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Disclaimer el

€ 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.

€ 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.

€ The Institute retains copyright in all materials published in the seminar.
No part of this seminar may be reproduced without the permission of
the Institute.
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Today's objective:

Finding ways to pass the
Module Examination!
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HKICPA QP Module Examinations RARH AR

Examination Format:

« Section A — Case Questions (50%)

« Section B — Essay / Short Questions (50%)
« 3 hours duration for each Module

« All compulsory questions
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Commit to your Study Plan SamnaeRR

Advantages:
» Schedule ahead

» Build long term memories & maximize efficiency

» Avoid last minute work and minimize impact of
unpredicted events...
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Prepare Critical File wARH S AXS
How to prepare: Advantages:
> Use different colour post-it » Colour coding for standards /
for different standards / topics allows easy
topics identification (same file used
> Organise materials by In examination — time saving!)
different standards / topics > Build up long term memories
» Understand theories behind > Avoid indexing without
each standards / topics understanding

» Get familiar with this file
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Radiate the ideas out

from the central theme

and main branches
Y Cle,, Start at the centre of a

Asseciations blank, landscape paper

Use key words and
images along a line N

Make the lines associate
as clear as possible 10
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Other Preparation T|pS FERHEERRS

» Cover beyond LP

» Form Study Group with fellow students

» Visit QP Learning Centre
» Past papers and Examiners' reports;
» Special topics and/or Important notice; and
* Module preparation seminar archives
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» Bring HKID card and Examination Attendance Docket ("EAD")

» Be aware of the examination regulations printed on the EAD which
will be posted to students two weeks before the examination

Arrive 45 minutes before the examination start
Turn off your mobile phone or other electronic communication devices
Don't write on the script booklet during the reading time (FE only)

Don't write your name or personal information on anywhere of your
script booklets

Use blue or black ink pen
Use appropriate script booklet to answer each section

» Stop writing immediately once the end of examination is announced@
[D v

YV V V VY

Y V

Failure to follow any of the examination regulations may
result in marks penalty or even disqualification from the
entire examination!
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Hong Kong CPA licensing specialization benefits regulation international

Home page = Members' area = QP Leamning Cenfre

Moticeboard
Module A
Module B

Module C

Module D

Final Examination Examination guidelines

Examination Support Thizg video (51 provides guidance on preparing for your upcoming examinations. Make sure you are familiar with these guidelines.

Technical Aricles
If you are unable to open the video by infernet Explorer, try opening it in a different browser (e.g. Chrome).

Webcasted Video

Audio Archives

SRS Examination assistance

Here are some study fips fo help QP students to get through their examinations (pleasze click here [£3).

To help QF students prepare for the four module examinations, the Institute organizes a series of examination assistance functions
QF timetable for each examination session. For more details, please click here 5.

CPA recruitment - A-List

Becoming a Hong Kong CPA

=1 | Useful links | Complaints & whistleblowing | Contact us

Careers | IT support | Privacy policy | Terms of use | Personal information | Sitemap | FAQ

Copyright 22018 Hong Kong Institute of Certified Public Accountants. All rights reserved.
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Common Areas to Improve in QP Examinations.
A. Questions.
B. Answers.

C. Candidates.

17
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. Common areas to improve to handle questions:

Difficulty in identifying the specific question requirements.
Misinterpretation of the question requirements.

. Common areas to improve to prepare answers:

Approach or structure of answers are disorganized.

Answers are either too long or too short.

Answers are wrong, irrelevant, or lack of practical consideration.
Answers are not linked to the case facts.

Answers are straightly copied from LP or reference materials.

Did not attempt all questions.
18
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C. Common areas that candidates have to improve:

abkowhE

Inadequate or ineffective preparation.

Other commitments affecting examination preparation.
Not in a good form to perform on examination day.

Felt panicking or got nervous in the examination centre.
Poor time management.

19
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Panelists’ Report

Section A — Conclusion and Recommendation

1.
2.
3.

o

Candidates did well on computational questions.

Some calculation steps were not clearly shown.

Candidates were very weak in handling application, analytical and
discussion types of questions.

Discussions were too short and answers were directly copied from
Learning pack.

Answer format was inappropriate, such as memo formal.
Candidates were urged to improve their examination performance in
the medium and long run.

21
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Panelists’ Report

Section A — Case Questions

General Comments

1. Performed well in Q3 to explain strategy plans and violation of ordinance.

2. Candidates showed a reasonable ability to handle computational
problems.

3. Candidates felt difficult to handle analytical and qualitative types of
guestions.

Suggestions

1. Read and understand questions carefully to identify specific questions
requirements and to avoid misinterpretations.

2. Need to understand and apply case information to tackle questions.

22
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Question 1 (16 marks — approximately 29 minutes)

(a)

(b)

(c)

(d)

If the cost of the processing operation is allocated on the basis of physical
output measured by wvolume, calculate the total allocated cost (fixed plus
variable) per bottle of premium orange juice in a normal month.

(3 marks)

If the variable costs (including handling and bottling) of HKPOJL are allocated
on the basis of physical output measured by volume, calculate the variable cost
per bottle of premium orange juice in a normal month. Explain if the variable
cost per bottle of premium juice should be used in pricing special orders for the
premium juice.

(6 marks)

If the HK$140,000 in fixed costs for regular juice handling and bottling could be
avoided, quantify the effect on the profits of HKPOJL in a normal month,
assuming it discontinues the regular brand and treats all raw juice as premium
grade.

(3 marks)
List and explain two qualitative factors that could affect HKPOJL’s decision to

discontinue regular juice.
(4 marks)
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Direct
Used by traditional
and modern

businesses Indirect (overhead)

Envirenment to produce Accumulates costs and revenues
zero defect productsiservices to each product over the entire
life cycle &
Cost-plus pricing
® Brice = cost + (mark-up %% = cost)
. Absurptior? cost pricing
Cost = variable costs + fixed costs
Variable cost pricing Assngnsi mszft and
—& Mo allocation of fixed costs to r?::g:]zzleos?‘ueue?ﬂn::?.
(A e I e BN S Target (competitive) from customers
—@ Minimum pricing: one-off situation price minus target minus
profit margin costs incurred in

servicing customers
= customer profitability

24
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Case Information for 1(a), (b) and (c)

CASE

Hong Kong Premium Orange Juice Limited (“HKPOJL") has produced two categories of
orange juice, serving the Hong Kong and China market since 2004. It was listed on the
Growth Enterprise Board in 2013. The production process begins when a container acting
as a large tank, a vat to be more specific, is loaded with oranges. The incremental cost of
raw materials and processing one load is HK$2,500. Each load will produce 20 barrels of
regular orange juice and 10 barrels of premium orange juice. The variable cost of
carbonating and bottling the juice is HK$1,000 per barrel of regular juice and HK$2,000 per
barrel of premium juice. 1,000 bottles of finished sparkling juice is produced from each
barrel of raw juice. The fixed costs for a month is: HK$640,000 for the processing plant,
HK$140,000 for handling and bottling regular juice, and HK$240,000 for handling and
bottling premium juice. Regular juice sells at HK$4 per bottle and premium juice for HK$6
per bottle in the wholesale market. Normally, HKPOJL could process 100 loads and convert
them into 2,000,000 bottles of regular juice and 1,000,000 bottles of premium juice in a
month.

25
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Selling prices and costs analysis
for 1(a), 1(b) and 1(c)

Selling price per bottle $4 $6
Variable cost per barrel $1,000 $2,000

Numbers of barrels per load 20 10
Fixed costs $140,000 $240,000
Process 100 loads and convert into bottles 2,000,000 1,000,000

Other Information:
Incremental cost of raw materials and processing of $2,500
one load

Fixed costs — processing plants $640,000

26
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Question 1 (16 marks — approximately 29 minutes)

(@) If the cost of the processing operation is allocated on the basis of physical
output measured by volume, calculate the total allocated cost (fixed plus
variable) per bottle of premium orange juice in a normal month.

(3 marks)
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4.3 Absorption cost pricing formulae

Key term | : , _ AL
The absorption cost pricing formula defines cost as being equal to all costs incurred in the
production process, that is, variable costs plus fixed costs, both direct .anq._alllop'at_ed*,

It is used by organisations because in the long run the price must cover all the costs and a normal
profit margin.

28
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Selling prices and costs analysis
for 1(a), 1(b) and 1(c)

Selling price per bottle $4 $6
Variable cost per barrel $1,000 $2,000
Numbers of barrels per load 20 10
Fixed costs $140,000 $240,000
Process 100 loads and convert into bottles 2,000,000 1,000,000

Other Information:
Incremental cost of raw materials and processing of $2,500
one load

Fixed costs — processing plants $640,000
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Answer 1(a)

According to the information of the case, the vat process cost has to be allocated with the
amount

= HK$640,000 + HK$2,500 x 100

= HK$890,000

As the relative volume of premium orange juice is
= 1,000,000 / (1,000,000 + 2,000,000)
=1/3

The allocated cost of vat process cost for premium juice is
=1/3 x HK$890,000
= HK$296,667

Cost of handling and bottling premium juice
= HK$240,000 + HK$2,000 x 10 x 100
= HK$2,240,000

Total cost
HK$296,667 + HK$2,240,000
HK$2,536,667

Total cost per bottle
HK%$%2,536,667 / 1,000,000
HK$2.54
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Panelists’ Report

Question 1(a) — 3 marks

This question required candidates to compute the total allocated cost per bottle in a
normal month. Most candidates did well. Some candidates seemed to
misunderstand the question by providing irrelevant answers.
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If the variable costs (including handling and bottling) of HKPOJL are allocated
on the basis of physical output measured by volume, calculate the variable cost
per bottle of premium orange juice in a normal month. Explain if the variable
cost per bottle of premium juice should be used in pricing special orders for the
premium juice.

(6 marks)

32



Cp A Hong Kong Institute of
Cert.if‘iﬂt_-:ﬁdli P:rblic Accountants
N, ’ FEETEA
-y,

4.5 Variable cost pricing formulae

Because of the criticisms of absorption cost pricing models, it may be preferable to utilise variable
manufacturing costs or total variable costs for cost-plus pricing.

33
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Selling prices and costs analysis
for 1(a), 1(b) and 1(c)

Selling price per bottle $4 $6
Variable cost per barrel $1,000 $2,000

Numbers of barrels per load 20 10
Fixed costs $140,000 $240,000
Process 100 loads and convert into bottles 2,000,000 1,000,000

Other Information:
Incremental cost of raw materials and processing of $2,500
one load

Fixed costs — processing plants $640,000
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Answer 1(b)

Allocated variable cost for premium juice
= HK$2,500 x 100x 1/ 3
= HK$83,333

Variable cost of handling and bottling
= HK$2,000 x 10 x 100
= HK$2,000,000

Total variable cost
= HK$83,333 + HK$2,000,000
= HK$2,083,333

Variable cost per bottle
= HK$2,083,000 / 1,000,000
= HK$2.08

Hong Kong's
CPA Qualification
FRARHOEXER

In dealing with special orders for the premium juice which do not produce any regular juice
simultaneously, the decision of HKPOJL would require incurring fixed and variable vat costs,

and also the premium juice bottling variable cost.

to cover all of these costs.

In this connection, special orders need

35
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Panelists’ Report

Question 1(b) — 6 marks

This question required candidates to calculate the variable cost per bottle and explain
if the variable cost should be used in pricing special orders. Most candidates were
able to get the first part correct but many did not attempt to provide an explanation.
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If the HK$140,000 in fixed costs for regular juice handling and bottling could be
avoided, quantify the effect on the profits of HKPOJL in a normal month,
assuming it discontinues the regular brand and treats all raw juice as premium

grade.
(3 marks)
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Selling prices and costs analysis Regular | Premium
for 1(a), 1(b) and 1(c)

Selling price per bottle

Variable cost per barrel $1,000 $2,000
Numbers of barrels per load 20 10
Fixed costs $140,000 $240,000
Process 100 loads and convert into bottles 2,000,000 1,000,000

Other Information:
Incremental cost of raw materials and processing of $2,500
one load

Fixed costs — processing plants $640,000
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Answer 1(c)

With the existing operation with production of 2 million bottles of regular juice and 1 million
bottles of premium juice:

Profit

= HK$4 x 2,000,000 + HK$6 x 1,000,000 — (HK$640,000 + HK$2,500 x 100) — (HK$140,000
+ HK$1,000 x 20 x 100) — (HK$240,000 + HK$2,000 x 10 x 100)
= HK$8,730,000

Assuming the discontinuation of regular juice, New profit

= HK$6 x 1,000,000 — (HK$640,000 + HK$2,500 x 100) — (HK$240,000 + HK$2,000 x 10 x
100)

= HK$2,870,000

Decline in profit if the regular juice is discontinued
= HK$8,730,000 — HK$2,870,000
= HK$5,860,000
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Panelists’ Report

Question 1(c) — 3 marks

This question required candidates to quantify the effect on the profits if the firm
discontinued the regular brand. Most candidates provided irrelevant answers or did
not attempt the question.
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(d) List and explain two qualitative factors that could affect HKPOJL's decision to

discontinue regular juice.
(4 marks)

41



CPA Hong Kong Institute of
Certified Public Accountants
-y BEETMA®

Hong Kong's
CPA Qualification
FRARHOEXER

Proposed approach for Questions 1(d):
1.Recall the case materials again.
2.Understand the business and industry.

3. Provide answers based on (1) and (2) with business senses.
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Answer 1(d)

Regular juice is discontinued if the total contribution margin does not cover the avoidable
fixed costs, i.e. fixed costs that are eliminated if the regular juice is dropped.

Whether the demand function of different categories of juice are complimentary has to be
considered.

Employee morale may be affected if some staff are to be laid off due to the discontinuation
decision.
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Panelists’ Report

Question 1(d) — 4 marks

This question required candidates to list and explain qualitative factors to discontinue
the regular juice. Most candidates did well in this part. Some tried to quantify the
impact of the discontinuation decision.
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Question 2 (20 marks — approximately 36 minutes)

(a)

(b)

(c)

Determine the value of HKPOJL to GJL, assuming the new and optimistic
growth rate could be achieved after acquisition. Is it a positive NPV project to
proceed with the acquisition of HKPOJL all in cash, as suggested by Sandy?
Support your answer with calculations.

(7 marks)

Explain with calculations, if David's idea is a better alternative for the
shareholders of GJL in terms of value creation.
(5 marks)

Based on the results of the parts (a) and (b), should the acquisition go ahead?
Explain what payment terms seem to make more sense to GJL. Identify two
other factors in consideration to proceed with this acquisition.

(8 marks)
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Irredeemable debt formula

Redeemable debt valuation

Convertible
debt valuation

< Hebt vailiakion Preference share formula

Historical Replacement Realisable
basis basis basis

- ‘Net assets valuation s

Discounted Cash Flow (DCF)

METHODS OF VALUATION
 wvalugtion

Free cash flow to the firm (FCFF)

Dividend based v_aiuati‘pn

Dividend Valuation Maodel {DVM)

Dividend growth model
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Comparables
yaluation

ratios - Enterprise -
L - value (EM)

EBIT EBITDA

; E_.é_\m_ings h,a.sed :

waluation

Earnings yield
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Case Information for 2(a) TRRHAERRS

Another juice company, Global Juice Limited (“GJL"), currently listed on the Main Board on
the Hong Kong Stock Exchange, is interested to take over HKPOJL for the simple fact that
GJL is mainly focused on apple juice processing. The CFO of GJL, Sandy Chiu, has the
following information through due diligence work on the two firms:

GJL HKPOJL
Earnings HK$420,000,000 HK$96,000,000
Dividends HK$100,500,000 HK$47,000,000
Price/earnings ratio 14.5 10
Shares outstanding 150,000,000 75,000,000

Sandy is aware that the market believes the earnings and dividends of HKPOJL will likely
grow at a stable rate of 4% per year as a standalone company. Nevertheless, the
management team of GJL is betting that the acquisition of HKPOJL will enhance economies
of scale and synergy between the two firms. As a result, the deal could push up the growth
rate to 6% instead after the control change at HKPOJL.

Firms typically use net present value analysis when making acquisitions decisions.
The analysis is mainly based on the terms of payment from the bidding firms. In terms of
the payment terms, Sandy suggests using 100% cash at a HK$20 per share offering to the
shareholders of HKPOJL. She thinks that a tender offer approach to gain control is sensible
and simple for this deal. As she points out, the synergy creation will be larger than the
premium GJL is going to pay.
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Question 2 (20 marks - approximately 36 minutes)

(a) Determine the value of HKPOJL to GJL, assuming the new and optimistic
growth rate could be achieved after acquisition. Is it a positive NPV project to

proceed with the acquisition of HKPOJL all in cash, as suggested by Sandy?
Support your answer with calculations.

(7 marks)
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Case Information for 2(a) TRRHAERRS

Another juice company, Global Juice Limited (“GJL"), currently listed on the Main Board on
the Hong Kong Stock Exchange, is interested to take over HKPOJL for the simple fact that
GJL is mainly focused on apple juice processing. The CFO of GJL, Sandy Chiu, has the
following information through due diligence work on the two firms:

GJL HKPOJL
Earnings HK$420,000,000 HK$96,000,000
Dividends HK$100,500,000 HK$47,000,000
Price/earnings ratio 14.5 10
Shares outstanding 150,000,000 75,000,000

Sandy is aware that the market believes the earnings and dividends of HKPOJL will likely
grow at a stable rate of 4% per year as a standalone company. Nevertheless, the
management team of GJL is betting that the acquisition of HKPOJL will enhance economies
of scale and synergy between the two firms. As a result, the deal could push up the growth
rate to 6% instead after the control change at HKPOJL.

Firms typically use net present value analysis when making acquisitions decisions.
The analysis is mainly based on the terms of payment from the bidding firms. In terms of
the payment terms, Sandy suggests using 100% cash at a HK$20 per share offering to the
shareholders of HKPOJL. She thinks that a tender offer approach to gain control is sensible
and simple for this deal. As she points out, the synergy creation will be larger than the
premium GJL is going to pay.
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5.1.1 Using FCFF

Since FCFF represents cash flows to all investors (debt and equity) in the firm, the discount rate
used to compute the present value of future expected FCFF must be the “average” required return
of these investors. The appropriate discount rate is the weighted average cost of capital (WACC).

There are a number of scenarios with regard to what cash flows might do in the future, giving rise
to a number of variants as follows:

Where: VWV, is the present value of the firm
FCFF, is the free cash flow to the firm in year t
WACC is the weighted average cost of capital

g is the growth rate in FCFF,
ag* is the long-run growth rate in FCFF, in the two-stage growth model
P, is the present value of the price at which the share is expected to be sold at year n

The basic formula is:

FCFF1 FCFF2 oo FCFFt
+ + eeeens = ¥

Vg =
(1+wacc)!  (1+wacc)? t=1(1+ wacc)t

If there is an assumption that cash flows grow at a constant rate (g) forever, this yields the constant
growth model.

Where cash flows demonstrate this constant growth, the formula is:

FCFF, (1+g) FCFF,
WACC-g  WACC-—g

V{}=
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Answer 2(a)

To find the value of HKPOJL to GJL, we need to find the share price with the new growth
rate. We begin by finding the required return for shareholders of HKPOJL.

The earnings per share of HKPOJL

= HK$96,000,000 / 75,000,000
= HK$1.28 per share
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The stock price per share
10 x HK$1.28
HK$12.80

Aind the dividends per share
HK$47,000,000 f 75,000,000
HK$0.63

The current required return for HKPO.JL's shareholders as a standalone firm before the deal,
which incorporates the risk of the firm

= (HK$0.63 x 1.04 f HK$12.80) + 4%

= 9.090.-"'::

The price per share of HKPOJL with the new growth rate is:
HK$0.63 x 1.06 / (9.09% — 6%b)
HK$21.49

The value of HKPOJL to GJL is the number of shares outstanding times the price per share
under the new growth rate assumptions

75,000,000 x HK$21.49

HK$1,611,428,571

Yes, it is a positive NPV project to proceed with the acquisition of HKPOJL.

The NPV of the acquisition is the value of HKPQOJL to GJL minus the purchase price of the
acquisition

HK$1,611,428,571 — 75,000,000 x HK$20

HK$111,428,571 which is =0.

52



CPA Hong Kong Institute of
Certified Public Accountants
-y BEETMA®

Hong Kong's

CPA Qualification
EASHMEEER

Panelists’ Report

Question 2(a) — 7 marks

This question required candidates to determine the value of the target firm to GJL
and analyse the NPV of the acquisition decision. The overall performance in this part
was not satisfactory. Most candidates could not incorporate the new growth rate to
determine the value. Also, many candidates were not able to apply the dividend
growth model.
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Explain with calculations, if David’'s idea is a better alternative for the

shareholders of GJL in terms of value creation.
(5 marks)
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Another juice company, Global Juice Limited (“GJL"), currently listed on the Main Board on
the Hong Kong Stock Exchange, is interested to take over HKPOJL for the simple fact that

GJL is mainly focused on apple juice processing. The CFO of GJL, Sandy Chiu, has the
following information through due diligence work on the two firms:

GJL HKPOJL
Earnings HK$420,000,000 HK$96,000,000
Dividends HK$100,500,000 HK$47,000,000
Price/earnings ratio 14.5 10
Shares outstanding 150,000,000 75,000,000

As a matter of fact, GJL has saved a large amount of cash in capital expenditure in the past
three years, including investment in processing plants in Indonesia, India and Vietnam.
However, the CEO, David Yao, is more inclined to offer 22,250,000 shares of GJL's new
stock, rather than paying cash, to effect the payment to the shareholders of HKPOJL.
His suggestion is different from the payment approach of Sandy. With the Hang Seng Index
trading at a near record level at 30,000, David believes that GJL's stock could be overpriced.
It could be a good time to acquire some quality assets by using the overpriced shares of GJL.
Moreover, he is aware that negotiation with the management team of HKPOJL on a merger
proposal would possibly reduce the premium required to be paid to the target's shareholders.
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(b) Explain with calculations, if David's idea is a better alternative for the
shareholders of GJL in terms of value creation.

(5 marks)
Answer 2(b)

The price of the stock in the merged firm would be the market value of the acquiring firm plus
the value of the target to the acquirer, divided by the number of shares in the merged firm, so:
= (HK$420,000,000 x 14.5 + 1,611,428,571) / (150,000,000 + 22,250,000)

= HK$44.71

The NPV of the stock offer is the value of HKPOJL to GJL minus the purchase price offered
to HKPOJL's shareholders. The purchase price offered to HKPOJL's shareholders is the
stock price of the merged firm times the number of shares offered, so:
NPV = HK$1,611,428,571 — 22,250,000 x HK$44.71

= HK$616,631,071 > NPV of cash offer

Hence, David's idea is a better alternative in terms of value creation.
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Panelists’ Report

Question 2(b) — 5 marks

This question required candidates to explain the consequence of terms of payment in
the acquisition. The performance was below expectations for this part. A lot of
candidates could not work out the price of the stock after the deal.
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(c) Based on the results of the parts (a) and (b), should the acquisition go ahead?
Explain what payment terms seem to make more sense to GJL. Identify two
other factors in consideration to proceed with this acquisition.

(8 marks)

58



CPA Hong Kong Institute of
Certified Public Accountants
-y EFEAeHNmA®

Hong Kong's
CPA Qualification
EERMAERER

Proposed approach for Question 2 (c):

The criteria that should be used to assess whether a target is appropriate will
depend on the motive for the acquisition. The main criteria that are consistent
with the underlying motives are :

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

©CONOOAWNE
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Answer 2{c)

Yes, the acquisition should go ahead since the deal would create value to the shareholders
of GJL.

GJL should offer shares to the shareholders of HKPOJL as terms of payment since the NPV
under the stock deal is higher than the cash deal.

The attitude of HKPOJL's management team may increase the resistance to GJL.

The potential that another bidder may offer a higher bid to HKPOJL will affect the winning
chance of GJL.

The willingness of the controlling shareholders of HKPOJL to sell will affect the completion
probability.
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Panelists’ Report

Question 2(c) — 8 marks

This question required candidates to decide if the acquisition should go ahead and
identify other factors in the decision. The performance was not satisfactory for this
part. Most candidates were not able to state other factors to consider in the
acquisition.
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Question 3 (14 marks — approximately 25 minutes)

(a) From the perspective of GJL, explain whether a tender offer or negotiated
merger is more appropriate.
(4 marks)

(b) Formulate a couple of defense strategy plans that HKPOJL could employ to
turn down the offer from GJL.
(4 marks)

(c) Explain if there is any violation of any ordinance in Hong Kong by the banker,

Jun Chen.
(6 marks)
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Firms typically use net present value analysis when making acquisitions decisions.
The analysis is mainly based on the terms of payment from the bidding firms. In terms of
the payment terms, Sandy suggests using 100% cash at a HK$20 per share offering to the
shareholders of HKPOJL. She thinks that a tender offer approach to gain control is sensible
and simple for this deal. As she points out, the synergy creation will be larger than the

premium GJL is going to pay.

As a matter of fact, GJL has saved a large amount of cash in capital expenditure in the past
three years, including investment in processing plants in Indonesia, India and Vietham.
However, the CEOQO, David Yao, is more inclined to offer 22,250,000 shares of GJL's new
stock, rather than paying cash, to effect the payment to the shareholders of HKPOJL.
His suggestion is different from the payment approach of Sandy. With the Hang Seng Index
trading at a near record level at 30,000, David believes that GJL’s stock could be overpriced.
It could be a good time to acquire some quality assets by using the overpriced shares of GJL.
Moreover, he is aware that negotiation with the management team of HKPOJL on a merger
proposal would possibly reduce the premium required to be paid to the target’'s shareholders.
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Question 3 (14 marks — approximately 25 minutes)

(a) From the perspective of GJL, explain whether a tender offer or negotiated
merger is more appropriate.
(4 marks)
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Proposed approach for Q3(a):
1. Understand what is tender offer and negotiated merger.
2. Recall the case information.

3. Make a decision and justify your decision using the case information.
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Answer 3(a)

A negotiated merger is more appropriate in this deal since it could involve the management
team of HKPOJL, which is likely to enhance the integration of the two firms after the merger.

A lower takeover premium could result if the management team of HKPOJL is not negative
to the proposal. It could save money for GJL.

If there is no rush to get the deal done quickly, a negotiated merger is recommended.
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Panelists’ Report

Question 3(a) — 4 marks

This question required candidates to explain whether a tender offer or negotiated
merger was more appropriate. The performance was fair. Very few students could
explain that a negotiated merger was likely to enhance the integration of the
two firms after the deal. Only a few candidates mentioned that it could also result in
a lower takeover premium.
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(b) Formulate a couple of defense strategy plans that HKPOJL could employ to
turn down the offer from GJL.
(4 marks)

68



CpA Hong Kong Institute of
Certified Public Accountants
-y EFEAeHNmA®

Hong Kong's
CPA Qualification
FRARHOEXER

11.1 Summary of defensive tactics

Golden parachute

Poison pill

VWhite knights and
white squires

Crown jewels

Pacman defence

Litigation or
regulatory defence

Large compensation payments made to the top management of the target
firm if their positions are eliminated due to hostile takeover. This may

include cash or bonus payments, stock options or a combination of these.

This is an attempt to make a company unattractive normally by giving the
right to existing shareholders to buy shares at a very low price.

F‘c:rlson pills have many varsants

This would involve inviting a firm that would rescue the target from the
unwanted bidder. The white knight would act as a friendly counter-bidder.

A owhite squire is similar to a white knight but the former does not take
controt of the target f'rm

The firm's most valuable assets may be the main reason that the flrm
became a takeowver target in the first place. By selling these or entering into
arrangements such as sale and leaseback, the firm is making itself less
attra:;twe as a target.

This defence is carried out by mountmg a counter—bld for the attacker

The Pacman defence is an aggressive rather than defensive tactic and will
only work where the original acquirer is a public company with diverse
shareholdings. This tactic also appears to suggest that the company's
management are in favour of the acquisition but they disagree about which
company should be =n control.

The target company can challenge the acquusutlon by mvltmg an
investigation by the regulatory authorities or though the courts. The target
may be able to sue for a temporary order to stop the predator from buying
any more of its shares.
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Answer 3(b)

A poison pill plan could be used to allow existing shareholder to increase their shares upon
an outside firm having achieved a certain level of shareholding. This could increase the
difficulty and cost to GJL to obtain control of the HKPOJL.

HKPOJL could increase its borrowing to make it less attractive to GJL. Furthermore, a
cash dividend could be paid out to shareholders to further reduce the cash level.

Golden parachute payments could be arranged for the existing management of HKPOJL if
they are fired by GJL within one to two years after the control change happens at HKPOJL.
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Panelists’ Report
Question 3(b) - 4 marks

This question required candidates to formulate defence strategy plans for HKPOJL.
The performance in this part was satisfactory. Some candidates explained common

and popular defence strategies such as poison pill plans and golden parachute
payments.
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Explain if there is any violation of any ordinance in Hong Kong by the banker,
Jun Chen.
(6 marks)
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The story may not be quite that simple. If GJL's managers push for a stock-for-stock deal,
this might tip off HKPOJL's managers that GJL is overpriced. As a result, HKPOJL's
managers will ask for better terms than GJL could offer.

Given the high growth nature of the business in the Greater China region, analysts on the
street tend to think that HKPOJL is underpriced in the financial market. The bankers
working on behalf of GJL also indicate that there are some other firms interested to bid for
HKPOJL at the moment. One banker, Jun Chen, is tipping off his old classmate on the
potential offer to HKPOJL. His classmate then put HK$1 milion on the stock.

The classmate has made no promise to Jun that if there is any gain, Jun will receive any
portion of that.
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Insider dealing

Insider dealing is a category of “"market misconduct” under the Securities and Futures Ordinance.
The Ordinance has a dual regime for dealing with suspected cases of insider dealing that have
been investigated by the Securities and Futures Commission — a civil regime and a criminal
regime. The SFC may decide that a suspected case of insider dealing should be referred to:

- the Market Misconduct Tribunal, under the civil regime. The case is heard by the Tribunal,
which has the power to:

— prohibit the accused individual from taking part in the management of any listed
company, and

— require the individual to make a payment to the government for the profits obtained or
losses avoided from insider dealing.

- the Secretary for Justice, under the criminal regime. Individuals found guilty of insider
dealing may be imprisoned or required to pay a fine.

4.1 What is insider dealing™?

A “connected person” includes directors of the company and professional advisers. “Price-sensitive
information” is information that the public does not yet know, but when the information becomes
public knowledge it is likely to have an impact on the share price (so that the share price is likely to
go up or down by a substantial amount).

An example of price-sensitive information is information about a merger or acquisition that is not
yvet public knowledge. Another example is the profit or loss of a listed company for a reporting
period, prior to its announcement to the stock market.
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Answer 3(c)

Under the Securities and Futures Ordinance in Hong Kong, insider dealing in relation to a
listed firm takes place when a person who is contemplating or has contemplated making a
take-over offer for that firm and who knows that the information that the offer is
contemplated or is no longer contemplated is relevant information in relation to that firm,
deals in the listed securities of that firm or their derivatives (or in the listed securities of a
related corporation or their derivatives) or counsels or procures another person to deal in
those listed securities or their derivatives, otherwise than for the purpose of such take-over.
There is, therefore, an obvious violation by the banker, Jun Chen in this case.
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Panelists’ Report

Question 3(c) — 6 marks

This question required candidates to explain whether there was a violation of any
ordinance by the banker. The performance was among the best part in Section A.
Many candidates could identify the act as an insider dealing violation under the
Security and Futures Ordinance (“SFO").
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Section B
Essay/Short Questions
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Panelists’ Report

Section B — Conclusion and Recommendation

1.

akowi

Candidates should understand basic concepts in corporate finance that
Is essential for advanced career development.

Practise application type of questions.

Read the questions carefully and directly address the questions raised.
Write clearly.

Do not write irrelevant information or copy directly from the Learning
Pack.
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Panelists’ Report

Section B — Essay/Short Questions

General Comments

1. This examination tested very fundamental and important subjects, such as
cost of capital, bonds and general compliance issues of listed companies
in Hong Kong.

2. They are essential to build and master advanced financial practices and to
career development.

Suggestions

1. Candidates are encouraged to master these key concepts and practices.

2. Candidates should be able to handle calculations and essay type
guestions to present their ideas precisely, concisely and professionally.
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Required:

(a)  Calculate the current weighted average cost of capital of ABC Toys Limited.
(5 marks)

(b)  Calculate the cost of capital that ABC Toys Limited should use as a discount
rate for the NPV analysis of NewBus.

(8 marks)

(c)  Advise the major limitations of the theories and principles used in calculating
this discount rate.
(6 marks)
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Question 4 (19 marks — approximately 34 minutes)

ABC Toys Limited is a toy manufacturer listed on the Hong Kong Stock Exchange. Due to
intense competition, the board of directors plans to diversify into a completely new industry in
order to reduce the company’s business risk. As a result, a project called NewBus is under
consideration.

The company uses MNPV to evaluate the financial viability of NewBus and is looking for a
proper discount rate. Financing for this new wventure will be from ABC’s existing pool of
funds.

ABC Toy Limited has a pre-tax cost of bond of 4%. The bond has a nominal value of
HK$46.75 million and the last trading price was 107.14. Equity beta is 0.9. The debt is
considered risk free. Market value of one ordinary share is HK$5.8. The number of
outstanding shares is 20 million.

Risk free rate is 4% per year and average retum on the market is 12% per vyear.
Assume tax rate is 16.5%. Assume the debt is risk free.

The company has identified another listed company, Co2 Limited, which is in a similar
business as the NewBus investment. Co2 Limited’'s equity beta is 1.1, has a equity market
value of HK$75 million, and market value of debt is HK$25 million.

The investment in NewBus will not alter the current capital structure of ABC Toys Limited,
which its board considers to be optimal.
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Required:

(a)

Calculate the current weighted average cost of capital of ABC Toys Limited.
(5 marks)
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5.2 General formula for the WACC

Ao general formula for the WACC kg is as follows:

Formula to learm

WVACC = Kk L_F < (1 — t}L
Ve-‘_vd ve_i-vcl

Vvhere: Ke Is the cost of equity

Kag is the cost of debt

“We is the market value of equity in the firm
a Is the market value of debt in the firm
t is the rate of corporate tax
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ABC Toys Limited:

Bond:
Cost of debt - pretax, Kd
Nominal value
Last trading price

Equity:
Equity beta
Number outstanding, M
Market value per share

Risk free rate
Average market return
Tax rate, t

Co2 Limited:
Equity beta, pPe
Equity market value, Ve, $M
Debt market value, Vd, $M
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4.0%
46.75
HK$107.14

0.90
20.00
HK$5.80

4.0%
12.0%
16.5%

1.10
75.00
25.00
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Current WACC

Cost of equity

After tax cost of debt
Market value of equity, Ve
Market value of debt, Vd
Total firm value, V

Equity weighting

Debt weighting

WACC*

*0.698 x 11.2+0.302 x 3.34

11.2%
3.34%
$116.00M
$50.09M
$166.09M
69.8%
30.2%
8.83%
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CAPM=4+09x (12-4)

Kd (1-t)

No of shares x price per share
Nominal value x price quote
V=Vd + Ve

VelV

vd/V
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Panelists’ Report

Question 4(a) — 5 marks

This question required candidates to calculate a company’s weighted average cost of
capital ("WACC") and was handled well by most candidates. Errors were found
primarily in calculating: (1) the market values of debt; and (2) the after-tax cost of
debt.
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(b) Calculate the cost of capital that ABC Toys Limited should use as a discount
rate for the NPV analysis of NewBus.
(8 marks)
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3.7 The CAPM formula

Debt is often assumed to be risk-free and its beta (B4) is then taken as zero, in which case the
formula above reduces to the following form:

Formula to learn

Ve
V., +V,

=]

or, without tax, B, = Pe x

ba = Pox +V:(1—T)
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Answer 4(b)

Project cost of capital

Ba, ungeared asset beta of Co2 Limited, 0.8605 Ba =Re xVe/[Ve +Vd (1 -1)]

Co2's capital structure

Be, regeared asset beta, based on ABC Toys' 1.1707 Be =pBa + (Ba - Bd) Vd (1 -1)/ Ve

capital structure =pRa[Ve+Vd(1-1)]/Ve,ifBd=0

Keg, cost of equity for Co2 Limited at ABC 13.37% Keg = Rf + Be (Rm-Rf)

Toys' capital structure

Project cost of capital 10.34% 0.698 x 13.37 + 0.302 x 4 x (1 -
0.165)

Alternative Method:

Ungeared asset beta of investment 0.8605 from above

Keu industry [Co2] ungeared 10.88% Keu = Rf + Ba (Rm - Rf)

Keg industry with ABC Toys’ capital structure 13.37% Keg = Keu + (Keu - Kd)Vd / Ve (1 - t)
Kadj = Keu (1 - tL) 10.34% L=Vd/V
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Panelists’ Report
Question 4(b) — 8 marks

This question required candidates to establish a discount rate for use in NPV to
assess the viability of an acquisition the target of which belongs to a different industry.
Overall performance was poor indicating that candidates did not have sufficient
knowledge of this topic. Most candidates were able to identify the ungeared beta of
the new business but failed to re-gear this beta to ABC Toys Limited's capital
structure. The main principles involved were (1) finding an ungeared beta of the
industry to which the target belongs; (2) re-gearing this beta using the acquisition
company’s capital structure; (3) using this geared beta to evaluate the cost of equity;
and (4) calculating the associated WACC. Another key concept in the WACC
calculation is to use ABC Toys Limited's capital weights instead of using those of
Co2.
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Advise the major limitations of the theories and principles used in calculating
this discount rate.
(6 marks)
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5.6 Limitations of using CAPM in investment decisions

The greatest practical problems with the use of the CAPM in capital investment decisions are as
follows:

(2)

(b)

(c)

(d)

It is hard to estimate returns on projects under different economic environments, market
returns under different economic environments and the probabilities of the various
environments.

The CAPM is really just a single period model. Few investment projects last for one year only
and to extend the use of the return estimated from the model to more than one time period
would require both project performance relative to the market and the economic environment
to be reasonably stable. In theory, it should be possible to apply the CAPM for each time
period, therefore arriving at successive discount rates, one for each year of the project's life.
In practice, this would exacerbate the estimation problems mentioned above and also make
the discounting process much more cumbersome.

It may be hard to determine the risk-free rate of return. Government securities are usually
taken to be risk-free, but the return on these securities varies according to their term to
maturity.

Some experts have argued that betas calculated using complicated statistical techniques
often overestimate high betas, and underestimate low betas, particularly for small
companies.
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Answer 4(c)
Major Limitations:

The methods used to calculate the cost of capital to evaluate NewBus’'s NPV is based on
MM theory on un-gearing and re-gearing betas and CAPM. Major limitations include:

- Risk free rate and market return needed to be estimated and these data can vary for
different time periods chosen (e.g. 3 years, 5 years or 10 years), leading to different
results.

- It is difficult to find a proxy company with exactly the same business risk of NewBus

from which to develop the appropriate beta. Such differences include, but are not
limited to, debt structure, opportunity for growth, size and cost structure.

. Choosing one proxy company alone may provide biased results. Ideally, an industry
average of peer group companies is preferred.

. An important assumption is risk free debt, which may not be true in practice,
particularly when the D/E ratio is high. At high D/E ratio, the risk of insolvency
becomes critical and will result in financial distress to the company.

This question assumes financing from ABC Toys. If financing is from other sources such
as project finance, where funds raised may be based on a different capital structure than
that of ABC Toys, the calculations need to be adjusted.

93



CPA Hong Kong Institute of
Certified Public Accountants
-y BEETMA®

Hong Kong's
CPA Qualification
FRARHOEXER

Panelists’ Report

Question 4(c) — 6 marks

This question required candidates to demonstrate their understanding of the
limitations of the Modigliani-Miller (“MM") and capital asset pricing model (“CAPM”).
This question was quite well handled. Quite a few candidates were able to indicate
most of the limitations. Some answers offered by a few candidates were too generic
and as such did not score satisfactory marks. Two of the answers missed by a large
number of candidates were: risk free assumption of debt and funding provided by
ABC Toys Limited to justify using ABC Toys Limited's capital weights to calculate
WACC in part (b).
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Question S5 (19 marks — approximately 34 minutes)

A listed company Multifin Limited is planning long term financing using a bond.
Two altematives are considered - a straight Bond A or a convertible Bond B.

Bond A, with yield to maturity (“YTM”) of 7.5% offers a coupon rate of 10% to be paid
annually and matures in four years after issue at which time it will be redeemed at 105% of
par value of HK$1,000. The YTM of a similar bond, Bond C, is also 7.5%. Bond C's
coupon rate is 2% with 10 years to maturity.

Bond B also has a coupon rate of 10% and matures in four years. YTM is set at 7%.
At maturity, one HK$1,000 par value bond can be converted to 20 ordinary shares.

Current share price is HK$45. Bond holders will receive all coupon payments regardless of
conversion or not.

Required:
(a) Calculate the price of Bond A.

(5 marks)
(b) i management is very confident that the compound growth rate of the share

price will be 5% per year for the next four years, calculate the price of Bond B
and the conversion premium. Assume no transaction cost.
(8 marks)
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Financing Straight Convertible bond B Bond C
bond A
Yield of Maturity 7.5% 7% 7.5%
Coupon rate 10% 10% 2%
Year of Maturity 4 4 10
Redeem / Maturity  105% of par $1,000 par value bond can
value of be converted to 20 ordinary
$1,000 shares
Current share price $45
Others Coupon rate Bond holders will receive
of 10% to all coupon payments
be paid regardless of conversion of

annually not
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5.3.6 Convertible bonds

Conversion terms often vary over time. For example, the conversion terms of convertible bonds
might be that on 1 April 2015, $20 of bonds can be converted into one ordinary share, whereas on
1 April 2016, the conversion price will be $22 of bonds for one ordinary share. Once converted,
convertible securities cannot be converted back into the original fixed return security.

The current market value of ordinary shares into which a bond may be converted is known as the
conversion value. The conversion value will be below the value of the bond at the date of issue, but
will be expected to increase as the date for conversion approaches on the assumption that a
company's shares ought to increase in market value over time.

Conversion value = Conversion ratio x Market price per share (ordinary shares)

Conversion premium = Current market value — Current conversion value
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Answer S{a)
YT M 7.5% 7.5% 7.5% 7.5% 7.5%
Year 1 2 3 P 8 4
Cash flow HK$100 HK$100 HK$100 HK$100 HK$1,050
Discount factor 0.93 0.87 0.80 0.75 0.75
Present value HK$93.02 HK$86.53 HK$80.50 HK$74.88 HK$786.24
Price of Bond A HK$1,121.17
Answer 5(b)
Share price in 4 years time HK$54.70 HK$45 x (1+0.05)"4

Value of 20 shares at maturity HK$1,093.96
Since the 20 shares are worth more than HK%$1,050, the redemption amount, the bonds will
be converted.

YT 7.0% 7.0% 7.0% 7.0% 7.0%

Year 1 2 3 . .

Cash flow HK3$100 HK$100 HK$100 HK3$100 HK$1,093.96
Discount factor 0.93 0.87 0.82 0.76 0.76

Present value HK$93.46 HK$87.34 HK$81.63 HK$76.29 HK$834.57

Price of Bond B HK$1,173.29

Conversion premium = Bond price - current market price of 20 ordinary shares
= HK$1,173.29 - HK$45 x 20

HK$273.29
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Question 5(a) — 5 marks

This question required candidates to calculate the price of a straight bond. It was a
straightforward question and was handled well.

Question 5(b) — 8 marks

This question required candidates to calculate the price of a convertible bond. It was
handled well. Most candidates were able to use the discounted cash-flow approach
but a few missed using the value of the 20 shares as the terminal value, i.e. the value
at maturity, and therefore did not obtain the correct figure. Also, it was noted the
concept of conversion premium was not well mastered.
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(c) A bond investor who needs a higher stable annual income does not plan to hold
any bond until maturity. Advise the bond investor with explanations, as to
whether he / she should invest in Bond A or Bond C.

(6 marks)
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Proposed approach on 5(c):

1. Higher coupon rate provides higher annual income.

2. The term is shorter, the bond price is more stable due to higher certainty
and less risk.
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Financing Straight Convertible bond B Bond C
bond A
Yield of Maturity 7.5% 7% 7.5%
Coupon rate 10% 10% 2%
Year of Maturity 4 4 10
Redeem / Maturity  105% of par $1,000 par value bond can
value of be converted to 20 ordinary
$1,000 shares
Current share price $45
Others Coupon rate Bond holders will receive
of 10% to all coupon payments
be paid regardless of conversion of

annually not
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Answer 5(c)

The investor should choose Bond A instead of Bond C. Bond A offers a higher coupon,
which provides higher annual income. Further, as Bond A's coupon rate is higher and the
term is shorter, its price will be more stable than Bond C. As the investor may sell before
maturity, the higher volatility of price (Bond C) carries higher risk. This is because if the
investor sells before maturity, he/she may be subject to capital loss (even though gain is

possible). As mentioned in the question, the investor needs higher stable income,
therefore such volatility does not meet the investor’s preference.
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Panelists’ Report

Question 5(c) — 6 marks

This question required candidates to demonstrate their knowledge of bond price
volatility to coupon rate. Given the investor in question preferred higher income and
stable price (since the investor did not plan to hold the bond to maturity, a volatile
bond would result in higher risks of capital loss upon disposal before maturity),
Bond A should be recommended. This is because, higher coupon and shorter-term
bonds are less volatile and therefore Bond A met both the investment objectives at
lower risk than Bond C. Overall, performance was average.
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Question 6 (12 marks — approximately 22 minutes)

You are Toby Chan, the CFO who just started working for Tidyup Limited, a company recently
listed on the Hong Kong Stock Exchange. The board of directors noticed that the company
has committed the following non-compliance matters during the last financial year and asked
you to evaluate the implications.

(a)
(b)

(©)
(d)

No Corporate Governance report was issued for the last financial year;

One of the directors bought shares within 40 days of the annual results
announcement;

CEO and chairman of the board are not separated and the company did not provide
any explanation in the last annual report;

Details of remuneration payable to members of senior management, on an individual
and named basis were not disclosed in the last annual report.

Required:

Write a memo to the board of directors highlighting the rules or regulations violated
and the regulatory consequences, if any, for each of the non-compliance matters
identified. You are not required to quote the specific rules or regulations.

(12 marks)
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Corporate governance
Thara ara athical aspacts 1o good corporale
qovernanca praticas '
T
Framework in Hong Kong
|
I  — |
Soma provisions in | Listing Aules
tha Companies Some governance reguirements in
Ordinance (a.g. the Listing Aulas.

directors” duties) Compuisary for listed companies

I
All companies Corporate Governance Code
(Main board companias only)
|
| [ ]
Principles of | | Code provisions ?:ﬂ;r:rr:mdad
governance | | Comply or explan 'I.I'I:Imliir: EFE :
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| _
| Listing Rubes | Listing Rules are compulsary requirements
Corporate Governance Code
Agpandix io the Listing Rules
Cadea Corains:
- Code prowsions Prowisions should usualy be applied |compled
wilh), Afy non-complance musl be axplainad in
the anrual report.
— Fecommended Best Practices [RPBs) FPBs are quidance onk
Complanca is dasirabia bul not compubsary.
Man-complianca need not be explained in the
arnual rapart.
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Aspects of governarce covered by | Examples of Rules, Cods provisions
Listirg Aules or GG Code
CArectons s Saparation ol chairman and CEQ
w Al least ane-thind of board 1o be independant nan-execulive .
direscharg
Hemuneralion - 5 Comparies must have a meungrion commities of the board )
with majonity of independent NED:S
' Hﬁutﬂih{ and audil n Audilors mﬁﬂ_ﬁremeﬂ from -:]Iii-:;E. ﬁﬁlu;ﬁ_l.ﬁ.u -.-.;ﬁ*:]ul -
shargholder apanoval in general meeling
Dedagation by board w  Direciors may delegate autharity but remain resporsible
®  Directors must faks an adtiva inlarast i the company’s afairs
Communication with shansholders » Anrigal repart should include discussion of company's
business modal (hovw it craales valua) and its stratagy for
delivary of chjschves

109



-y _ BEETALE

CpA Hong Kong Institute of
Certified Public Accountants

Hong Kong's
CPA Qualification
BT SRR
nsider dealing Takeovers Cade lodel Coce
Perzan with = part of Listing Fules
‘ SEN \ cordckential price- = miniEnum shandard of
_ sensilive nformation bahavicwr for cirectors:
dual civil and about a lakeover must ioaK] practic
crimingl regime nat dedl in ghares of dealing in sharas af
r | tha argat company s Gompany
Market Mizconduct Progecution in courl ﬂd:ﬂ%ﬂ .
Trikunal of 550 - chmirgl procesdings
= Gl procesadngs

|rvsbcheer clesabineg (an offenc of miscordust] ooces whan

B 3 parson comnaciad with & listed company (such as diraciar, employes, adwsor substantial sharaholder]

®  had relevand inkvmalion (which 5 not vel known 1o The public and |5 Bkely 1o affect e share prica when made
pLitic]

wand daals in shares of e COMpaEny Or COUNSeISNMGIES SoMeane ese 1 ded

An insida desler can claim en axcepdon 1o tha rule &s a cefienca, but has 1o prove his caime
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Answer 6
To: Board of Directors Y p—
From:  Toby Chan, CFO Emo T ormt

Date: XOOKXXXX
Subject:  Non-compliance matters

Dear Board Members:

Regarding your query as to possible non compliance matters, please note that there are
three categories of regulations involved: (1) The Securities and Futures Ordinances;
(2) Listing rules; and (3) Corporate Governance Codes.
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Each of the non-compliance issues is discussed below:

(a)

(b)

No Corporate Governance Report was issued for the last financial year — There is a
requirement in the listing rules to publish a corporate governance report annually and
to include it in the annual report. Failing to do so is a violation of the rules and
company and its directors may be subject to disciplinary action by the
Hong Kong Stock Exchange.

One of the directors bought shares within 40 days of the annual results
announcement — this is a breach of the Model code in the listing rules banning
directors to deal in shares within 60 days of the annual results announcement.
Similar to (a), company and directors may be subject to disciplinary action.

However, in addition to breaching the Model code, if the relevant director was in
possession of insider information, his / her act could possibly have breached the
insider dealing provisions of Securities and Futures Ordinances (“SFO") as well.
As such, the Securities and Futures Commission ("SFC") can consider referring the
case to MTT (Market Misconduct Tribunal) for a civil regime and / or court under a
criminal regime. The company should seek legal advice.
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The CEO and chairman of the board are not separated and the company did not
provide any explanation in the last annual report - this is a breach of the code
provisions of the corporate governance codes. Under the “Comply or Explain”
regime, it is acceptable if the company provides an explanation that such an
arrangement is better for the company due to its unique situation and the board
considers it more suitable to have a combined role. [f such an explanation is not
provided, the violation may result in disciplinary action.

Details of remuneration payable to members of senior management, on an individual
and named basis were not disclosed in the last annual report — this is a
non-compliance with the recommended best practice of the corporate governance
codes. Not following recommended best practice will result in no adverse
regulatory consequence but the code recommends, despite it not being required,
that the company explains the reasons of non-disclosure in the Corporate
Governance Report.

If you have further questions, please let me know.
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Question 6 - 12 marks

This question required candidates to demonstrate their understanding of the
regulatory regime goveming listed companies in Hong Kong as well as the
consequences of non-compliance. The biggest performance issue observed was a
lot of candidates did not address the “regulatory consequence” as required by the
question and instead only stated the remedy and/or cause of non-compliance.
Another area of weakness was the mixing up of impact from non-compliance with
listing rules, laws, corporate governance codes and best practices. Performance
was average. Only a few candidates did not use a memo format, as required.
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Summary of Examination Techniques | ssssmsss

» Don’t panic
» Manage your time (1.8 mins./mark)
» Attempt all questions and review your answers at last

» Read question requirements and identify the issues carefully
» Highlight key words (e.g. Calculate / Advise / Propose efc...)

» Pay attention to specific format requirement (e.g. Memo)
» Give relevant answers

» Write clearly and check for careless mistakes

» Apply technical knowledge and don't copy from LP
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