a description on how the terms serve the purpose of granting options to the participant and a recommendation from independent non-executive directors to the independent shareholders as to how to vote).

The requirements for connected persons as described above do not apply to the grant of options to a person who is only a proposed director/chief executive of the listed issuer.

(b)
Commentary: 

As discussed in paragraph 3.2 above, the issue on the possible abuse of share incentive plans by management is proposed to be separately dealt with when options are to be granted to connected persons.  As all connected persons can vote to approve the plan, to safeguard against abuse by connected persons, it is proposed that each grant of options to a connected person must be approved by independent non-executive directors.  The proposed requirement is similar to that in jurisdictions such as the UK and US where the granting of share options is generally a matter for non-executive directors acting through some form of remuneration committee.  The proposed requirement intends to avoid directors from abusing the plans by granting options to each other. The limit on individual participant and related requirements as discussed in section 3.6 above also apply in this case and any grant of options in excess of this limit must be approved by shareholders, with the connected person concerned abstaining from voting.

In addition, the Exchange considers that directors who are also substantial shareholders or their associates should be distinguished from other directors of the listed issuer.  Substantial shareholders of a listed issuer normally control or have significant influence on the board of directors and senior management of the listed issuer, hence, the potential conflict of interest is obvious.  Therefore, other than the individual limit set out in section 3.6 above which applies to each individual participant, a de minimis limit should be set for the grant of options to a substantial shareholder or any of its associates. The grant of options to such persons should also be subject to independent shareholders’ approval if such grant exceeds a de minimis limit. The rationale for the de minimis threshold is the same as that for connected transactions, which requires independent shareholders’ approval if the value of the transaction exceeds a certain amount.

The requirements for the granting of options to substantial shareholders referred to above also apply to independent non-executive directors of a listed issuer as they are responsible for approving the grant of options to directors, chief executive and substantial shareholders of the listed issuer under the proposed requirements.  In addition, the existing Listing Rules require an independent non-executive director’s interest in the listed issuer be not more than 1% of the issued share capital to ensure his independence.  In general, independent non-executive directors need not be granted any options as an incentive or alternative form of compensation.  It would be unusual for a listed issuer to grant options to an independent non-executive director in excess of the de minimis limit.

With respect to the de minimis threshold, the Exchange proposes to adopt two limits, one based on a percentage of securities in issue of 0.1%, and the second based on the market value of the securities underlying the options of HK$5 million.  Under the proposed rules, independent shareholders’ approval is required if both of these limits are exceeded.  Based on such limits, (1) listed issuers with market capitalisation of less than HK$5 billion would be subject to the limit of HK$5 million; and (2) listed issuers with market capitalisation of over HK$5 billion would be subject to the limit of 0.1% of the issued share capital.  For illustration purposes, the limit of HK$5 million would already allow a listed issuer with market capitalisation of HK$100 million (being the minimum requirement for new applicant under the Listing Rules) to grant options to a substantial shareholder/independent non-executive director up to 5% of its issued share capital in a 12-month period without independent shareholders’ approval.  On the other hand, large companies with market capitalisation of say HK$200 billion, would be allowed to grant options to such person in respect of shares worth up to HK$200 million (0.1% of the market capitalisation) in a 12-month period without independent shareholders’ approval.

The Exchange invites comments on the proposed rule, in particular, 

(1) whether independent non-executive directors should approve the issue of options to connected persons;  

(2)
whether independent shareholders should approve issues of options above a de minimis limit only to connected persons who are substantial shareholders or independent non-executive directors; 

(3) 
whether independent shareholders should approve issues of options to all connected persons above a de minimis limit, in particular, where a listed issuer does not have any substantial shareholder and therefore the directors may have full discretion over the operation of the plans;

(4) if the requirement for shareholders’ approval for options in excess of the individual limit suggested in 3.6 above is dropped, does this affect your answer to (2) and (3);

(5) whether the de minimis limit should apply to options granted over a 12-month period and relate to:  

(a) 
a percentage of the securities in issue; and/or 

(b) 
the value of the underlying securities; and/or 

(c)
the fair value of the options; and 

(6)
what should the de minimis limit be in (5) (a), (b) and (c)? 

3.9
Disclosure of fair value of options

(a)
Proposed rule: 

Listed issuers should disclose, in their annual and interim reports, details of options (including the fair value as referred to below) granted to (1) each connected person; (2) each participant with options granted in excess of the individual limit; and (3) aggregate figures for employees working under employment contracts that require over 18 hours of service each week; and (4) other participants in aggregate. 

Disclosure of the fair value of options granted during the financial year/period must include:

-
the method used to calculate such fair value, for example, the Black-Scholes option pricing model or other method that the listed issuer considers appropriate;

-
the effect on the listed issuer’s profit or loss and earnings per share if the fair value of options granted were treated as remuneration expense.  For such purpose:

(i)
where the vesting of an option is contingent on a minimum period of future service by the grantee of the option, the fair value of the option for any part of such service period should be fair value of the option attributable on a pro rata basis to such service period; and

(ii)
where option vests immediately upon grant, the full amount of the fair value of the option should be allocated to the period in which the option is granted 

The auditors must also confirm to the listed issuer that the method used to calculate the fair value of options is correctly disclosed.

(b)
Commentary:


As set out in the first consultation paper, a listed issuer would be required to disclose details of options granted, including the number and exercise price of options, under its share incentive plans in the annual and interim reports.  In addition to the potential dilution effect on shareholding in the listed issuer, shareholders and investors should also know the effect of treating the options as an expense in the listed issuer’s profit and loss account.  It is increasingly common for options to be granted as a substitute for cash compensation or as a reward to employees and also for payment for services and goods. The listed issuer’s costs may in fact be understated by the value of options granted to its employees and suppliers. The true remuneration package of such employees and the cost of goods and services provided by suppliers are not recorded in the financial statements. The Exchange notes that whilst there is no international consensus as to the correct accounting treatment for options, there is increasing commentary that results of listed companies are now distorted as the value of these options is not being recorded/reflected in the accounts of the listed issuers at the time they are granted. In the US, it is estimated that accounting for value of options granted would reduce reported income for Standard & Poor’s 1500 firms nearly 10% in 1998.  Disclosure of the fair value of employee share options granted is the minimum requirement for US companies under the accounting standard FAS123.  Also under US accounting rules, the fair value of options granted other than to employees are recorded as expenses in the financial statements.  In view of the proposed relaxation on the granting of options, the new proposal contains similar disclosure requirements in the annual and interim reports of listed issuers so that shareholders and investors can assess the value of options granted and the potential impact of treating such options as an expense.


The Exchange notes that some commentators have expressed concern as to the accuracy of various models used to value options and other much more sophisticated and complex financial instruments available on the financial market.  The Exchange notes that disclosure of fair value by all US listed companies has been required has been required for some years and is not aware that this disclosure has resulted in any significant implementation difficulties. However, to address such concerns the proposed requirements leave it to each listed issuer to select the valuation method it considers appropriate.  The listed issuer must disclose the method used to calculate the fair value of options. 

The Exchange invites comments on the proposed rule, in particular, 

(1)
whether it is appropriate to introduce the requirement to disclose fair values of options granted by listed issuers. If not, please explain why;

(2)
whether any additional disclosure should be made;

(3)
whether the Exchange should dictate in the rules which model to use or leave it to the listed issuers to decide as long as the model used is fully disclosed; and

(4)
whether it would be practical and appropriate to require auditors to confirm the matters relating to the calculation of fair value of options as required under the proposed rule.

3.10
Other requirements in the proposed Chapter 17

The Exchange invites comments on any other proposed rules set out in the “Summary of Proposed New Chapter 17” in section 2 of this paper. 
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