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Message from the Editors %= 693%

Welcome to the seventh issue of
Hong Kong Edge!

In this edition, we are delighted to feature interviews with two prominent and
highly respected Hong Kong business figures in the toy industry, Dr Cheung
Kwong Ming (Founder of Tsuen Lee Group (Holdings) Ltd. and Executive
Vice-President of The Toys Manufacturers' Association of Hong Kong) and Ms
Emily Cheung (Vice-Chairman of Hong Kong Toys Council; Vice-President of
The Toys Manufacturers' Association of Hong Kong; and General Committee
Member of Federation of Hong Kong Industries).

Dr Cheung shared his insights on the development of the toy industry.
He also discussed the challenges of the industry and ways to achieve
sustainability. Ms Cheung shared her valuable experiences in business
succession, while promoting information exchanges within toy industries.

\We continue to share our observations, insights and knowledge in areas such
as public finance strategies, merger and acquisition valuation, priorities for
listed companies in 2014 and e-commerce trends in China.

We hope you find this issue informative and we welcome any feedback or
topic ideas for future issues.
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industry, which many people think is facing unprecedented challenges and struggling to survive, is also showing signs

H ong Kong's manufacturing industry has undergone rapid changes over the past few decades. For instance, the toy
of revival through embracing business transformation and leadership succession.

For decades, Dr Cheung Kwong Ming and Ms Emily Cheung have been active participants in Hong Kong's toy industry,
and they both hold various public positions in the industry. In this issue of Hong Kong Edge, we are delighted to feature an
interview with them, discussing the transformation of the toy industry and enterprise succession management.
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“_.' D r Cheung Kwong Ming is the Executive Vice-President of
L the Toys Manufacturers’ Association of Hong Kong. He
was the winner of the World Outstanding Chinese Award, the
World Outstanding Chinese Business Leaders Award and the
Directors of the Year Award. Dr Cheung began his career in the
toy industry 40 years ago, after having served two toy factories, he
founded Tsuen Lee Group (Holdings) Limited in 1982.
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s Emily Cheung received the Young Industrialist Awards of Hong
Kong in 2013, and is currently the Vice-Chairperson of Hong Kong
Toys Council, the Vice-President of the Toys Manufacturers' Association
of Hong Kong, and a general committee member of the Federation of Hong
Kong Industries. Emily Cheung is the second-generation successor of Tsuen
Lee Group.
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Dr Cheung Kwong Ming (left)
and Ms Emily Cheung (right)
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KPMG: Both of you have been actively involving in Hong
Kong's toy industry and held various public
positions in the industry. Can you tell us about the
current landscape and future challenges of the
industry?

WAL % F R MBI G BRI B HE AN,
AR, HMAAEEMOSF—T, FHERALITEY
BERAKF R R

We have been working in the toy industry

for more than 40 years, witnessing all its ups

and downs. Hong Kong's toy industry is made

up mainly of SMEs, which find operating in

the current business environment incredibly
challenging, with their OEM business in particular
experiencing an extremely difficult time. In the
past, there used to be lots of big orders from
major buyers. But with the growing popularity of
the internet, coupled with other market forces
and cooperation between enterprises, there are
now fewer major buyers, while many retailers are
developing their own brands and started sourcing
from different places, enabling many mainland
manufacturers to gain strength and become
major competitors of their Hong Kong peers.
Together with declining market sentiment across
major export markets such as the US and Europe,
many Hong Kong manufacturers find themselves
facing intense pressure to lower prices, making
their OEM business operations more difficult to
run, and further reducing their profits.

B A

Dr
Cheung:

In the past, the toy sector was served by a variety
of brands. However, with electronics devices and
smart phones gaining momentum, and birth rates
falling, the consumer age bracket has narrowed
causing the traditional toy market to shrink. The
entire industry has undergone consolidation

and product mix adjustment, leaving the market
dominated by certain brands for now.

As this trend is likely to continue, Hong Kong
manufacturers should develop and create their
own brands and produce distinctive products in
addition to toy manufacturing, offering a more
balanced portfolio of products. China’s toy
industry is looking decidedly promising, and as
the country is about to scrap its one child policy,
we believe that the outlook of China's toy market
will continue to be buoyant. Therefore, we will
continue to further develop our business in China.
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How can Hong Kong businesses address all
these challenges in the toy industry to achieve
sustainable development?

BABTAERETEDHALERRE, 2B B4
IS, VAR 7T R AR 09 752
A business needs to be flexible in response to

the constantly evolving business landscape,

and be resilient to brace itself for new shocks

in the market. Failing to do so, it will lose its
competitive edge and will be overwhelmed by its
competitors. In addition to their traditional OEM
business, Hong Kong's toy manufacturers should
also actively upgrade and transform themselves,
diversify their businesses and create their own
brands to compete directly in the toy market.
Tsuen Lee Group, for example, has its Hong Kong
operations principally in OEM business while

its mainland Chinese operations are working to
create house brands. The Group is also engaged
in the licensing business. For retailing, the

Group has set up a number of concept stores
selling quality imported products. As Chinese
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Dr
Cheung:

consumers become more familiar with foreign
brands, and as many foreign companies step
up their presence in the Chinese market,
there should be strong growth potential for
development in this niche.

As traditional ways of distribution involve high
costs and are often inefficient in creating brand
effect in China, we are currently adopting a
one-stop approach, setting up retail outlets and
indoor theme playgrounds in shopping malls, to
expand domestic sales and promote toy brands.
We currently increase our brand popularity in
Hong Kong through our indoor playground in
the MegaBox shopping mall. We are gradually
introducing our brand to the China market using
the same strategy, which apart from its cost-
effectiveness, can also create brand effect.
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The industry should focus on investing for long-
term returns rather than generating short-term
profit. VWe do not cut prices to attract business;
instead we take the quality of our products very
seriously and make it our responsibility to ensure
that quality. Every detail — from a small screw

to the packaging materials — goes through our
scrutiny; there is strict quality control throughout
the entire manufacturing process from product
design and development to procurement,
production and logistics management. We

EHL

KPMG:

also set up in-house physics and chemistry
laboratories, run by highly qualified professionals
and equipped with advanced technologies, to test
our products and ensure that every batch of them
meet its quality requirement. There is only one
reason for insisting on this high-cost production
model, and that is to assure our customers that
we will deliver quality products on time.

We also invest in factories, shopping malls, office
premises and other properties. This helps us
contain costs and avoid expensive rents. \We can
also use our premises to promote our brands
and test market response. We have also set up
logistic support centres in the US so that we

can respond quickly to the changing market
needs. As this business model will increase
employment opportunities, we believe a lot of
local governments will offer their support.
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As the Vice-Chairperson of Hong KongToys
Council and the vice-president of the Toys
Manufacturers’ Association of Hong Kong, how
do you go about promoting the development of
Hong Kong's toy industry and facilitate exchange?

A EBRA GRS IR AFBLLRR &6 e

T, RA e TR B0 EAT A9 3R B 2UR?

The efforts of one or two enterprises alone
cannot change the whole industry, and that's why
we should approach its development holistically.
We hope to promote industry exchanges through

ternational”), a Swiss entity.
ernational.
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the efforts of these associations, driving the
healthy and sustainable development of the
industry. As we aim to expand the domestic
market, which goes in line with the move of the
government in setting up a “Dedicated Fund on
Branding, Upgrading and Domestic Sales” (BUD
fund) for the industry, we will focus on sharing
our experience in gaining domestic sales growth;
we also represent the industry in liaising with
the government, collect the latest information,
and promote business transformation among
our members to help them react to the evolving
environment.

As uncertainties in the US and Europe continue
to affect markets, and competition from

mainland manufacturers intensifies, OEM-based
toy manufacturers in Hong Kong are facing
tremendous challenges in recent years. They
should propel business transformation using
their strength in creative design and quality
management, the BUD fund, and changes that
will bring them to the next level of their operation.

EB MR EMRERE EBTENR
AR, PTARA LA 2k B3, AAEETEY
Bl AMAFLRABBZENHEHEH, LE
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Environmental protection and corporate social
responsibility are now integral parts of a business.
How do you think businesses thrive by embracing
these elements of sustainability?

BERBRFLEHGRERTHEH AT R0
AFo ERIMTEBZ R THEEREZE, &
B i AT ?

Apart from diversifying our businesses, we have

also concentrated a lot of efforts in our corporate
social responsibility initiative. Since its launch
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around ten years ago, we have implemented

a series of measures to help protect the
environment and improve the living and working
conditions of our employees. Previously, the
business community knew little about social
responsibility standards, but since many of

our customers were leading enterprises that
preferred manufacturers that practise corporate
social responsibilities, we never stopped
investing in this area and strived to become a
responsible corporate citizen.

Itis difficult to measure the return and
effectiveness of these measures. But we have
found that as well as enhancing the staff morale
and efficiency, which in turn helped keep our
factories running more smoothly, they also
improve our corporate image — the benefits they
bring have far exceeded our expectations.

We deeply appreciate our employees’
contributions and endeavour to take care of their
needs. In terms of housing we have quarters for
families and married couples, and a residential
project co-developed with the Jiangxi Longnan
government in 2011, apartments of which are sold
to our employees at below-market prices, so that
they do not have to worry about their future. In
addition, we also offer free training courses to our
employees, provide grants and scholarships to
their children, and have set up free kindergartens
and nurseries in the factory areas to make sure
that all the aspects of their lives are looked after.
We firmly believe that our employees are our
most valuable asset, and that we should take care
of them so that they can live and work in peace
and contentment.

AEBM AH, hRTwE%TWHEES, F
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You are the successor of a family business. Could
you share with us your experience in business
succession and transition planning?

hHSER —RERA, RTEREMNSF—T
Ji 4 A% R o e P2 7 v B 4 B ?

| began working at my father’s company after
graduation. | helped in the business while still at
school but never thought | would definitely join
the company, as | thought | could work anywhere
as long as | could prove my capability. But my
father wanted me to help, so | decided to come
back.

As the successor, | am responsible for improving
every aspect of the company'’s operations.
Apart from financial management which I'm
well-versed in, | also participate in corporate
social responsibility and corporate management
initiatives. | studied system management at
university and am familiar with ISO and other
international management systems. | believe
that these widely recognised certification
standards should definitely have their merits,
and so we must apply what we've learnt, exploit
their advantages and explore the benefits they
can bring to the business. We should take a full
picture of the eight international management
systems we are currently implementing and
integrate them into our overall corporate
framework so that we can fully comply with

all the requirements, rather than just achieving
paper qualifications.

These international management systems

are useful tools for me to continually roll-out
improvement initiatives, improve internal
alignment, and implement policies and measures
in a consistent way so that rules and regulations
can be gradually established. With the adoption

ternational”), a Swiss entity.
ernational.
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of these internationally recognised management systems, we are
recognised in areas of risk management, corporate governance and
compliance, and are a major business partner for many leading
global brands.
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Ayesha Macpherson Lau and Alice Leung 7 ERRE

Managing public finance

needs to be forward thinking
-k o BUR BE- 8 12 W5 1 B

PMG International recently examined the fiscal policy settings of 19 countries within the G20 group of countries in 2013
and analysed the impacts of government debt and fiscal policy, the findings of which may be useful to this discussion.

he development of Global Financial Crisis (“GFC") into eurozone debt crisis has drawn the world's attention to
sovereign debts. But counter to popular opinion, the roots of the current sovereign debt crisis do not lie solely in the GFC. In
fact, according to our research, the rise of sovereign debt among many of the G20 nations actually predates the GFC by some
considerable time.

Y %R E R AA201358 4048 T 1918 2208 S B (G20) M &9 A% B 69 A BUR WS, 34T BUR-H #5520 3OS R 48 7 49

E% YA FHMERE T — LERH M TR

SRR Ak A mh I BB A, AR B RS e A EAEE . M SRR A, TAGH ALY AR AR
’f/(z%ﬁﬁal%éo FEEL, RARER, G20 HER T RHNHERELREBEMEEZITCRL ZHHEHEE,

Sovereign debts have long roots EAEEF AT TERER

Budget deficits are not necessarily a bad thing. Budget HHEAH AR —RREF. HATEEEZBRRERATE
deficits actually play an important macroeconomic role by 8 BE AR A% A R AR R Bh 7y, m AL SR R A A B KA
providing stimulus when it is needed most and fiscal support ~ ##ME I#H, KA ZRCREET D REERAL,
when the national interest requires it. Persistent and high K, B SKIEBABRATE. ik B EH944
levels of debt, however, are another matter entirely. Not only BB R, TMETABUTHA AW F 20 e LA,
does persistent debt erode a nation'’s ability to afford the ARZEEFEHTHGE S T1Z, ERAB—ERAREAF
deployment of automatic stabilizers when needed, but it BRI EE AR, AR TR TR M R
ultimately leads to intergenerational inequity. T

Some observers would suggest that this era of deficit ARG e, DA KRFH XFRE-GE; MR

spending will turn around in due course; that sovereign debt,  #. FF AL LR OB ER EZ L F AL ERGMA
deficit budgets and slow economic growth are simply cyclical — # &4 k. 2 &5 KBS PR, C@FRAEH AR K

issues that will soon disappear. According to our research, TRARZEER, SAFENBABEAERTETNES A
the economic growth is likely to be stubbornly slow in the ¥, A —MOAAEBRNMEL, BALCSHUEFEER
nearterm, leading to further strain on what are already sizable  $#t A o k#6900 X LS, kG Bk, BikeEk
guantities of government debt. Perhaps more to the point, HEREF T HOLFTHRE LB, ARFTHRARSRYE

however, most, if not all, governments will now also have to 8 T, A BUR B B3R A LA .
deal with the rising costs created by intergenerational aging,

1 The survey did not study the European Union (EU) as it already included the UK, France, Germany and Italy, who are G20 group of countries in their own right. Further representation
from EU member states was deemed unnecessary. 4 H QiELAF AN 2B bR, %8, SEAEZRAFBRAREBCOLERAN, AARELCRAER .

© 2014 KPMG, a Hong Kong partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity.
All rights reserved. Printed in Hong Kong. The KPMG name, logo and “ cutting through complexity” are registered trademarks or trademarks of KPMG International.



which is already putting new pressure onto government
budgets, particularly in the areas of health, aged pensions and
long-term care.

A healthy public fiscal position necessitates hard work

In addition to a clear need for updated financial frameworks,
there are a number of additional factors, notably an inability
by governments to successfully implement and sustain
their fiscal policy targets, that have created today's fiscal
sustainability issues within many of the G20 group of
countries examined in our study.

Long streams of budget deficits predating the GFC: Our
research finds that during the b-year period from 2002 to
2007 more than half of the countries had posted unbroken
streams of budget deficits. This may be acceptable for
developing nations during the investment cycle, but the
countries in view here are almost all developed countries.
This suggests that in addition to short-termism, there

are problems with the fiscal policy settings of these
governments.

GFC-driven automatic stabilizers: Our research suggests
that countries with high levels of gross debt prior to the
start of the GFC (in excess of 60 percent of Gross Domestic
Product (“GDP")) were not only severely limited in their
ability to adequately respond to the GFC, but are now

also facing a longer and more difficult path back to sound
fiscal sustainability. So while the European Union's general
government gross debt target of 60 percent is likely
appropriate in times of economic growth, it is clear that

by carrying this level of debt into times of economic crisis,
countries are less able to absorb the effects of automatic
stabilizers, accommodate shock events or facilitate additional
stimulus when needed. Simply put, if the levels of sovereign
debt in eurozone countries had been lower in the first
instance, then the strength and stability of the eurozone’s
institutional mechanisms and fiscal arrangements would
probably never have been questioned.
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The following table shows that the general government gross
debt as a percentage of GDP of the surveyed G20 group of
countries had been very high prior to the financial crisis.

|| 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 201 | 2012 |

CREEBEERY  EADEAPEELFOBETER
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Slow return to economic growth: High levels of
government debt will be further exacerbated by the impact
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GG gross debt: 40%- GG gross debt: 20%-40% GG gross debt: 10%-20% GG gross debt: below
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Source: KPMG International, 2013 (“GG" refers to General Government)

FAARR - EBHRER, 2013

of intergenerational aging and the ongoing shift toward the
developing world, which will generally lead to continued

sluggish economic growth in developed markets. In turn, slow

economic growth will lead to sustained levels of high debt.
As general government gross debt is typically measured as
a percentage of GDP, economies that are not able to grow

faster than the government can grow debt will see their debt

ratios increase.

Ayesha Lau is KPMG's partner in charge of tax services in
Hong Kong. She has extensive experience advising clients in
various industries on the local and regional tax implications
of international group transactions and structures. Ayesha is
aregular speaker and writer on tax matters and is the co-

author of “Hong Kong Taxation: Law and Practice” (Chinese
University Press), a leading textbook on Hong Kong taxation.
Ayesha was the Chairperson of the HKICPAs Taxation Faculty
Executive Committee and its former Taxation Committee.
She is currently a member of the Joint Liaison Committee on
Taxation. Ayesha is also passionate about community service
and has been appointed by the Hong Kong SAR Government
as a member of various advisory bodies, and she has been
elected to be a member of the 2011 Election Committee

for the Accountancy subsector. Ayesha was appointed as a
Justice of the Peace on 1 July 2013.

Cost of debt: It is not just the size of debt relative to GDP that
matters in fiscal sustainability, but also the cost of that debt
to the budget. The US and Japan, for example, as their debts
are denominated in their own currency, and most of their
creditors are domestic institutions or individuals, enjoy low
cost access to funds which invariably means that the quantum
of debt remains manageable. However, should the cost of
debt increase, then the affordability of that debt will become
a much graver concern. This relationship has been made

very clear throughout the eurozone debt crisis as countries’
borrowing costs spiked due to investor concerns of default
which, in turn, has made the level of debt unmanageable.

Alice Leung is a partner in KPMG's Corporate Tax practice.
She joined KPMG in 1995 and has more than 17 years of
experience in advising multinational and local clients on tax
compliance and advisory matters. Alice has been involved
in various international tax planning projects, merger and

Intergenerational impacts: Even once current fiscal
pressures subside, many of the G20 group of countries

will find no respite due to the challenges created by
intergenerational impacts. All evidence suggests that another
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wave of fiscal stress has started, the result of budgetary
pressures caused by intergenerational aging which, in turn,
will further heighten the need for sustained fiscal policy action
(such as budget management and the restoration of balance
sheet health) over the next 40 years. The challenge will also
be felt in developing world countries, where the introduction
of wider access to social security and health coverage may
combine with rising age ratios to create challenging fiscal
burdens for government.

Long-term commitment to financial discipline

To come out of the shadow cast by the GFC and sovereign
debt crisis, the international community is actively
collaborating to restructure the international financial system
so that it enables stable and sustainable economic growth in
all countries. This is not a task that falls solely on the shoulders
of the monolithic international financial institution, but equally
shared by all governments in that they strive to maintain their
financial stability. They must establish long-term financial
policies, develop strict financial discipline, and seek long-
standing balance of payments to reach the goal of sustainable
public finances.

The eurozone debt crisis has shown us what serious
consequences government debts can bring. Of course, it is
the responsibility of governments to help the underpreviliged,
promote and stimulate economic development and provide
social welfare and they certainly have to take those into
consideration when setting fiscal policies. Yet at the same
time, they must also consider whether they can afford such
spending in the long run, and make sure that the increased
expenditure is backed by sufficient increase in recurring
income during the economic cycle; they must also balance
the interests of the current and future generations so as to
achieve fiscal sustainability.

The Chinese version of this article was published in the Hong
Kong Economic Journal on 5 February 2014.

acquisition transactions and due diligence exercises. She has also
assisted clients in resolving disputes with the tax authorities and
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Eric Lau and Nancy Cheng

M&A: How to value a business?

BHEE T 14 . Ao AT &5 S A& A7

that "a sale of ParknShop by way of a private market transaction at this time would not deliver maximum value to the

shareholders of the Company” Market rumours had it that investors were only willing to pay the lowest end of Hutchison
Whampoa's asking price. From the investor's point of view, a reasonable price is what matters most in M&A, for an exorbitant
asking price often drives buyers away. Given the importance of pricing, it is vital for sellers and buyers alike to understand the
foundation of valuation, and the credibility of different valuation methods in order for them to make informed judgements about
the price reasonableness.

é": HEBFHEEHGREABE, R EHMEFS, RRARZ (WAEBRATHISEETH, KA AH AN KRR
TRESBM o THEHE, REAFRARBEENFZOZRETQR TR HREE ™S, FROBELHE
YEAETR, M UPEEELSERAY, BERAREFTIAKES, AFE BZNHERATGER, ¥F
BT MAEALS kA R, R AL T R TS

Right before the deal of ParknShop sale drew to a close, Hutchison Whampoa decided to turn the table for they thought

Generally speaking, valuation methods fall into three broad EEBG AR GAZE P, BFAH L TIEF ETRER:
approaches: 1) income approaches. The most common group (=) KksEE, ARGHOGFETE, @ AAKIK ﬁ\ﬁ'é

of valuation methods is AR ARKZGDE.

applicable to companies - HEA gk @/’réi/%é_\méfr L%
whose future income can L A ERBEAE, Rid
be estimated. Specific W B AR A G 8 R AR B R
income approaches include R AARAL, HFRER)
discounted cash flow, RERALTH, ©lAIHN
dividend growth model, etc. AATAMM B S AR A
that compute the present AR AR ﬁ-%l\ &l
value of the target company 18 P B 8g B iR 2R A — 18
through projection of its WHRFE, WREGARA T HIE
future earnings. Discounted e, (=) Tk, Task
cash flow — the most F=rebaal k] & Tk
common method — divides Bk, AEARATH L
the target company'’s B LA ERR D E
value into growth period ], 4238 48 v AT AE A
and stable period, then EBAA. Trhad k2
apply a discount rate to L NG I o DRy
the free cash flows of Bk R AHIRE, £RAB
these two stages to give A2 3] R A OB F R AR
an overall value for the business; 2) market approaches. This FHETHEE, FRAOHBILECIETREP/E (FTA
group of valuation approaches include “comparable company %) . P/B (WE%) . EV/EBITDA (4 #4545 8.7
analysis” and “comparable transaction analysis” using data E R BEAE AT AR b &) REV/EBIT (42848 &R AT
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of comparable listed companies or transactions to value a
target company. Comparable company analysis calculates
the market value by comparing the multiples of comparable
listed companies with that of the target company. Commonly
used multiples are P/E (Price-Earnings Ratio), P/B (Price-to-
Book Ratio), EV/EBITDA (Enterprise value to earnings before
interest, taxes, depreciation and amortisation), and EV/EBIT
(Enterprise value to earnings before interest and taxes).
Comparable transaction approach is akin to comparable
company analysis, as it refers to the recent public financial
data of M&A transactions of comparable companies; 3) asset-
based approaches. With asset-based approaches the value of
the target company is arrived by calculating the replacement
costs or market price of its net assets. Each of the above
valuation approaches has its pros and cons. For example,

the forecast cash flows arrived by income approaches can

be influenced by subjective judgement and unpredictable
factors. As for market approaches, an open market is the
prerequisite, and variables such as size and growth rate of the
companies are decisive. Asset-based approaches are suitable
for companies that are not yet in operation, or whose future
earnings cannot be estimated. Both buyer and seller are
encouraged to adopt more than one approach to enhance the
objectivity of valuation.

Valuation by Industry

Investors should select suitable valuation metrics according
to the industry and market. P/E ratio is one of the most basic
and important valuation metrics. For instance, Dairy Farm
International Holdings, Wellcome's parent company, has a
P/E ratio of over 30, but the number is not comparable to that
of ParknShop’s because its business spans the pan-Asian
region, and includes hypermarkets and convenience stores.
Meanwhile, Lianhua Supermarket, a mainland supermarket
giant listed in Hong Kong, has a P/E in its tens, so we can see
that growth of supermarket business in Hong Kong cannot
catch up with that in the mainland. Yet, given the intensity of
industry competition and the soaring rent in Hong Kong, it will
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M&A valuation

be difficult for ParknShop to achieve rapid growth and better
P/E.

EV/EBITDA is another important valuation metric. As it
excludes non-cash items in its computation, it can often
reflect the cash flow of a company better than the P/E ratio.
Industries with more interest expenses and fixed assets

or intangible assets, such as manufacturing or companies
with diversified businesses will often use EV/EBITDA for
valuation. For the banking industry, the P/B rather P/E ratio is
usually used. As banks’ core activities — deposit and lending —
generate profits from its capital, using the P/B ratio will better
measure a bank'’s ability to generate returns and profits from
its capital.

When valuating businesses in particular industries using the
market approaches, certain adjustments to the valuation
metrics are often required. For instance, airlines can either
purchase or lease their aircrafts. Provision for depreciation
has to be made for purchased aircrafts, which is not included
in EBITDA, while expenses for leased aircrafts are already
deducted in EBITDA. Therefore, airline companies may differ
greatly in EV/EBITDA. To increase the comparability, EV/
EBITDAR (Enterprise value to earnings before interest, taxes,
depreciation, amortisation and rent) is used internationally
as the principal valuation method for airline companies.

M&A valuations for the natural resources industry (including
oil, natural gas or mining companies) generally applies EV/
EBITDAX (Enterprise value to earnings before interest, taxes,
depreciation, amortisation and exploration expense), as the
exploration expense can be very high, and EV/EBITDA cannot
truly represent a company's current profitability.

Final transaction price

In fact, each valuation method has its own limitations. In

the course of M&A, both buyer and seller value the target
company only for reference during negotiation. The final
transaction price will depend on multiple factors, including
the current market, the bargaining power of both parties and
the synergistic effect of the transaction. A seller’s bargaining
power depletes if it rushes to sell the company because it is
financially stricken, and conversely, when a large company
seeks M&A out of performance or synergistic reasons, the
seller will lead the bargain. \What it shows is that even though
valuating a business is often supported by complex data,
MQ&A pricing is also determined by a multitude of soft factors.
That is why people never stop debating whether valuation is
an art or a science, and rightly so.

The Chinese version of this article was published in the Hong
Kong Economic Journal on 22 January 2014.
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LorenTang and Roy Leung

Listed companies:

BRIk R4

what to look out for in 2014
2014 5F 7 - 5] & BE B 12 48 3%,

great deal of uncertain factors. The effects of globalisation

are increasingly felt around the world, prompting
governments to tighten their regulatory efforts. Boards of
directors are taking proactive measures to address relevant
issues, with board agendas focused on facing up to the risks
and challenges. In a market that is constantly evolving, listed
companies and their audit committees are prompted to pay
attention to the following areas while planning and carrying
out their work in 2014:

I n 2014, the world’s economy continues to be mired by a

1. Does financial reporting reflect the “reality”?

Most companies are confident in their financial reporting
quality. Yet, given the fast-changing nature of the market,
boards of directors should allocate sufficient time in the
quality control of financial reporting to ensure the accuracy
and clarity of financial information presented.

The board of directors should also give more
considerations to the following aspects of financial
reporting:

e Continue to monitor fair value estimates, impairments
and management assumptions underlying
critical accounting estimates. As for fair value
estimates, listed companies should have adopted
the new Hong Kong Financial Reporting Standard
13, Fair Value Measurement (effective from 1 January
2013) in their 2013 financial statements, giving
expanded disclosures about financial assets
and liabilities measured at fair value. The extent of
fair value disclosures depends on the valuation
technique and whether unobservable
inputs are used in the valuations.

e Continually assess key items identified by the
International Accounting Standards Board (“IASB"),
such as revenue recognition, leases and financial
instruments. These will have significant implications
not only on listed companies’ financial reporting and
accounting, but also on their staffing and
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resource allocation, workflow and more significantly on
IT protocols.

Financial reporting quality rests mostly with the CFO and
his finance team. KPMG's 2074 Global Audit Committee
Survey reveals that 40% of the survey respondents said
their company had formal succession plan in place for the
CFO and clear performance objectives to evaluate the
CFO's performance. Companies would like to see their
CFO contributing more to strategic development and risk
management, and to explore more talents and build up
bench strength.
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2. Risk management is a powerful tool for companies’
strategy alignment

Risk management has been viewed largely as a means

of defence: identifying and assessing, managing and
mitigating, and communicating about risks. Therefore,
comprehensive risk management procedures can help
companies realise their strategies and make timely
risk-adjusted decisions; they can also add value and
competitive edge. When the board of directors establish its
risk management strategy, they need to take into account
the following:

a) whether the board of directors should consider
reallocating risk oversight duties in light of the
increased complexity of risks and business
environment;

b) whether the company has appropriate resources,
expertise and skills to respond to major risk categories
other than “core risks’ particularly in the areas of
"emerging risks” arising from cyber security and latest
technologies; and

c) whetherinternal audit is extended beyond
“compliance checks”

According to KPMG's 2074 Global Audit Committee Survey,
80% of respondents agreed that the role of internal audit
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Focus for listed companies

should extend beyond inspection of financial reporting and
procedural controls, to include other major risks to which
the business is exposed. However, only 50% thought that
their internal audit function currently had the skills and
resources to play the role they envisioned.

3. Focussing on key risk factors

Boards of directors and listed companies are exploring
ways to optimise their internal audit procedures, to create
greater value and focus on “key risk factors”; they are
trying to steer their internal audit functions from the
traditional role of “compliance checks"” against existing
policies and practices.

Consequently, we see a trend that companies are using
their internal audit function for benchmarking current
practices, sharing industry-specific topics and focusing on
key areas of risk, in particular listed companies’ enterprise
risk management, including strategic, operational, financial
reporting and compliance risks.

4. Implications of the new Hong Kong Companies
Ordinance

The new Hong Kong Companies Ordinance (Cap.622)
came into effect in March 2014. Major revisions would
include:

a) Anintroduction of the no-par value regime, which will

impact every Hong Kong incorporated entity; and
b

Clarification of directors’ duty of care, skill and diligence,

the requirement that all private companies need to appoint
an individual as director as well as the enhanced disclosure

rules for the directors’ report. The significant changes
include:

e A new “business review" section must be included
in the directors’ report unless the company is
exempt;

e The names of all the directors in the group up to the
date of approving the directors’ reports must be
disclosed;

e Disclosure of significant transactions, arrangements
or contracts entered into by companies, where a
director has a material interest, has been moved to
the financial statements and will therefore be subject
to audit; and

e New disclosure requirements have been introduced
in respect of (a) reasons for a director resigning or
not seeking re-appointment, if related to the affairs of
the company; (b) permitted indemnity provisions;
and (c) equity-linked agreements.

5. Allowing non-public companies to opt out of full
reporting regime

One of the key changes introduced by the new Companies
Ordinance is that a greater number of non-public
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LorenTang is a partner in our Property and Infrastructure
audit practice in Hong Kong. Loren has extensive
experience in the audit of companies listed in Hong
Kong, the PRC and the U.S. She has led a number of IPO
engagements including providing advisory assistance.
Loren's portfolio includes engagements for listed
companies and conglomerates in the property and
infrastructure, communications and media industries.

Roy Leung is our partner specialised in providing audit
and assurance services to clients in the consumer and
industrial markets, including those in the healthcare,
energy, manufacturing, retail, logistics and transportation
sectors. Roy is also experienced in advising companies
on their IPO process. Included in his pipeline are overseas
companies seeking listing in Hong Kong, including
companies with major operations in Russia and South
Africa.
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companies will be allowed to opt out of the full reporting
regime, and prepare simplified financial statements
instead. Simplified financial statements are exempt

from the requirement to give a true and fair view and

are prepared under the Hong Kong Institute of Certified
Public Accountants’ Simplified Financial Reporting
Framework and Financial Reporting Standard (SME-FRF
and SME-FRS), rather than Hong Kong Financial Reporting
Standards. Typically these financial statements are
prepared on a simplified historical cost basis and do not
include any assets or liabilities at fair value, or recognition
of deferred taxes.

The Chinese version of this article was published in the Hong
Kong Economic Journal on 5 March 2014.
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e-Commerce in China:

Driving a new consumer culture
*ﬁ%%%%ﬁ%:

e-commerce development policies to propel China to become the world’s largest e-commerce market, in line with the

I n China’s 12th Five-Year Plan (2011-2015), the Ministry of Industry and Information Technology unveiled a number of
country's policy to transition from an investment-driven growth model to a consumption-driven growth model.

At the end of 2013, China had already become the world's leader in e-commerce both in terms of business-to-consumer (B2C)
and consumer-to-consumer (C2C).

The explosive growth in e-commerce on domestic B2C and C2C platforms is underpinning the rise of online shopping, and
underscores the importance of social media and mobile devices. These trends and other developments are fundamentally
reshaping the way Chinese consumers purchase goods and services.
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China’s E-Commerce Market Expands Rapidly ¥ EE TR SRR

At the end of 2013, China’s internet users had soared to 600 AF2013% )%, METEYOAHEARNEHTELEE0E, &
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One example is Alibaba. Alibaba operates two different
platforms —Taobao (C2C platform) and Tmall (where name
brands can build their own online shops). According to
Alibaba’s report, its total sales in 2012 was higher than the
total sales of eBay and Amazon combined. By 2016, Alibaba
is expected to overtake Wal-Mart as the world's number one
retail network.

Although dominated by Alibaba, the e-commerce market in
China is large enough for more players, big or small, to thrive -
including some regional e-commerce platforms such as fj.qq.
com based in Fuzhou and 360buy.com.

Social Media Influencing Consumer’s Behaviour

China’s social media has become another key driver for
e-commerce development. Social media platforms such as
Wechat and Weibo are developing rapidly.

With real-time feedback capabilities and easy-to-use
interfaces, social media constitutes important platforms
that e-shoppers use in their day-to-day shopping to ask for
purchasing advice from friends, post product reviews, and
seek product information/advice from key opinion leaders.

As these social media platforms are increasingly integrated
with e-commerce services, retailers also begin to develop
more sophisticated social media functions. For example,
WeChat recently added payment functionality to give
users the option to make purchases directly via their
social media applications.

Mobile E-Commerce

The rise of e-commerce in China goes hand in hand
with rising mobile trends.

Mobile transactions reached USD 7.8 billion in 2012,
accounting for 3.7 percent of total e-commmerce
transactions in China. China's mobile transactions
are expected to increase five times to USD 41.4

©2014 3 o A AIHER F AT — EBALH FHI, 2

B AE B AELE (“ERRER ) A8
&A= “cutting through complexity” 3% & 73 & &%,

F, TEEEeHRBRAH, RARFEEHLNRA
{."_\%o

BATMECE AR THIEWE, B FPRGEFIH TS5
ZRERAZHEFEFH TP ERR, OFE—RER
F&, ) dmid il 69 X B 48 Fe K R 360buy.com.

YW AT Ay 0 R SRR
FEGAEIEBCRELE T AHTH T LMD S X
W T &, BRAERFEERLE, Bl RME R
R

AL RIERE TS B BB RAE ) B RAE AR A E, B @
BRAETRETAHAEF B FTATTH ERZL A, FTAY
HEEEAE LTS BEIREAMAY [HBEXTE
BRI, BEAEREA, OMRERAM (key
opinion leaders) & K& Jodn 3k R o

FTHASE P A9 E o MRMEPTA, AT FHBIR o



Hong Kong Edge_March 2014

e-Commerce in China

billion by 2015, accounting for 8 percent of total e-commerce
transactions.

Mobile purchasing can meet Chinese consumers’ need for
speed, and give them the convenience of shopping ‘anytime,
anywhere’. According to Taobao, the busiest time for online
purchasing via mobile devices is 10 pm, and purchasing via
mobile devices is 67 seconds faster than using a personal
computer.

As phones and tablets become smarter in their functionality,
coupled with the rising use of social media platforms to
inform and connect consumers, the amount and proportion
of 'm-commerce’ is set to further increase in China's
e-commerce market.

Know Your Customer and Market

In response to an increasingly mature e-commerce market
in China, enterprises have to develop a more comprehensive
strategy in order to influence and attract target consumers.
A ‘one size fits all’ strategy is no longer an effective way to
achieve their goal.

Sales vary considerably between different tiers of cities. In
tier 1 cities such as Shanghai, many consumers purchase
online vacation products, automobiles or upmarket personal
care products. They tend to shop online more frequently than
those in tier 2, 3 or 4 cities.

Chinese consumers in tier 1 cities also tend to show
significantly higher brand loyalty than those in other cities,
where consumers select products and brands on a different
basis. For example, sales of products from last season may
be weak in Shanghai but strong in other cities. Consumers in
lower tier cities focus more on the basic value propositions of
products when they make purchasing decisions.

Overall, China’s e-commerce market is skewed heavily
towards fashion and accessories such as bags, shoes and
cosmetics. Around 40% of e-commerce transactions come
from fashion and accessories sales, made by young white-
collar workers or urban female consumers.

The Key to Success for E-Commerce

Despite the rapid development of e-commerce in China,
success is never a given; businesses need to do their
homework to understand the target market, and find a way
to influence and guide target consumers in their online
purchases.

A common model is to sell products through established
e-commerce platforms. For example, Uniglo, a Japanese
retailer, chose Alibaba’s Tmall as the platform for its online
business.

Nonetheless, there are also many companies that have had
success without listing on established platforms.

Suning is one such example. The nation’s leading retailer of
electronics and home appliances entered the e-commerce
market in 2009, with an easy-to-use, content-heavy and
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Sylvene Fong is a partner in the consumer and industrial
markets group in Hong Kong. Sylvene has been involved
in annual audits of listed and multinational companies in
pharmaceutical, toys, freight forwarding and electronics
businesses for over 10 years and has also been involved
in the audit of a client operating hypermarkets in China.
She has also participated in initial public offering/major
transactions assignments of companies in China. Sylvene
is familiar with IFRS and USGAAP group reporting
(including SOX 404) assignments of multinational clients.
Sylvene has also served a number of Japanese clients in
the watch/electronics industry.

Belinda Kwee is a partner specialising in the luxury

retail consumer market with more than 10 years of audit
experience. Her portfolio includes a number of globally
recognised high-end fashion, leather goods and time piece
brands and distributors. She has extensive experience in
leading group audits and is familiar with Hong Kong listing
rules. She has participated in several IPOs and merger

& acquisitions projects for multinational clients with
domestic or overseas listings.
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product-loaded website. In addition, Suning also invested
in technology development to ensure seamless service
between online and physical stores.

Conclusion

For those who are keen on competing in China's e-commerce
market, it would be advisable to develop a market-entry
strategy that gives a thorough understanding of their target
market - how consumers evaluate and purchase products,
and how they prefer to utilise technology for shopping in the
local market.

Finally, as social media has become an integral part of
consumers' everyday lives, companies should make it a
priority to capitalise on and integrate social media into their
e-commerce strategy.

The Chinese version of this article was published in the Hong
Kong Economic Journal on 19 February 20714.
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Independent Non-Executive Directors Forum

n 17 March 2014, we held another successful Independent Non-Executive Directors (INED) Forum at the Hong
Kong Bankers’ Club with over 140 attendees. The speakers provided an update on audit priorities and capital
markets outlook for 2014, the interest rate environment, investor relations and people risk management, as well
as auditor regulatory reform and Value - Added Tax developments in China.
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2013 Hong Kong Top Brand Awards
2013474 4 i i 5

PMG China was proud to be the sponsor and the honorary auditor of the Hong Kong Top Brand Awards and Hong
KongTop Service Brand Awards for 2013, which were co-organised by the Hong Kong Brand Development
Council (HKBDC) and the Chinese Manufacturers’ Association of Hong Kong.

The aim of these awards is to give recognition to outstanding brand names established by local Hong Kong
companies, to encourage local enterprises in pursuit of excellence, to promote Hong Kong products, and to enhance
the profile, both locally and internationally, of Hong Kong industries.

The award presentation ceremony-cum-gala dinner was held at the Hong Kong Convention & Exhibition Centre on 13
February 2014. The night started with a speech from Ms. Shirley Chan (the Chairlady of the HKBDC and was followed
by a speech from the guest of honour, The Honourable John Tsang (the Financial Secretary of Hong Kong).

This year, the council presented 13 Top product brand awards, 13 Top service brand awards, 6 Emerging product
brand Awards and 5 Emerging service brand awards.
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KPMG awards
Ly

KPMG named “The Global AML Firm
of the Year” at Finance Monthly
Global Awards 2014

«Finance Monthly» 2014 4 3 4&
[ Afﬁﬁ’&/i/ﬁbé&ﬂ&ﬁ%?ﬁ%ﬁﬁ |

PMG has been named “the Global AML Firm of the Year” by Finance Monthly at their 2014 Global Awards.

The Finance Monthly Global Awards recognise and celebrate companies and individuals who have delivered the
highest quality results within the corporate, financial and legal sectors.

Over the past few months, Finance Monthly’s research team has worked relentlessly to assess nomination
entries, and conduct extensive research involving clients and peers. Winners are recognised for having exceeded client
expectations and demonstrated measurable achievements over the last 12 months.
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About KPMG

KPMG is a global network of professional firms providing Audit, Tax and Advisory services. \We operate
in 156 countries and have 152,000 people working in member firms around the world. The independent
member firms of the KPMG network are affiliated with KPMG International Cooperative (“"KPMG
International”), a Swiss entity. Each KPMG firm is a legally distinct and separate entity and describes
itself as such.

In 1992, KPMG became the first international accounting network to be granted a joint venture license
in Mainland China. It is also the first Big Four accounting firm in Mainland China to convert from a joint
venture to a special general partnership, as of August 1, 2012. The firm’s Hong Kong operations have
additionally been established for over 60 years. This early commitment to the China market, together
with an unwavering focus on quality, has been the foundation for accumulated industry experience,
and is reflected in the firm’s appointment by some of China’'s most prestigious companies.

Today, KPMG China has around 9,000 professionals working in 16 offices; Beijing, Chengdu,
Chonggqing, Foshan, Fuzhou, Guangzhou, Hangzhou, Nanjing, Qingdao, Shanghai, Shenyang,
Shenzhen, Tianjin, Xiamen, Hong Kong SAR and Macau SAR. With a single management structure
across all these offices, KPMG China can deploy experienced professionals efficiently and rapidly,
wherever our client is located.
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