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THE LAW SOCIETY’S SUBMISSIONS

CONSULTATION PAPER ON REVIEW OF CONNECTED
TRANSACTION RULES

Regulatory Approach to Connected Transactions and Plain Language Amendments
to Connected Transaction Rules

QI: Do you support the proposal to re-write Chapter 144? If not, why not?
Law Society’s response:

Yes

Q2: Do you consider that the draft new Chapter 144 in Appendix I accurately reflects
the current Chapter 1447 If not, why not?

Law Society’s response:

See Q3.

Q3: Do you have any other comments on the draft Rule amendments in Appendix I?
Law Society’s response:

Please see Appendix attached.

Scope of Connected Persons and Connected Transactions

Q4: Do you agree that there is no need to extend the definition of connected person to
the key management personnel of an issuer’s controlling shareholder/holding
company? If not, why not?
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Law Society’s response:

1.

05:
(a)

While a number of reasons have been set out in the Consultation Paper supporting
that there is no need to make such an extension to the definition of “connected
person”, such an extension will:

(a) provide a further layer of protection which is desirable in principle;

(b) bring Hong Kong into line with a number of jurisdictions (such as Shanghai,
Malaysia, UK, Australia and Canada);

(¢) mirror, to an extent, a similar requirement under the RPT rules in HKAS 24/
IAS 24 (related party disclosures).

That said, we are prepared to agree with the proposal not to make that extension on
account of a cost/benefit analysis (paragraph 80 of the Consultation Paper) and that
there does not appear to be many such transactions (based on the last bullet point in
paragraph 78 of the Consultation Paper).

Do you support:

the proposal described in paragraph 90(a) to require transactions with persons
connected only at the subsidiary level be subject to the approval of the issuer’s
board members (including independent non-executive directors) who do not have a
material interest in the transaction, instead of the approval of shareholders, and
disclosed to the shareholders? If not, why not?

Law Society’s response:

1. We welcome the relaxation in principle. It will carry considerable benefits for
the normal operation of joint ventures.

2. However, the listed issuer often acts as a holding vehicle only, with all or a
majority its assets and businesses being held and/or conducted by various
intermediate and/or operating subsidiaries incorporated overseas. Taking into
account the legal impediments in Hong Kong regarding multiple derivative
actions' , there is a case for maintaining that a comparable level of protection
should be imposed on transactions with subsidiaries, particularly those that
hold substantial assets of the group.

3.  Considerations should hence be given as to whether certain transactions
involving very major subsidiaries and their connected persons (at the level of

! This

applies to overseas subsidiaries (such as those incorporated in the BVI) where the foreign law does

not permit multiple derivative actions - see, for example, the decision in East Asia Satellite v New Cotai

[2011]
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such subsidiaries) may require independent shareholders’ approval.

(b) the proposal described in paragraph 90(b) to exempt all transactions between the
issuer group and connected persons at the subsidiary level, other than transactions
between a subsidiary (or any subsidiary below it) and the person connected with
that subsidiary? If not, why not?

Law Society’s response:

We agree with the relaxation but see Q5(a) above.

6: Do you agree with the proposal to introduce principle-based tests described in
you agr prop P
paragraph 95 for deeming a person as connected? If not, why not?

Law Society’s response:

1.  We agree with the principle based test. However, it will be desirable necessary to
publish guidance with respect to the Exchanges’ interpretation of “shadow director”
and “de facto controlling shareholder”.

2. In addition, in relation to a de facto controller, we think it merits consideration as to
whether the extension stops there or should certain associates of a de facto
controller (such as his immediate family members or majority controlled
subsidiaries) also be included into the definition of connected persons. As drafted,
there is no extension at all, so such persons will fall outside of the net unless they
themselves may be regarded as de facto controllers.

Q7: Do you agree with the proposal described in paragraph 100 to exempt all persons
connected only because of its relationship with the issuer’s insignificant
subsidiaries? If not, why not?

Law Society’s response:

We agree with the proposal.

08: Do you agree with the proposal described in paragraph 105 to exclude from the
definition of associate any trustee of an employee share scheme or occupational
pension scheme if the connected persons’ interests in the scheme are less than 10%?
If not, why not?

Law Society’s response:

We agree with the proposal.
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09: Do you agree with the proposal described in paragraph 110 to clarify that the
exemption in Note I to Rule 144.11(4) (paragraph 9 of the Guide) would apply if
the connected person and his associate’s interests in the entity (other than those
held through the issuer) are less than 10%? If not, why not?

Law Society’s response:

We agree that the proposal which will be in line with the threshold currently adopted for

defining a “connected subsidiary” (see paragraph 110 of the Consultation Paper).

Q10: Do you agree that we should retain the connected transaction requirements for
[financing arrangements with commonly held entities? If not, why not?

Law Society’s response:

We agree that financial assistance may potentially be a high risk carrier and therefore, we

support the retention of the existing rules.

Ql1:Do you agree with the proposal described in paragraph 131(a) to restrict
Paragraph (i) of Rule 14A4.13(1)(b) (paragraphs 27 to 29 of the Guide) to
transactions involving controllers at the issuer level? If not, why not?

Law Society’s response:

We agree with the proposed change in principle. Please see comments in Q5(a).

Q12: Do you agree with the proposal described in paragraph 131(b) to exclude disposals
of interests in target companies from Paragraph (i) of Rule 144.13(1)(®)
(paragraphs 27 to 29 of the Guide)? If not, why not?

Law Society’s response:

We agree with the proposal.

Q13: Do you agree with the proposal described in paragraph 131(c) to remove

Paragraphs (ii) to (iv) of Rule 144.13(1)(b) (paragraphs 31 and 32 of the Guide)?
If not, why not?
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Law Society’s response:

We support the proposal. However, we also note that the relaxation takes into account
the deeming provision in situations involving potential abuse. It is in this respect that we
consider guidance should be published in respect of the application of the new categories
of connected persons (see Q6) particularly when the deeming provision may potentially
be invoked more often than in the past.

Connected Transaction Requirements

Ql14: Do you consider that information provided to shareholders regarding CCTs

conducted under framework agreements contains sufficient specificity, in particular
as to the methods or procedures to determine pricing for investors to make
informed decisions? If not, what information should be disclosed in announcements
and circulars? Please give reasons for your view.

Law Society’s response:

1.

In practice, framework agreements are often drafted on general rather than specific
terms. This has to be the case because, in addition to there being a certain degree of
difficulty in defining (but without straight jacketing) future transactions, the
agreements are only intended to define the principles or set relevant perimeters
based on which future transactions will be conducted. It is also quite difficult, in
many instances, to go into specifics, as this will involve defining, for example, what
market price means, or how costs will be computed in the situation where services
are supplied on a “costs plus” basis.

We agree that in many instances, disclosure of information with respect to
framework agreements do not enhance the quality of disclosure to shareholders.

We do not consider it advisable to require a detailed framework agreement to be
drawn up in each case for the reasons mentioned in paragraph 1 above. The
disclosures required for a transaction should be the subject of post-vetting (or pre-
vetting as the case may be) on a case by case basis.

Q15: Do you consider that the current Rules governing CCTs and market practice in
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relation to CCTs that are conducted under framework agreements are appropriate?
Do they provide sufficient safeguards to ensure that the transactions will be on
normal commercial terms and will not be prejudicial to the interests of the issuer
and its minority shareholders? Please give reasons for your view.



Law

1.

016:

Society’s response:

We do not see any significant problems with the current rules/market practice in
relation to CCTs conducted under framework agreements, although on the other
hand, we do not see framework agreements per se enhancing the quality of
disclosure or protection to shareholders in any significant respects.

Framework agreements do provide a layer of safeguard to sharcholders as they set
out (albeit in general terms) the basis on which transactions may be conducted. The
requirement of annual review also provides a degree of comfort/protection to
shareholders.

Do you agree with the proposal to codify the waiver practice to allow an issuer fo
obtain a shareholders’ mandate (or a mandate from the board if the transactions is
exempt firom the shareholder approval requirement) in lieu of a framework
agreement with the connected person? If not, why not?

Law Society’s response:

We a

gree with the proposal which enables issuers to comply with the Listing Rules by

obtaining a mandate without at the same time sacrificing protection to minorities (as the

mand

017:
(a)

(@)
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ate needs to be obtained and/or renewed in the event of a material change).

Ifyour answer to Q16 is yes:

Do you agree to limit the mandate period to not more than 3 years? If not, why not?
Law Society’s response:

We do not have any problem with the proposed period of 3 years, but we should
mirror the existing requirements under the Listing Rules so that the mandate period
from members may be more than 3 years if there are adequate reasons to require a

longer mandate.

Do you agree with the waiver conditions described in paragraph 1517 If not, why
not?

Law Society’s response:

We agree with the proposal.



Q18: Do you support the proposal to allow the cap for a CCT of a revenue nature be
expressed a percentage of the issuer’s annual revenue or other financial items in its
published audited accounts? If not, why not?

Law Society’s response:

It is important for CCT requirements not to unnecessarily inhibit or obstruct the normal

business of an issuer. We therefore agree with the proposal to relax the requirement for
transactions of a revenue nature.

Q19: Do you support the proposal described in paragraph 161 to modify the Rules
relating to auditors’ confirmation on CCTs in line with PN 7407 If not, why not?

Law Society’s response:

We support the proposal, there being no point to have requirements stated in the Listing

Rules which cannot in practice be administered.

020: Do you agree with the proposed alternative classification Rules for any transfer or
non-exercise of an option? If not, why not?

Law Society’s response:

1. The value of an option generally relates to the difference between the exercise price
and the value of the option assets. There is no reason why that should not be used
as an appropriate size test and we therefore agree with the proposal.

2. The existing rules which deem the option as having been exercised in the event of a
transfer or non-exercise may in certain circumstances be artificial, and depart from
the general principle based on which options are valued.

Q21: For any termination of an option involving a connected person:

(a) Do you agree with the proposal described in paragraph 170 to classify the
termination as if the option is exercised unless the issuer has no discretion over the
termination? If not, why not?

Law Society’s response:

We agree with the proposal.

(b) Do you agree that the proposed alternative classification Rules described in
paragraph 166 should also apply to the termination? If not, why not?
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Law Society’s response:
We agree with the proposal.

022: Do you agree with the proposed Rule change to clarify that the independent board
committee also needs to advise whether the connected transaction is on normal
commercial terms and in the issuer’s ordinary and usual course of business? If not,
why not?

Law Society’s response:

We agree with the proposal.

Exemptions for Connected Transactions

Q23: Do you agree that we should retain the monetary limit of HK$1 million for fully
exempt connected transactions? If not, do you think that the limit should be
increased to HK32 million, HK$3 million, HK$4 million, HK35 million, or some
other amount (please specify with reasons)?

Law Society’s response:

1. The de minis monetary limit of HK$1 million and HK$10 million have been in the
Listing Rules for a long time. The monetary limits have not been revised although
the tests have been supplemented and/or relaxed by percentage ratios.

2. On the basis that such monetary amounts have not been revised, we would suggest

that the de minis limits be revised to HK$3 million and HK$20 million.

024: Do you agree that we should retain the monetary limit of HK810 million for
connected transactions exempt from the shareholder approval requirements? If not,
what is the appropriate limit?

Law Society’s response:

Please see Q23 above.

025: Do you support the proposal described in paragraph 181 to remove the 1% cap on

transaction value for the exemption for provision or receipt of consumer goods or
services? If not, why not?
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Law Society’s response:

We agree with the proposal.

026: Do you agree with the proposal described in paragraph 183 to exempt an issuer
granting indemnily to a director against liabilities that may be incurred in the
course of the director performing his duties, if it does not contravene any law of the
issuer’s place of incorporation? If not, why not?

Law Society’s response:

We welcome the proposal.

Q27: Do you agree with the proposal described in paragraph 186 to exempt an issuer
purchasing and maintaining insurance for a director against liabilities to third
parties that may be incurred in the course of performing his duties, if it does not
contravene any law of the issuer’s place of incorporation? If not, why not?

Law Society’s response:

We welcome this proposal.

Q28: Do you have any other comments or suggestions relating to the connected
transaction Rules?

Law Society’s response:

This is a very broad question which requires careful input and there may well be diverse
views between our members. We reserve our position on this question at this time.

The Law Society of Hong Kong
Company Law Committee
26 June 2013
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the trustees, acting in thelr capacity as trustee of any frust of which
the individual or his immediate family member is a beneficiary or, in
the case of a discretionary trust, is (to his knowledge) a
discretionary object_(other than a trust which is an employees' share
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a 30%-controlléd company held, direclly or indirectly, by the
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) whose association with the connected person is such that, in the
Exchange’s opinion, the proposed transaction should be subject to the
connected transaction requirements.

14A.19  The issuer must inform the Exchange of any proposed transaction with the persen Drafting
descrbed in rule 14A.17(1) or 14A.18(1) unless it Is exempt from all of the
connected transaction requirements. It must provide information to the Exchange
to demonstrate whether or not the transaction should be subject to connected
transaction requirements.

14A.11(d)c)

changes

WHAT ARE CONNECTED TRANSACTICNS

14A.20 Connected fransactions include transactions with connegted persons, and
transactions with third parties that may confer benefits (3} connected persons on’
through their interests in the entities involved in the transadtions, -

14A21  "Transactions” include both capital and revenue nature transactions, whether or

14A.1003) not conducted in the group's ordinary and usual course of business. This includes
the following types of transactions:
N any buying or selling of assets by a group including a deemed disposal;
{2) (a) a group granting, accepting, exercising, transferring or terminating
an option to buy or sell assets or to subscribe for securities; or
R Note: Terminating an option is not a transaction if if is made underthe [p Al G2
}iﬁ-ég”-’)(b}’ terms of the ong:na! agreement and dees—net-mve#ve—payment roposal G(2)
the qroup has no drscretron over thg tgrmmatlon
(b) agroup deciding not to exercise an option to buy or self assets or to
subscribe for securities;
(3) entering into or terminating finance leases or operating leases;
(4) providing or receiving financial assistance. “Financial assistance” includes
. granting credit, lending money, or providing an indemnity against
obligations under a loan, or guaranteeing or providing security for a loan;
{5) entering into an agreement or arrangement fo set up a joint venture in any
form (e.g. a partnership or a company), ar any other form of joint
arrangement;
(&) issuing new securities of the issuer or its subsidiaries;
™} providing, receiving or sharing services; or
(8) buying or selling raw materials, intermediate products and/or finished
goods.
Transactions with connected persons
14A.13(1 )(a), 14A.22  Any transaction between a group and a connected person is a connected
14A13(2)(a)(i). transaction.

14A13(2)(b)()
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14A03(1(0)D  14A.28  The Exchange may aggregate the interests of the controller and his/its associates
in the target company to decide whether they together are the target company's
substantial shareholder.

14A.13(1)(b)t3) 14A.27 Buying-erselling the larget company's assets is also a connected transaction if Proposal E(b)
these assets account for 90% or more of the target company’s net assets or total

assets,
14A.28 Rule 14A.25 or 14A.27 does not apply to an issuer's proposed acquisition-er | Proposal E(b)
dispoeal if:
A 130KbY ——the controller or his/its associate(s) is/are together the target company's
_NI 1&2)( i substantial shareholders only because of their indirect shareholdings in
! the target company held through the group.;-er
Disgram 20
. Xisaqontmller of the issuer-orits-subsidiary
230% or-subsidiariss.
. ¢ * X only has an indirect interest in the Target
Company through the group.
. The;?:.erf <> The group's acquisition-er-dispesal of an
its subsidiary interest in the Target Company from-ee-te
. l any third party (who is not & connected
‘ ?lu/" A person} is not a connected transaction.
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Comments:

A general, rather than a Ch14A, requirement.

N

14443 14A.37  The Exchange may waive the general meeting requirement and accept a written

14A.53 shareholders’ approval, subject to the conditions that.

(1 no shareholder of the issuer is required to abstain from voting if 2 general
meeting is held to approve the transaction; and

(2) the approval is given by a shareholder or a closely allied group of
shareholders who (together} hold more than 50% of the voting rights in the
general meeting.

T4A.43 - N2 14A.38  If the issuertiscloses inside information fo any shgrefiolder in confidence to solicit
the writién approval, it must ensure that the sholder is aware that he must not
degkin the securities before the informatierihas been made available to the public,

14A.21 14A.39  If the connected transaction requires shareholders' approval, the issuer must (1)
set up an independent board committee; and (2) appoint an independent financial
adviser.

Independent board committee
14421, 14A.40  The independent board committee must, taking into account the recommendation
13.39(6). (7 of an independent financial adviser, advise the issuer's sharehoclders:
(1 whether the terms of the connected transaction are fair and reasonable;
2 whether the connected transaction is on normal commercial terms and in
the group’s ordinary and usual course of business;
(32)  whether the connected transaction is in the interests of the issuer and its
shareholders as a whole; and
(43)  how to vote on the connected transaction.

13.39(6¥¢) 14A.41 The independent board commitiee should consist only of independent non-
executive directors who do not have a material interest in the transaction.

13.39(6)) 14A.42 i all the independent non-executive directors have a material interest in the

14A 58 - N transactior, an independent board committee will not be formed. The independent

' finangial adviser must then make its recommendation to the shareholders directly.
14A.58(3)(c), 14A.43  If an independent board committee is formed, the circular should include a letter
13.39(7)(a) from the independent board committee containing its opinion and recommendation.
Independent financial adviser

13,39(6)(b), 14A.44  The issuer must appoint an independent financial adviser acceptable to the

14A.21, Exchange to make recommendations to the independent board committee and

14A.23 shareholders on the matters in rules 14A.45(1) to (4). The independent financial

adviser will give its opinion based on thefwritien agreementjfor the transaction.

Proposal H

Comments:

Refer to mandate as well
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Annual review by independent non-executive directors and auditors
The issuers independent non-executive directors must review the continuing
connected transactions every year and confirm in the annual report whether the
transactions have been entered into:
(1) in the group’s ordinary and usual course of business;

(2) on normal commercial terms; and

(3) according to the agreement govemning them on terms thal are fair and
reasonable and in the interests of the issuer's shareholders as a whole.

The issuer must engage its_auditors to report on_the continuing connected
transaction every year. The auditors musi provide a letter to the issuer's board of
directors confirming whether anything has come to their attention that causes them

to belleve that the continuing connected transactions:
{1} have not been approved by the issuer's board of directors;
(2) were not. in all material respects. in accordance are-in-semplance-with the

group's pricing policies if the transactions involve provision of goods or
services by the group;

{3) were not entered into, in all material respects, are-in accordance with the
relevantﬁ overning the transactions; and

(4 have net-exceeded the cap_(if applicable).

The issuer must provide a ﬁopy of the auditors’ letter to the Exchange at least 10
business days before the bulk printing of its annual report.

The issuer must allow, and ensure that the counterparties to the continuing
connected transactions allow, the audifors sufficient access to their records for the
purpose of reporting on the transactions.

The issuer must promptly notify the Exchange and publish an announcement if the
independent non-executive directors and/or the auditors cannot confirm the
matters as required. The Exchange may require the issuer to re-comply with the
announcement and shareholders’ approval requirements and may impose
additional conditions.

14A.37 14A.56
14A.38 14A.57
14A.38 14A.58
14A.39 14A.59
[4A.40 14A.60
A\ 4
Comments:

Refer to relevant mandate as well.
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14A.61
14A.41
14A.33 - N2
14A.62
14A69(D), (3)(e)
14A.69(3)a), (b)
14A.57, 14A.63
144.59(10
14A.64
14A.57.
14A.59(10)

When a continuing transackion subsequently becomes connected
If the group has entered into an agreementW'
(1) a continuing transaction, and the transaction subsequently becomes a
continuing connected transaction, or

(2) a continuing connected transaction exempt under the—insigrificant

icli lor- - y . the “passive

investar exemption” (see rules 14A.102 and 14A.103), and the transaction
subsequently cannot meet the conditions for the exemption,

the issuer must:

(a) as soon as practicable after becoming aware of this fact, comply with the
annual review and disclosure requirements including publishing an
announcement and annual reporting if the group continues to conduct the
transaction under the agreement; and

(b when the agreement is renewed or its terms are varied, comply with all
connected transaction requirements.

Other requirements relating to connected transactions
Opflions

If the group grants an option to a connected person and the group does not have
discretion o exercise the option, the transaction is classified as if the option has
been exercised (see rule 14A.80(1)). In addition, the issuer must announce the
following subsequent events as soon as practicable:
‘W) any exercise or fransfer of the option by the option holder; and/or
(2) {if the option Is not exercised in full), the option holder notifying the group

that it will not exercise the option, or the expiry of the option, whichever is

earlier.

Guaranteed profits or net tangible assets

The foliowing apply if the group acquires a company or business from a connected
person, and the connected person guarantees the profits or net tangible assets or

other matters regarding the financial performance of the company or business.

If the actual amount is less than the amount guaranteed, the issuer must disclose
the following in an announcement and in its next annual report:

(1} the shortfall and any adjustment in the consideration for the transaction;

(2) whether the connected person has fulfilled its obligations under the
guarantee,

(3) whether the group has exercised any option to sell the company or

business back to the connected person or cother rights it held under the
terms of the guarantee, and the reasons for its decision; and
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Provision of guarantees to connected subsidiarles or commonly held entities

for public sector contracts awarded by tender

14A.108 The Exchange may waive all or some of the connected transaction requirements

for a joint and several guarantee or indemnity provided by the group to a third
party creditor for the obligatlons of a connected subsidiary or a commonly held

(1) the guarantee/indemnity is reqmred for a government or publtc sector
contract awarded by tender;

(2) each of the other shareholders of the connected subsidiary or commonly
held entity has given a similar joint and several guarantee or indemnity to
the third party creditor; and

(3) each of the other shareholders of the connected subsidiary or commonly
held entity has agreed to indemnify the group for the liability guaranteed,
or indemnified at least in proportion to its equity interest in the subsidiary
or entity, The issuer must satisfy the Exchange that such sharehokder
indemnity is sufficient.

Continuing connected transactions of new applicants

The Exchange may waive the announcement, circular and shareholders’ approval
requirements for continuing connected transactions entered into by a new
applicant or its subsidiaries. The new applicant must disclese in the listing
document its sponsor's opinion on whether the transactions are in the group’s
ordinary and usual course of business, on normal commercial terms, are fair and
reasonable and in the interests of the shareholders as a whole,

Written agreement for continuing connected transactions

14A.110A The Exchange may waive the requirement under rule 14A.34 if the issuer can

demonsirate to the Exchange's satisfaction that it is impracticable or unduly
burdensome for the group_to_enter into_a written agreement for continuing
connected transactions.  Factors which the Exchange will consider include the
issuer's relationship with the connected person, and the nature of the continuing
connected transactions including whether they are of a revenue nature in the
qroup’s ordinary and usual course of business and the frequency or reqularity of
transactions. The issuer must satisfy the foliowing conditions:

{1y the issuer must seek a mandate for the ;cransactions from_its shareholders

(or from its board if the transactions are exempt from the shareholders’
approval requirement);

Proposal F(1)

(2) _ the mandate period must not exceedlS iearg

(3) the issuer must complv W|th aI the connected transactton reguwement

ct
The issuer's announcement nd, |f applicable,
circular must disclose the terms_of the mandate which must include a
framework for determining the terms of the transactions: and

{4) the issuer_must re-comply with th nnouncement harehol

approval_requirements if it proposes to renew the mandate or effect a
material change to its terms.

14A42(2)
entity if:
14A.42(3) 14A.110
a
Comments:

This is not clear enough. Does it mean as if the mandate
isiconstitutes the written agreement?

147 Comments:

can be more than 3 years if appropriate




