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� The materials of this seminar are intended to provide general information and
guidance on the subject concerned. Examples and other materials in this seminar
are only for illustrative purposes and should not be relied upon for technical
answers. The Hong Kong Institute of Certified Public Accountants (The Institute),
the speaker(s) and the firm(s) that the speaker(s) is representing take no
responsibility for any errors or omissions in, or for the loss incurred by individuals
or companies due to the use of, the materials of this seminar conference.

Disclaimer

� No claims, action or legal proceedings in connection with this seminar brought

by any individuals or companies having reference to the materials on this

seminar will be entertained by the Institute, the speaker(s) and the firm(s) that

the speaker(s) is representing.
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All rights reserved. No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form 

or by any means, electronic, mechanical, photocopying, recording or otherwise, without the prior written permission of 

the copyright holders. 

 

The contents of this publication are intended as a guide and not professional advice. Although every effort has been 

made to ensure that the contents of this publication are correct, the author makes no warranty that the information in this 

publication is accurate or complete and accepts no liability for any loss or damage suffered by any person acting or 

refraining from acting as a result of the material in this publication. 

 

The copyright of any material reproduced within this publication remains with the copyright holder 

such as the copyright of Learning Pack owned by HKICPA and the copyright of the past examination 

questions owned by HKICPA. 
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1. Investment 
 

 
 

 
 
 

2. The capital budgeting process 
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3. Relevant cash flows 
 

 
 

 

 
 

ROCE/ 
Payback/ 
IRR/ 
NPV 

1. ROCE (Accounting Rate of Return) 
      Estimated average or total profit 

             --------------------------------------------------- *100% 
              Estimated average or initial Investment 
 
 
 
 
 

2. Payback 回本期  
– Only Part of Cashflow, Easy to Understand 

 
Discounted Payback 

 
 
 
 
 

3. IRR – Internal Rate of Return 内部回报率 

 
IRR – Nonconventional Cashflow (More IRRs) 
 
 
 

 
 

4. NPV 
 

NPV – NPV +-> Increase shareholder wealth; It is 
the best including cost of capital 
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Illustration
A B

ROCE for Investment Profit 10 15

Capital Employed 100 100

ROCE for Investment

Remark

Payback Period

Yr 0 1 2 3

Cashflow -300 100 200 -500

Payback Period

Remark

IRR

Yr 0 1 2

Cashflow -100 - 121

IRR

Remark

NPV

Yr 0 1 2

Cashflow -100 200 300

Cost of Capital 10%

-100 200 300

(1.1)^1 (1.1)^2

= -100 181.82 247.93

NPV = 329.75

Remark

+ +
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 ROCE Payback IRR NPV 

1. Easy to 
Understand 

✔ ✔ More Easily 

understood 

(Compared with 

NPV) 

X 

2. Time Value of 
Money 
 

X X ✔ ✔ 

3. Absolute 
Measure / 
Relative 
Measure 
 

Relative (Ignore 

Size of Investment) 

Relative (Ignore 

Size of Investment) 

Relative (Ignore 

Size of Investment) 

Absolute 

Advantages Quick; Simple 

 

C/F; Simple Commonly used 

(Compared with 

NPV) 

 

Best Method; Cost of 

Capital included 

Disadvantages Accounting Profit – 

Manipulation; 

 

Ignore part of 

Cashflow 

Multiple IRR if 

Non-Conventional 

C/F; 

Reinvestment 

Assumption cannot 

be substantiated 

 

Difficult to estimate the 

CF & Cost of Capital / 

Cost of Capital varied 
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4. The payback period 
 

 
 

 
Payback 
Calculation 

Yr    0      1       2       3      4 
-100   60     40     30   10 

Payback period = 2 years 
 
Yr    0      1       2       3      4 

-120   60     40     30   10 
Payback period = 2.x years 
Not yet paid back after 2 years (120-60-40)=20. 
So 20/30 = 0.67 years 
 
Payback period = 2.67 years  
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5. The return of capital employed 
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6. Discounted cash flow (DCF) 
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7. NPV and IRR compared 
 

 
 

 
 

IRR 
Interpolation 

 
 
Horizontal Short      Vertical Short 
----------------------- =  ------------------- 
Horizontal Long       Vertical Long 
If 10% discount  NPV 28,250 
If 20% discount -> NPV -23,150 
 
IRR% - 10%                  28,250 
----------------------- =  ------------------- 
20% - 10%                   23,150+28,250 
 
IRR = 15.5% 
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8. Assessment of DCF methods of project appraisal 
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NPV NPV 
-Real or Nominal CF 
-Tax paid timing 
-Tax allowable depreciation 
-Working Capital 
-Probability  
-Sunk Cost (e.g. After 2 years, reappraisal the projects) 
-Opportunity Cost (e.g. Profit foregone) 
 
-Post Completion Audit (Independent) 
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Constant Growth / Perpetuity / Annuity 
 

No. Item Details  
T1 Continuous 

growth after 

4 years 

onwards / 

starting year 

5 

 

Perpetuity 

Year 4 

onwards 

Constant Growth  
 

 1       2       3      4               5                  6 

101  102  103  120   120(1+0.03)  120(1+0.03)2 …… 

=> 
  1       2       3      4               

101  102  103  120    

                         2,060 

101  102  103  2,180    

 

NPV = 1,802.41 

  

Working 

 

Calculate separately for Starting after 4 years / at year 5 (say r=9%) 

       5                       6 

120(1+0.03)  120(1+0.03) 2 …… 

 

    120(1+0.03) 

=  ----------------  = 2,060  (PV at yr 4) 

     (0.09-0.03) 

 

 

 

*********************************************************************************** 

 

Perpetuity 
Year 4 onwards     30.25 

  1       2       3           4            5              6 

14    18.5  20.75  30.25   30.25      30.25   …… 

=> 
  1       2       3            

14    18.5  20.75   
              177.94 

14    18.5  198.69 

 

NPV= 149.54 

 

Working 
Calculate separately for Starting at year 4 (say r=17%) 

       4            5              6 

    30.25   30.25      30.25   …… 
 

    30.25  

=  ---------  =  177.94 (PV at yr 3) 

     (0.17) 
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T2 Annuity Loan: Each Year Payment 

 

    0             1        2       3       4 ……..    10                  

+1000       -X      -X ………………… -  X 

r=4% 

 

          

          1000 =      X                       X                             X 

                     ----------- +    --------------  +……..  ------------------ 

                     (1 + 4%)         (1 + 4%)^2               (1 + 4%)^10 

           

                               1                       1                             1 

          1000 = ( ----------- +    --------------  +……..  ------------------) X 

                         (1 + 4%)      (1 + 4%)^2               (1 + 4 %)^10 

           

 

Using 1:  Annuity Formula  = 1-((1+r)^-n)    = 8.1109  ; X = 1000/8.1109 =123.29 

                                                   ---------------- 

                                                           r 

           2: Find the annuity using CF -> Annuity = 8.1109 

 

           3: Annuity Table = 8.111 

 

           4: [2nd] CLR TVM (Setting END) 

                PV=1000; I/Y = 4; FV=0; N= 10; CPT PMT = 123.29 
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9. Allowing for inflation 
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[6th Edition] 
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10. Allowing for taxation 
 

 
 
 Now 
 Payable one year in arrears 
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11. Working capital 
 

 
 

 Required at Yr0 
 % of Sales (Incremental) 
 Released at year end of the project 
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12. Impact of cost of capital on investments 
 

 
 

 
 
 

13. Risk and uncertainty 
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14. Capital rationing 
 

 
 

Capital 
Rationing 

Divisible: Profitability Index  
NPV (Not Including the capital investment) / PV of Invested Capital  
(i.e. Normally Yr 0) 
 

 
 
Non-divisible: Trial and Error 
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15. Qualitative factors 
 

 
 

 
 
 

16. Behavioural implications of capital budgeting 
 

 
 

 
 
 

17. Post-completion audit 
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1. Legal and regulatory structure and code of conduct 
affecting corporate finance 
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2. HKEx regulation and reporting requirements 
 

 
 
 Accountants’ report and pro forma financial information 
 Continuing obligations to provide reports of interest to investors 

 
 HKEx 

Reporting 

requirements 

There are a large number of reporting requirements in respect of listing on the HKEx. There are 

two major areas that affect CPAs; (1) the accountants' report and pro forma financial information 

required in relation to listing, and (2) the continuing obligations to provide reports of interest to 

investors. 

(1) 

 All accountants' reports must be prepared by certified public accountants, 

 A three-year history must be provided which must include the disclosures required under 
the relevant accounting standards adopted 

(2) 

 By not later than 30 minutes before the opening of SEHK trading, an issuer must advise the 
Exchange of any changes in the number of shares, e.g. bonus issues, rights issues, etc. 

 The issuer must submit a monthly return to the SEHK containing such prescribed 
information 
as movements in equity securities and debt securities. 

 The listed issuer must provide an interim report for the first six months of the financial year. 
This report must comply with certain provisions and be issued no later than three months 
after the end of the interim six months. 

 The issuer must publish its preliminary annual results as soon as possible after the end of 
the financial year, and no later than three months after the end of the financial year. 
 
 
 
 
 
 
 
 

 

 
  

 



                                                                                                                      QP (B) Dec 2018 

   
 

 

LP-15 
Regulatory environment (Edu) 

P.33 
 

 

3. Corporate governance 
 

 
 

 Corporate 
governance 
issues 

Separation of Chairman and CEO 
Board composition 
Remuneration 
Internal controls 
 

 

 

 
 Listing Rules Listing Rules 

Code Provisions (CP) – “Comply or Explain” 
Recommended best practices (RBP) 
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 Listing Rules / 

Code / 

Recommended 

Practice 

(Based on 6th 

Edition LP) 

 

Listing Rule 
 

(1) Director’s responsibility, Delegation (May) but remain responsible,  
(2) Directors must take Active interest in the company’s affairs 
(3) Board - 1/3 Independent Non-executive Director 
(4) Remuneration Committee– Chaired and Majority (Independent Non-executive 

Directors) 
(5) Termination of auditors with the approval of shareholders in a general meeting 
(6) At least 3 independent non-executive directors, of whom at least one must have 

appropriate professional qualifications or accounting or related financial 
management expertise. 

(7) Listed companies must also establish an audit committee comprising non-executive 
directors only, with a minimum of three members, and at least one should hold a 
relevant qualification.  

(8) The Rules include a requirement for companies to include a Corporate Governance 
Report in their annual report. [QP (B) 2017 Dec] 
 

Model Code under Listing Rule 

(9) A requirement of the Model Code of the Hong Kong Stock Exchange is that directors 
must not deal in shares of their company when they are in possession of inside 
information. In addition, they must not deal in the company’s shares in the period 60 
days before publication of its annual results or in the period 30 days before 
publication of its quarterly results (if any) and half-year results. [QP (B) 2017 Dec] 
 

 

Codes (Corporate Governance Code, Corporate Finance Advisor Code of 

Conduct) 
 

Corporate Governance Code 

 

(1) Board review the time required from a director to perform his responsibilities 
(2) Provide all directors with monthly updates giving a balanced and understandable 

assessment of the issuer’s performance, position and prospects 
(3) Issuer should have a corporate strategy and a long-term business model 
(4) Composition of board – A balance of skills, experience and diversity of perspective 
(5) Separation of chairman and CEO [QP (B) 2017 Dec] 
(6) Internal Control – Sound and effective internal control to safeguard shareholders’ 

investment 
 

Corporate Finance Advisor (CFA) Code of Conduct 

 

Aims: Promote professional and ethical conduct, Set out recommended best practice, Consistent 

with other regulations and guidelines, Accords with International standards 

 

Content: Conduct of business, Competence, Conflicts of interest, Standard of Work, Duties to 

the client, Communicate with regulators, Personal account dealings 

 

 

Recommended Practice 
Details of remuneration payable to members of senior management on an individual and named 

basis are disclosed in the annual report [QP (B) 2017 Dec] 
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4. Insider dealing 
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5. Corporate Finance Adviser (CFA) Code of Conduct 
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6. Listing on the HKEx main board and the GEM 

 
 Listing Rules  Pass one of three financial tests 

-a profits test (Reported a profit of at least HK$20,000,000 in its most recent 
financial year and total reported profits at least HK$30,000,000 in the two 
preceding years combined. 
 
-a market capitalisation/revenue/cash flow test or 
-a market capitalisation/revenue test 
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[Newly Updated with effect from 15 Feb 2018] 

 

 

 

 



                                                                                                                      QP (B) Dec 2018 

   
 

 

LP-15 
Regulatory environment (Edu) 

P.39 
 

 

 

 

 



                                                                                                                      QP (B) Dec 2018 

   
 

 

LP-15 
Regulatory environment (Edu) 

P.40 
 

Minimum requirements for listing on the Main board 
Not more than 50% of the number of shares held by the public at the time of listing can be beneficially 
owned by the three largest public shareholders. 

  
 

 
 

 
 
 

 
 

 

 

 
 
[6th Edition] 

 
 

 
 

 
 

 

 

 

Learning Example 

Learning Example 
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Mergers and acquisitions 
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1. Mergers and acquisitions as a method of corporate 
expansion 

 
 

 

 
 

 M&A M&A  
Adv: Speed, Lower Cost, Intangible Assets, Overseas Markets 
Disadv: Business risk, Financial Risk, Acquisition premium ($), Managerial 
Incompetence, Integration 
 

 

  

Key points 
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 Merger Vertical:         Supplier 
                               | 
                              Co 
Vertical:               Co 
                                | 
                        Chain Store  
 

Horizontal Integration： e.g. Café De Coral --- Fairwood  
 
Conglomerate Integration 
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2. Evaluating the corporate and competitive nature of a 
given acquisition proposal 

 

 
 

 

 

 
 

  

Key points 
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3. Due diligence 
 

 
 

  

Key points 
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4. Developing an acquisition strategy 
 

 
 
Reasons behind a strategy for acquiring a target firm 
 Acquire undervalued firms 

 Find firms that are undervalued 
 Access to necessary funds 
 Skills in executing the acquisition 

 
 Diversify to reduce risks 

  

 

5. Criteria for choosing an appropriate target for acquisition 
 

 
 
Motives 
 Benefit for acquiring undervalued company 
 Diversification 
 Operating synergy 
 Tax savings 
 Increase the debt capacity 
 Disposal of cash slack 
 Access to cash resources 
 Control of the company 
 Access to key technology 

  

Key points 

Key points 
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6. Creating synergies 
 

 
 

 Synergy Synergy – Revenue, Cost (Diversification, Cash slack, Tax benefits and debt 
capacity) and Financial 
 

 

 
  

Key points 
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7. Explaining high failure rate of acquisitions in enhancing  
shareholder value 
 

 
 

 
 window dressing  

Key points 
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8. The global regulatory framework 
 

 

 

 
  

Key points 
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9. Key aspects of takeover regulation 
 

 

 
 
 Key aspects of 

takeover 

regulation 

Mandatory bid rule 

 

 
 

The principle of equal treatment 

 

Transparency of ownership and control 

 

The squeeze-out and sell-out rights 

 

 
 

The one share-one vote principle 

 

 
Board neutrality and anti-takeover measures 

 

 
 

 

  

Key points 



                                                                                                                     QP (B) Dec 2018 

   

LP-18 
Mergers and acquisitions (Edu) 

P.51 
 

 

10. Hong Kong specific takeover regulation 
 

 

 
 

 

 
 

 

 
 

 

 

 

 

 

 

 

Key points 
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 Hong Kong 

Specific 

takeover 

regulation 

-Purpose 

 

 

 
 

 
 

 Hong Kong 

Specific 

takeover 

regulation 

-The General 

Principles 

 

1. All shareholders are treated even-handedly. 

2. Control Changes -> General offer 全面收購 to all other shareholders 

3. During the course of an offer, neither an offeror nor the offeree company …may furnish 
information to some shareholders which is not made available to all shareholders. 

4. An offeror should announce an offer only after careful and responsible consideration 
5. Shareholders should be given sufficient information. 
6. Full and prompt disclosure 
7. Right of control should be exercised in good faith. 
8. Directors of an offeror and the offeree company must always, act only in their capacity as 

directors. 

9. At no time after a bona fide offer 真實 has been communicated… 

10. Cooperation with the Executive, the Panel and the Takeovers and Mergers Appeal 
Committee 

 Hong Kong 

Specific 

takeover 

regulation 

-Rules of the 

Codes 
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11. Defensive tactics in a hostile takeover 
 

 
 

 Defensive 
Tactics 
 

Pre-bid : Communication w shareholders, Revalue non-current assets, Crown 
Jewels (Sell Valuable Asset), Poison pill (Existing Shareholder increase share 
cheap), Change the Article of Association (Super majority), Golden Parachute ($-
>Mgt) 
Post bid : White Knight, Pacman, Competition Rule 
 
Golden Parachute ($$$$$$-> Existing Mgt) 
Poison Pill (Right: Existing shareholder -> Cheap to buy) 
White Knights and White Squires (Control vs No Control) 
Crown Jewels (Sold Valuable Part Out) 
Pacman Defence 
Litigation (Target: Invite regulator to stop) 
 

 

  

Key points 



                                                                                                                     QP (B) Dec 2018 

   

LP-18 
Mergers and acquisitions (Edu) 

P.54 
 

 

 

 

12. Methods of financing mergers 
 

 
 

 M&A Cash offer vs Share Exchange 
Acquirer : Consider 
Dilution of EPS, Cost to the company, Gearing, Control, Authorised share capital 
increase, Borrowing limits increases 
Target: Consider 
Taxation, Income, Future investments and share price 
 

 

 
 

Key points 
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13. Assessing a given offer 
 

 
 

 
 

 

 

  

Key points 
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Learning Examples 
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14. Effect of offer on financial position and performance 
 

 
 

 

 
 

 

 
 

  

Learning Example 
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15. The role of the financial adviser in mergers and 
takeovers 
 

 
 

 
 

Key points 


