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Message from the Editors % 6935

Welcome to the 11" issue of
Hong Kong Edge!

Issue 11 of Hong Kong Edge features an interview with Dr Roy Chung,
co-founder of Techtronic Industries Co. Ltd. (TTI) and winner of the
2014 Industrialist of the Year Award. Dr Chung shares his insights on
the future development of Hong Kong, the current opportunities and
how to nurture a new generation of industrial talent.

To keep you informed about current issues, our KPMG China
professionals continue to share their observations, insights and
knowledge in areas such as weighted voting right structures, public
private partnerships, the outlook for the 2015 IPO market, the latest
developments in preventing tax avoidance in China, and the new
corporate governance requirements for Hong Kong listed companies.

We also highlight some recent key events, including the KPMG China
Cocktail Reception, the latest INED Forum, as well as the book launch
of Society for Community Organization's (SoCO) Our Treasure I,
sponsored by KPMG China.

We hope these articles will be of interest to you and that you find
this issue informative. We welcome any feedback or topic ideas for
future issues.
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Interview with
Dr Roy Chung

Co-founder of Techtronic Industries
Co. Ltd. and winner of the 2014 Hong
Kong Industrialist of the Year Award

r Roy Chung, a prominent local industrialist,
D is the co-founder of Techtronic Industries Co.
Ltd. (TTI) and former chairman of the

Federation of Hong Kong Industries (FHKI). Over the

past 20 years, his drill manufacturing company has

_ _ acquired international brands and developed from
1985 — Founded Techtronic Industries Co. Ltd. (TTI) a small workshop into a listed global powerhouse,

1990 - TT! listed on the Hong Kong Stock Exchange earning him the title *King of Power Drills

1952 — Born in Macau

1968 — Relocated from Macau to Hong Kong and
worked as a warehouse attendantata US firm

1997 — Received the Young Industrialist Award of Dr Chung has dedicated his career to Hong Kong's
Hong Kong industrial development. He also understands the
2005 - Appointed as Justice of the Peace by the importance of education. Despite having been
Hong Kong Government conferred numerous honorary doctorates by several

tertiary institutions, Dr Chung independently pursued
and completed a three-year doctorate programme
while working. In addition, he is an active volunteer
for numerous causes and has taken up various public

2011 — Awarded the Bronze Bauhinia Star office positions, with a specific focus on promoting
by the Hong Kong Government industrial, educational and youth development.

2007 — Awarded an Honorary Doctor of
Business Administration degree by the Hong
Kong Polytechnic University

2014 — Received the Hong Kong

5 In this issue, we talk to Dr Chung about the
Industrialist of the Year Award

future development of Hong Kong, the current
opportunities and how to nurture a new generation
of industrial talent.
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KPMG: What are your thoughts on the current
economic and industrial development in
Hong Kong?

Dr Prior to a slight slowdown in recent years, Hong
Chung: Kong's economy had been developing quite
well. Our neighbouring cities have continued
to develop rapidly, and in order to retain our
competitive position in the region, we need to
keep pace with them or move even faster.

The manufacturing industry in Hong Kong

used to imply handmade goods workshops or
assembly factories, which were both labour- and
land-intensive. Given the high operating costs,
these models are no longer sustainable and
many factories relocated to mainland China

in the 1980s. However, the operating costs in
China are no longer cheap.

In addition, a lot of Hong Kong's industrial land
or factory buildings have been rezoned for
residential or commercial use. Although the
manufacturing industry has shrunk in Hong
Kong, this does not mean that it no longer
exists — we still have a substantial number of
Hong Kong-owned factories located in the Pearl
River Delta (PRD) region, within 50-100km of
Hong Kong.

KPMG: Do you think the manufacturing industry in

Hong Kong is declining?

Dr The manufacturing industry will not decline;

Chung: however, itis relocating and this is likely to
continue. Our clothes, tools, lighting and air
conditioners are all made in factories. The

question is where these factories will be located.

If your business requires significant manpower
or land, or if the plant has a likely impact on
the environment, it may be necessary to move
further away, even beyond the PRD region.

KPMG:

Dr
Chung:

KPMG:

Dr
Chung:

At present, we also see labour shortages in
mainland China, and the garment industry

has shifted to a number of South East Asian
countries, including Bangladesh and Myanmar,
among others. Some manufacturers have
moved their factories to Africa.

Under such circumstances, what is the role of
manufacturers in Hong Kong?

We continue to focus on moving up the value
chain by improving product design, functions
and technological development, whereas in the
past we competed by offering lower prices. This
also highlights the importance of innovation and
technology in today's manufacturing industry.
Products need to be distinctive, and this requires
innovation. Our focus must be on technology,
design, branding, distribution channels and after-
sales service. We need to use these intangible
elements to enhance our competitiveness.

In light of the rapid economic development
in neighbouring cities, what distinctive
advantages does Hong Kong have to offer?

In addition to its robust legal and regulatory
systems, Hong Kong’s most important
advantage is its status as a financial centre. This
allows companies to raise funds so that they
can grow their core business and pursue global
development. However, not many Hong Kong
companies, especially in the manufacturing
industry, know how to leverage this platform
to develop their own business. \We see that a
number of manufacturers have shifted to the
real estate development business after raising
the required funds. At the same time, some
mainland companies are using Hong Kong as a
platform to raise funds for business expansion.
However, manufacturers rarely do this, which
seems to be the crux of the matter.

Dr Chung receiving his Doctor of Engineering degree from the University of Warwick
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We have a sound legal structure, a mature
foreign trade system, and we have placed

a lot of emphasis on design and innovation
development. So why are foreign companies
continuing to establish their design and
innovation centres in mainland China? Is it
because our commodity prices and cost of living
are too high? Hong Kong has its advantages.
However, we need to tackle our weaknesses so
these strengths will not be overshadowed by our

square kilometres and a collective population of
more than 25 million. This region has several of
the world's best facilities, including Hong Kong's
financial centre; Macau's meetings, incentives,
conferencing and exhibitions (MICE) industry;
and two of the largest ports. This regional trade
zone is quite unique and it is therefore important
that we build a closer relationship among the
four cities.

own Shortcomings KPMG: Do you think there should be competition
9s: between Hong Kong and its neighbouring
Over the years, various industry practitioners cities?
have put forward_a number of proposals in Dr Itis the same as doing business —if | am
order to help the industry develop. However, . : . _
Chung: competent, | can win against my competitors. If

even if the government were to adopt all these
suggestions, it would be several years before
they would take effect. Therefore, the crucial
question is: how do we currently tackle the
difficulties?

The management team at TTI foresaw today's
challenges a decade ago. If we had not been
prepared, we would not have been able to

grow. We leveraged the regional advantages —
Hong Kong's position as a financial centre, the
mainland as a manufacturing base, and a huge
overseas market — to finance our acquisitions
and grow our company, and this has become our
business model.

not, | should cooperate with them and become
their ally. Hong Kong and its neighbouring cities
have their own advantages and we should make
use of the achievements in the region to grow
our strengths and complement our weaknesses.

| think there are two aspects that we need to
change. Firstly, we can no longer look at today's
environment in mainland China using a 1970s
mentality. China is now quite an open market,
and its development in certain areas is faster
than ours. However, it is not necessary to look
at China as a competitor; instead, we can make
good use of its growth and top it up with our
distinctive advantages.

KPMG: What can companies do to make better : :
. . Secondly, our views on urban planning may
use of our regional advantages in order to
. .. also need to change. Some areas of Hong
promote economic growth and maintain our K includi h h New Territori
osition? ong, including the northern New Territories
P ’ and Lantau Island, are, to some extent, already
Dr Although we have been advocating globalisation connected or are going to be connected to the
Chung: foralongtime, we first need to work on business centres of neighbouring cities. As

achieving regional economic integration.

The two economic zones in Zhuhai and
Shenzhen and the two administrative regions in
Hong Kong and Macau have a total area of 5,000

infrastructure links also continue to strengthen,
we need to take advantage of this proximity and
review the land use of such areas in order to
benefit from future opportunities.

In 2013, Dr Chung led an FHKI delegation to meet with
Guangdong officials
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KPMG:

Dr
Chung:

What can the industry do to attract and
nurture the younger generation?

Our education system requires students to stay
in school, including those who struggle to keep
up with the mainstream curriculum. This can

be a waste of time for parents, students and
teachers. We therefore encourage secondary
schools to introduce career advice and planning
to help students make career choices. For
example, vocational education is a good arena
to allow young people to explore and unleash
their potential. Many industries currently have
unfilled job openings and the talent shortage is
a growing issue. It is essential for industries to
promote vocational education in order to solve
the mismatch in human resources.

Hong Kong is currently experiencing a shortage
of talent in the science field, for example, aircraft
technicians, and mechanical and electrical
engineers, as not many secondary school
students are interested in taking science
subjects. With this in mind, the industry has
provided programmes to encourage students to
pursue an education in science. For example, the
Hong Kong Association for the Advancement of
Science and Technology has launched the
‘Science and Technology Seedlings 100 Plan’ to
nurture and develop science and technology
skills through collaboration with the education
sector.

Additionally, the Hong Kong Government is also
actively promoting research and development
(R&D) and design. The setting up of R&D
centres, as well as the Hong Kong Science Park,
Cyberport and PMQ, are just some examples.
The main objective of setting up these facilities is
to create an atmosphere for R&D and innovation
in the city.

On the other hand, the government has also
provided a number of funding schemes, such as
the Innovation and Technology Fund and Applied
Research Fund offered by the Innovation and
Technology Commission, which are intended to
encourage Hong Kong enterprises to enhance
their technological standards and undertake
technology development projects. Hong Kong is
undergoing a significant transition and hopefully
it will become a city of design and R&D.

In terms of technological development, in
addition to information technology, | think Hong
Kong also needs to develop other technologies,
with healthcare being one area of focus. The
demand for medicine and medical devices will
increase due to the increased life expectancy.
Another area is technology that is concerned
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with the environment, such as renewable
energy and solutions, to help solve air pollution
and waste disposal issues. Both aspects have a
direct impact on people’s livelihoods and require
careful planning to address long-term needs.

Dr Chung receives the Bronze Bauhinia Star from former
Chief Executive Donald Tsang
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A proud moment: Dr Chung receiving his Industrialist of the Year Award
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Weighted voting right structures

Paul Lau and Roy Leung

A balanced decision to be made on g
‘weighted voting right structures’ in

—

———
e

the interest of the market i

power or other related rights that are disproportionate to their shareholding. It has been 25 years since the restriction

Weighted voting right structures (“VWVR structures”) are governance structures which allow certain parties voting

on WVR structures was implemented in the Listing Rules in 1989. The ‘one share, one vote' policy has for many years
been seen as an important aspect of the ‘fair and equal treatment of shareholders’ principle to protect investors.

In today's ever-changing marketplace, the Listing Rules
should reflect widely accepted market standards. The Stock
Exchange of Hong Kong Limited (SEHK) therefore has a
responsibility to review the Listing Rules from time to time.
The restriction on Hong Kong listed companies to issue shares
with voting rights disproportionate to their shareholding was
codified 25 years ago. Both during and prior to 2013, the SEHK
had received enquiries from participants in the market on the
acceptability of WVR structures. Last year, Alibaba attempted
its listing in Hong Kong using a ‘partnership structure’, which
prompted a heated debate over WVR structures.

The Financial Services Development Council, established by
the Hong Kong Government in January 2013, recently stated
that the ‘one share, one vote’ concept could be studied in
more detail. In August 2014, the SEHK issued a concept paper
onWVR structures (Concept Paper on Weighted Voting Rights)
to seek public comments and views on the topic from a broad
cross section of the market community so that a balanced
decision could be made on further actions to be taken in the
best interests of the overall market.

Four potential safeguards for investor protection

There has been debate about whether WVR structures should
be permitted for companies currently listed or seeking to list
on the SEHK. Those opposing the WVR structures believe that
the ‘one share, one vote' concept can protect shareholders
and help ensure they are treated fairly and equally; others
suggest that modifications to or partial relaxation of the Listing
Rules may be necessary and that WVR structures should

be adopted to enhance Hong Kong's competitiveness as an
international financial centre in order to attract more mainland
and overseas companies to list in the territory.

In addition to the abovementioned principles, the discussion
on whether WVR structures should be allowed and adopted
covers many other topics. Some of the key considerations are
highlighted below.

For WVR structures to be allowed, potential safeguards should
be incorporated in the Listing Rules to protect investors. The
safeguards that are being considered include the following:

(1) WVR structures could be limited to a particular sector, e.g.
technology companies. However, there is still the issue
of how to define a ‘technology company’, and in addition,
this might be inconsistent with the principle of giving a
level playing field to listing applicants and listed issuers
from all industries.

(2) The corporate governance structure could be enhanced
by increasing the minimum number of independent non-
executive directors to prevent the abuse of control under
WVR structures which might impair the rights of minority
shareholders.

(3) While there may not be a direct link between a company'’s
size and the quality of its corporate governance, there
may be merits to limiting the use of such structures
for companies above a certain size in terms of market
capitalisation. In order to protect investors, such
structures may not be suitable for small companies
that do not have a proven track record of high-quality
corporate governance. However, again this might not be
consistent with the principle of giving a level playing field
to enterprises of all sizes.

(4) Certain restrictions on the use of disproportionate
voting rights could be implemented. In the US, some
listed companies voluntarily adopt restrictions on
disproportionate voting rights, including restrictions
on transfers (i.e. additional voting rights lapse upon
transfer of the underlying shares) and on minimum equity
thresholds held (i.e. the additional voting rights will lapse
if shareholding falls below a certain percentage). The
Hong Kong market might consider it mandatory for listed
companies adopting WVR structures to implement these
restrictions.

Should WVR structures only be permitted for new listing
applicants?

Potential initial subscribers of shares in newly listed
companies should weigh the risks associated with WVR
structures and the available safeguards and restrictions when
they make their investment decisions. Extending the adoption
of such structures to existing listed companies may prejudice

© 2015 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
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the interests of existing shareholders who have based their
investment decisions on the circumstances before the
structure was adopted; in addition, minority shareholders
may not be given a proper chance to reassess the associated
risks should there be any change to the existing governance
structure.

If new applicants are the only ones allowed to adopt WVR
structures, the regulators should develop appropriate
preventive measures to mitigate the risk of existing listed
companies attempting to circumvent this restriction by
restructuring their business or spinning off their assets or
businesses as newly listed companies with WVR structures.
For example, the regulators could require that a listed
company has to obtain the approval of a majority of the
independent shareholders before it can spin off its core
business for listing with aWVR structure.

Class action lawsuits

The US stock market is the largest in the world in terms

of market capitalisation and it allows listed companies

to adopt WVR structures. Therefore, many people tend

to compare the investor protection measures adopted in
Hong Kong and in the US. Although both markets prioritise
investor protection, they do it differently. In the US, the
class action regime makes it easier for investors to obtain
compensation, and the shareholders of listed companies
are also able to engage counsel on a contingent fee basis,
which results in potentially lower legal costs and risks for the
shareholders. In Hong Kong, to prevent any abuse before it
occurs, greater reliance is placed on rules and regulations,
including the Listing Rules, the Securities and Futures
Ordinance (SFO) and the Hong Kong Codes on Takeovers

Paul Lau is a partner and Head of the Capital Markets Group (Professional Practice) at KPMG
China, where he is in charge of professional and regulatory matters that affect the Hong Kong

capital markets. Paul has assisted a number of Hong Kong, PRC and

with their IPOs, secondary listings, bond issues, mergers and acquisitions, and other capital

market transactions. Paul has extensive experience providing expert guidance on Hong Kong

and US listing and reporting matters.

Roy Leung is a partner specialising 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
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and Mergers and Share Repurchases. There has been
debate over whether certain characteristics of the US legal/
regulatory regime should be introduced in Hong Kong to allow
WHVR structures. In 2012, The Law Reform Commission of
Hong Kong published a report proposing that a class action
regime should be adopted in the territory. This is still under
discussion as the reform of laws will likely have a profound
impact and is highly complicated. Therefore, if the market
agrees to further consider WVR structures, the discussion
could start on whether the above safeguarding measures
will be adequate to protect public investors' interests on the
basis of the current legislative framework without the class
action mechanism. If the market generally believes that a
class action regime is necessary to protect investors, further
discussions should be initiated given its complexities and
profound impact.

In conclusion, introducing WVR structures involves
complicated principles and technical issues, including

other important issues that are not discussed above. In
order to enhance the competitiveness of the territory as an
international financial centre, the SEHK will need to make

a balanced decision on investor protection and attracting
companies for listing in Hong Kong from the perspective of
the listed companies, investors and the general marketplace.
The consultation period for the Concept Paper on Weighted
Voting Rights ended on 30 November 2014. The SEHK will
take into account the responses and comments before
deciding on any further actions. All stakeholders are eagerly
waiting to see the direction in which Hong Kong's capital
market will continue to develop.

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal” on 10 December 2014.

overseas companies

Roy Leung

their IPO process. Included in his pipeline are overseas companies seeking listings in Hong
Kong, including companies with major operations in Russia and South Africa.
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Patrick Ho

Public private partnerships to drive
infrastructure projects in China

party. It usually takes the form of a special purpose entity which is funded and operated through a partnership of
government and one or more private sector companies for the financing, construction and operation of infrastructure
projects.

Apublio private partnership (PPP) model involves a concession contract between a public sector authority and a private

In the past, public money or debt securities issued by governments were the main channels for funding infrastructure
development projects. However, the increased scale of required investment has meant that government finance alone is
insufficient, and public institutions do not generally have enough qualified people to deliver. The private sector is therefore
playing an increasingly important role in terms of financing and delivering critical infrastructure projects.

In China, private involvement is increasingly felt in the infrastructure sector. Infrastructure projects such as railway projects,
public hospitals, vocational schools or universities, as well as urban public services including urban road transportation, waste
water treatment facilities and energy infrastructure are expected to receive stronger support from PPP initiatives in China.

Great potential in infrastructure finance

As China aspires to play a key role in a new wave of infrastructure
construction both regionally and globally, there is great potential for
infrastructure finance in China as well as in Asia. A number of regions
in Asia are seeking to attract foreign capital, and are welcoming
support from international financial institutions, development banks
and national import-export banks. Meanwhile, other countries also
have an outbound focus and recognise that infrastructure finance

is needed at a regional level in order to support cross-border
infrastructure efforts.

China, for example, is driving the launch of the Asian
Infrastructure Investment Bank, scheduled to commence
operations by the end of 2015. The establishment of the
Asian Infrastructure Development Bank highlights China's
focus on this sector. Although this is good news, there
could be challenges in terms of implementation because
of the number of stakeholders involved across the Asia
region. Private capital will continue to play a critical role,
however, investors need economic and political stability
before committing. Consistency and sustainability are
key. PPPs are long term in nature; they must not only
gain local government support, but also continue to
receive support and be monitored for the duration
of the project or service. Government's role should
be more about setting the regulatory frameworks
and monitoring compliance and performance

in a transparent way that is clearly codified and
accepted in the eyes of private investors.

© 2015 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.
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Seven China projects in Infrastructure 100

In KPMG International’s new publication, Infrastructure 100:
World Markets Report, a global panel of independent industry
experts identifies 100 of the world’s most innovative and
impactful infrastructure projects that best represent these
markets. These included seven from mainland China:

e Beijing International Mega-Airport
e South-to-North Water Transfer Project
Ultra High Voltage (UHV) Power Transmission
Turn the Pearl River Delta into One
Jiuguan Wind Power Base
Yangshan Deep Water Port
Sky City

4

= acquisitions, and fundraising projects.
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Patrick Ho is a partner in the Property and Infrastructure Audit practice in Hong Kong. Patrick has solid
. experience leading group audits and providing audit services to listed and multinational companies with
investments in Hong Kong and mainland China. He has been involved in a number of IPOs, mergers and

In view of their scale and influence, many of these projects
are expected to transform the way people interact with their
cities, governments and environment. PPP appears to be one
of the solutions to the challenge faced by all governments,
including in China, in meeting the huge demand for capital
funding for these mega projects. This is because the PPP
model tries to strike a balance between the immediate needs
and the long-term interests of society as a whole.

While China is keen to accelerate infrastructure development
and urbanisation with the help of private capital and expertise,
both foreign and domestic private market participants will

be seeking opportunities in China’s continued infrastructure
expansion, which is critical for urban development across
China. Exciting opportunities are likely to materialise for
domestic and international investors as China transforms its
methods of infrastructure investment and financing.

The Chinese version of this article was published in the
‘Hong Kong Economic Journal’ on 7 January 2015.
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Rebecca Chan and Louis Lau

Outlook for 2015: IPO market set to

remain active

2013. Certain sizeable IPO deals were completed by the end of 2014, driving the IPO market to its peak in December.

The Hong Kong initial public offering (IPO) market in 2014 ended on a high note, having followed a similar trend to that in

In terms of funds raised, Hong Kong Exchanges and Clearing Limited (HKEx) has been one of the world's top five stock
exchanges in IPO fundraising since 2002. Among the Asian exchanges, HKEx has consistently been ranked as the top exchange
since 2010, except for 2012. We expect that market sentiment will remain positive and that IPO activity will remain robust in
2015, evidenced by a promising IPO pipeline and optimistic economic outlook. On the other hand, there are factors that could
potentially bring uncertainties to the IPO market, such as fluctuations in exchange rates and competition from other global

exchanges.

Government measures support economic growth

The 2015 economic outlook for China remains optimistic,

with a projected gross domestic product (GDP) growth rate of
6.8 percent to 7 percent. The People’s Bank of China (PBOC)
announced an interest rate cut in November 2014, the first
since 2012. This reduced the benchmark deposit rate from

3 percent to 2.75 percent, and the lending rate from 6 percent
to 5.6 percent, sending a clear signal to the market about

the government’s intention to support the economy through
stimulus policies.

In October 2014, the US Federal Reserve officially ended its
quantitative easing programme, ceasing the monthly bond
purchases it had been making since 2008, though there is
debate in the market about the impact of this on the overall
economy. In January 2015, the Swiss National Bank shocked
the global stock market by unpegging the Swiss franc from
the euro. This unpegging, as well as the European Central
Bank's announcement of its quantitative easing programme
with an open-ended, private and public bond-buying
programme that is expanded monthly, indicate that the low
interest rate environment is likely to continue.

Market anticipates sizeable deals

The pipeline of large IPOs remains strong, primarily in the
financial services sector. The market anticipates that the
Bank of Beijing, Bank of Shanghai, China Guangfa Bank,
Anbang Insurance Group Co., Ltd., Taikang Life Insurance
Company Limited, Sunshine Insurance Group Corporation
Limited, China Huarong Asset Management Corporation,
China Orient Asset Management Corporation and China
International Capital Corporation Limited may complete their
listings in 2015.

The positive IPO market forecast for 2015 is supported by the
expected completion of these listings in 2015, as well as the
high number of listing applications submitted to HKEx. As

at 28 February 2015, there were 48 application proofs in the
pipeline. The outlook for these companies completing listings
in the first half of 2015 was positive.

Uncertainties and competition

In addition to financial services companies, we expect the
environmental protection and pharmaceutical sectors to be
hot picks in the market.

The market expects the Federal Reserve to start raising
interest rates in the middle of 2015, though the exact

timing will depend on the economy. Given the existing near
zero interest rate in the US, there is only room for upside
movement. The stock market generally reacts negatively to
interest rate increases. The recent move by the Swiss National
Bank to unpeg the Swiss franc from the euro drove the funds
flow to the bond market, therefore bringing down the long-
term interest rates on treasury bonds. This adds uncertainty
to the IPO activities.

Market participants in the world's top IPO markets organise
seminars and promotional activities in the region to attract
overseas companies to list in their countries. Although Hong
Kong has unique advantages — given its close proximity

to China and the integration of the Hong Kong and China
markets — it has to watch out for competition in the region and
should find ways to maintain its competitiveness by improving
the operating environment.

Impact of reopening the A-share IPO market

HKEXx published a concept paper on weighted voting rights

in August 2014, collecting opinions on whether different
shareholder structures should be allowed other than the ‘one
share, one vote’ structure, which has been in place since
1989.The 2014 opinion poll enabled investors and market
participants to express their views. By re-examining the
existing rules and practices, more flexibility may be introduced
into the rules to accommodate the rapidly changing
environment.

After being frozen since October 2012, the A-share IPO
market reopened in January 2014, and up until 31 December
2014, 125 companies listed on the Shanghai and Shenzhen
Stock Exchanges, raising RMB 78.7 billion. Although the
reopening of this listing platform could make PRC companies
reconsider where they list, the impact on the Hong Kong

© 2015 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.



IPO market is expected to be limited in the near future. As at
28 February 2015, more than 600 companies were waiting
to list on the A-share market, and it could take years to clear
the backlog. The Hong Kong IPO market is therefore likely to
attract companies wishing to list in the shorter term.

Long-term benefit of Shanghai-Hong Kong Stock Connect
cannot be ignored

Shanghai-Hong Kong Stock Connect was initially announced
in April 2014 and officially launched on 17 November 2014.
The market response towards the scheme was weaker than
expected. Northbound trading used up the daily quota on the
launch date, but this has not been repeated since. The volume
of southbound trading has been weaker, with the unused
daily quota resting at a level above 90 percent for most of the
trading days since the launch of the scheme.

The weak market reception disappointed investors who were
speculating that there might be a short-term boost of the
Hong Kong stock market. There are, however, other longer
term benefits arising from the scheme which should not be
undermined. The next step is to work towards a link with

the Shenzhen Stock Exchange. HKEx has commenced work
on this link, even though no launch date has been fixed. The
Stock Connect model has the potential to be extended to
other products, including equity derivatives, commodities,
fixed income and currencies. This model can facilitate the
integration of China’s A-share market and the Hong Kong
stock market, so that it can become one of the world’s largest
and most active stock markets.

Rebecca Chan is a partner and the head of KPMG China’s Hong Kong Capital Markets Group.
She has over 27 years of extensive experience, specialising in listing and capital market
transactions in Hong Kong. In addition to working as an audit engagement partner, Rebecca
has also been involved in advisory and due diligence work such as reviewing internal control
systems and providing tax services for companies. Rebecca was previously Senior Vice
President of HKEx, where she headed the IPO Transactions Department and the Accounting
Affairs Department of the Listing Division, and was also a member of HKEx's Financial
Reporting Advisory Panel for the maximum six-year term. She is currently a member of the
Dual Filing Advisory Group of the Securities and Futures Commission of Hong Kong.

2015 forecast

It may not be easy to beat the IPO proceeds achieved in
2014, which were attributable to a number of sizeable deals.
Achieving a new high in 2015 will therefore mainly depend
on the number of large IPOs completed during the year. The
Hong Kong IPO market recovered from a trough in 2012 and
there are no apparent signs showing that the trend will end.

Given the factors set out above, we believe that Hong Kong's
IPO market activities will remain active, with the level of funds
being raised remaining stable compared to 2014. We forecast
that an estimated 110 IPOs will raise over HKD 200 billion in
2015, with the actual performance of the market being heavily
dependent on the success of the large deals expected to
come through during the year.

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal’ on 5 February 2014. The article has
been updated to reflect certain market data as at 28 February
2015.

Rebecca Chan Louis Lau

Louis Lau is a partner in KPMG China’s Audit practice. He has extensive experience
conducting audits for Hong Kong listed companies, multinational companies and
government-owned bodies. Louis joined the Capital Markets Group in 2013 where he has
assisted with a variety of capital market transactions including IPOs, bond offerings and
post-listing transactions. Louis is also involved in developing standards and guidance on
investment circulars published by the Hong Kong Institute of Certified Public Accountants,
and in producing firm publications on regulatory updates and IPO market overviews.
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GAAR Measures

Daniel Hui and Anlio Shi

The significant impact of GAAR
Measures on anti-tax avoidance

n 2 December 2014, China’s State Administration of Taxation (SAT) issued Administrative Measures on the General
Anti-tax Avoidance Rules: Trial Implementation (* GAAR Measures”), which came into effect on 1 February 2015.

The GAAR Measures were released in response to President Xi Jinping'’s call for a crackdown on cross-border tax
avoidance at the G20 Leaders’ Summit held in November 2014. They are also part of a series of measures tackling the serious
tax avoidance problem in China which has led to the loss of tax revenue, as many multinational corporations (MNCs) and
domestic companies have shifted their profits to tax havens through related-party transactions or other tax avoidance schemes

in recent years.

Clarification of existing rules

These measures further define the scope of tax avoidance
schemes, and set out in detail the tax authority’s procedures
to be followed for GAAR case selection, examination

and conclusion. They intend to regulate the general anti-

tax avoidance administration, providing a basis for more
transparent and consistent application of the GAAR
Measures. Going forward, these measures could have a
significant impact on the tax enforcement of international tax
arrangements in China, and MNCs are advised to monitor
them closely.

The current GAAR framework, based on the Corporate
Income Tax (CIT) Law and its detailed implementation
regulations effective since 2008, sets out test-based GAAR
Measures for tax purposes directed at arrangements which
lower taxable income and lack reasonable business purposes.
This is supplemented by the Circular of Implementation
Measures of Special Tax Adjustments ("“Circular 2") issued by
the SAT in 2009. Circular 2 requires a ‘substance over form’
analysis to guide GAAR application in order to recharacterise
transactions or arrangements ‘without economic substance’
for tax purposes.

Although the above laws and regulations identify principles
for GAAR administration, they neither specify nor regulate
how tax authorities should conduct GAAR tests on ‘economic

substance’ based on the ‘tax purposes’ set out in the CIT Law.

This has made it difficult for taxpayers to argue against tax
authority GAAR determinations based solely on commercial
substance.

Furthermore, little guidance was provided on the
requirements for GAAR investigation procedures,
adjustment methods and taxpayers' requirement to supply
documentation, or the avenues and mechanisms for taxpayer
appeals. As such, the GAAR Measures and the subsequent
explanations provide the necessary guidance.

The GAAR Measures first explain that the main features of
a tax avoidance arrangement are (i) that the sole or primary
purpose of the arrangement is to obtain a tax benefit, and
(i) that, in pursuing tax benefits, the arrangement takes a

form permissible under tax rules, but which is not consistent
with its underlying economic substance. The GAAR
Measures reiterate that when assessing the ‘purpose’ of

an arrangement, all aspects of the individual case should

be considered in order to judge the form and economic
substance of the arrangement. It cannot be assumed that an
arrangement has been set up to avoid tax simply because it
receives tax benefits. A combination of tests on ‘purpose’ and
‘economic substance’ can, to a certain extent, help reduce
the tax authorities’ subjective judgement in the evaluation
process, resulting in a more objective, fair and convincing
result.

Local tax authorities need to elevate the following to higher
level tax authorities: the initiation of an investigation, the
decision not to make tax adjustments, and the decision to
make initial/final tax adjustments. The SAT has extensive
involvement and makes the final decision, so concerns about
the overzealous use of the GAAR Measures by local tax
authorities should be alleviated.

If one or more of a taxpayer’s arrangements are determined to
be tax avoiding in an investigation, the tax authority can make
special tax adjustments based on the principle of ‘substance
over form" in light of similar arrangements with reasonable
commercial purposes and economic substance. The
adjustment methods include: (i) recharacterising the whole

or part of the arrangement, and (i) denying the existence of a
party to the transaction for tax purposes, or treating one of the
parties and other parties to the transaction as one entity.

The GAAR Measures apply to both arrangements entered into
after the effective date, as well as to prior arrangements for
which GAAR assessment has not yet closed as at that date.

Tax avoidance with reasonable commercial purposes

In short, the new GAAR Measures fall within a basket of
international tax enforcement measures specifying when
and how the measures are to be applied. Local tax authorities
should therefore be able to apply the measures more
consistently.
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Moreover, the GAAR Measures cover both the principle

of ‘economic substance’ for considering whether an
arrangement has a reasonable commercial purpose and

the clarification of the main features of a tax avoidance
arrangement. This should help taxpayers examine their
transactions and defend them on the basis of their reasonable
business purposes. However, as always, the way these are
implemented by local tax authorities, and the level of review
by the SAT for reasonableness and consistency, will be crucial
to the usefulness of the clarifications in the GAAR Measures.

The SAT has commenced a three-year international tax work
programme in the context of the Organisation for Economic
Co-operation and Development/G20 Action Plan on Base
Erosion and Profit Shifting. The new GAAR Measures are

Daniel Hui has over 13 years of professional tax experience with KPMG, having worked at
KPMG in Canada and China, before joining as a China Tax partner based in the Hong Kong
office. He has advised multinational clients on various taxation, customs duty and business
regulations in respect of their investments and business activities in China, as well as merger
and acquisition, pre-IPO and cross-border transactions. Daniel has also helped clients resolve
foreign exchange issues, advised on the repatriation of funds from China in a tax-efficient
manner, and helped negotiate with China tax and government authorities on various matters
involving tax investigation/disputes and treaty benefit application.

Anlio Shi is a manager in KPMG's ChinaTax practice in Hong Kong. Anlio has over six years
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likely to be the start of a series of new SAT announcements
and measures. The SAT may promulgate a series of laws and
regulations, and develop an MNC profit monitoring system
to step up anti-tax avoidance administration. As such, we
would encourage MNCs to continue monitoring upcoming tax
law developments. In addition, MNCs should be mindful of
the impact of GAAR rules when implementing new cross-
border transactions, and are advised to revisit transactions
and arrangements that may be at risk of GAAR adjustment.
Itis also important to ensure that contemporaneous
documentation of transactions is maintained so as to
demonstrate and support assertions of the reasonable
business purposes of transactions.

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal’ on 23 February 2015.

Anlio Shi

Daniel Hui

of experience providing China tax advice to clients engaged in the industrial manufacturing,
retail and logistics industries. He has assisted on various projects which cover setting up
companies, M&A advisory, supply chain planning, transfer pricing review, as well as tax

incentives application.
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Alva Lee and Karan Kumar

New corporate governance requirements for Hong
Kong listed companies increase management’s
responsibilities

for significant improvements in corporate governance. Poor corporate governance is often cited as a key contributing

Risk management and internal control system failures, as seen in the global financial crisis, have highlighted the need

factor to corporate collapses. As a result, many regulators around the world have now been assessing the adequacy and

relevance of their corporate governance regimes.

At the end of 2014, Hong Kong Exchanges and Clearing
Limited (HKEx) published its amendments to the Corporate
Governance Code and the Corporate Governance Report.
The objectives include: emphasising that internal controls
are an integral part of risk management; enhancing the
accountability of the board and management with regard

to risk management and internal control; and improving

the transparency and oversight of how risks are managed.
The changes introduce new responsibilities for the boards,
management and internal audit (IA) functions of listed
companies. In particular, boards are now required to
determine and evaluate the level of risk they are willing to take
to achieve their objectives; management is responsible for
designing, implementing and monitoring controls to manage
the risk; and IA needs to provide an independent appraisal of
the systems.

The Hong Kong market operates a blend of legislation,
corporate governance codes and various voluntary guidelines
that set out corporate governance requirements for listed
companies. These requirements are viewed as being
consistent with Organisation for Economic Co-operation and
Development (OECD) principles. The Corporate Governance
Code and Corporate Governance Report amended by HKEx
is another significant step towards bringing risk management
governance in line with more mature markets and global
developments.

The amendments to the code aim to:

e Emphasise that internal controls are an integral part of risk
management by encouraging listed companies to adopt a
structured approach to risk management

e Enhance accountability by requiring boards to determine
and evaluate the level of risk they are willing to take and for
management to provide the board with confirmation on the
effectiveness of the internal control systems to manage risk

e Strengthen oversight of the risk management and internal
control systems by requiring listed companies to have an IA
function

e Improve the transparency of risk management and internal
controls by requiring companies to disclose their main
features and processes used to review the effectiveness of
their risk management and internal control systems.

The new requirements will apply to accounting periods
beginning on or after 1 January 2016. The requirements

will have the biggest impact on companies that currently

have an informal approach to risk management. In these
organisations, directors tend to have inconsistent views

or limited clarity of the main risks, with a general focus on
operational and compliance-related risks rather than strategic
and emerging risk themes, and limited transparency regarding
how effectively risks are being managed across the business.

How should Hong Kong listed companies respond to the
changes?

According to HKEX, the old Corporate Governance Code
principles did not give sufficient weight to risks and risk
management in relation to internal control; nor did they set out
the relationships between the company’s objectives, the risks
involved in achieving those objectives, and the internal control
systems that mitigate those risks. It is widely recognised

that internal control is most effective when integrated with
risk management. To reflect this, the amended code focuses
on considering and lowering risk when developing internal
controls.

Considering a structured approach

As a result, Hong Kong listed companies are required to adopt
a structured approach to risk management so that risks that
threaten the company’s objectives are identified and mitigated
by internal control systems.

To develop a structured approach, companies should
determine the maturity level of their risk management
aspirations and make sure that the board is aligned with
that view. The focus should be on implementing the
internal control systems in incremental steps, starting with
senior sponsorship, oversight structure, risk management
processes, assessment of top risks, and clear ownership of
risk and control to enforce accountability. In order to build
arisk aware organisation, it is also important to consider
the impact of cultural change and to make sure that staff
objectives are aligned with the organisation.

The amended code clarifies the risk management
responsibilities of the board, audit committee and
management.
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The board is responsible for determining and evaluating

the risks it is willing to take to achieve its operational and
strategic objectives. They are also expected to ensure the
establishment and maintenance of effective risk management
and internal control systems. To meet this requirement,
companies should regularly discuss the top risks as part of
the boardroom agenda. The board should determine and
communicate the company'’s risk appetite, or the nature and
extent of risk and uncertainty that the company will knowingly
take in pursuit of its objectives. Boards should also consider
the company’s most significant risks and regularly monitor
how these are being managed.

Management is responsible for designing, implementing and
monitoring risk management and internal control systems.
They should also confirm the effectiveness of these systems
to the board. Management will need to take ownership of risk
management and make sure that the risks identified clearly
match the mitigation controls and assurance activities. They
will also be expected to monitor risks and internal controls on
an ongoing basis, and to report back to the board for formal
evaluation.

The audit committee is already responsible for reviewing
the company'’s financial and internal controls and risk
management. Audit committees will also be expected

to oversee the implementation of the amended code.
Companies should decide on the need for a separate board
risk committee to oversee risk management.

To make sure there is clarity on roles and responsibilities,
companies should adopt the ‘three lines of defence” model
as a guideline. The first line of defence involves management,
which should have primary responsibility for the day-to-day
management of risk. The second line of defence provides
oversight, support, monitoring and reporting of risk, and
includes the finance, risk, compliance, security, quality and
other central functions. The third line of defence includes
IA, and should provide independent assurance over the
effectiveness of the risk management and internal control
systems.

Effective IA development

For listed companies without an |A function, the
recommended best practice in the past was to review the
need for such a practice annually and disclose the outcome

New corporate governance requirements

of this review in the corporate governance report. This is
now a code provision (i.e. subject to ‘comply or explain’). It
has been amended to state that companies should either
have an in-house or an outsourced |A function. The amended
code clarifies that the role of the IA function is to carry out
the analysis and independent appraisal of the adequacy

and effectiveness of risk management and internal control
systems. A group with multiple listed companies may share
the resources of the holding company to carry out the IA
function for the group.

In order to create an effective IA function, companies should
consider the alignment of the function'’s objectives with the
company's objectives, how the practical recommendations
create challenges as well as value, the efficiency of the IA
function's processes, and the adequacy of its resources,
training programmes, staff qualifications, experience and
budget to successfully deliver on its objectives.

The board will be responsible for overseeing the company’s
risk management and internal control systems on an ongoing
basis, rather than as a one-off annual review. Numerous
amendments to the code make it mandatory to disclose in

the Corporate Governance Report whether the company has
complied with the code provisions during the reporting period.

Other practical considerations

The amended code is a positive step towards bringing Hong
Kong corporate governance requirements in line with global
developments. Companies should consider the following
questions when assessing the impact of the code:

* What is the maturity level of our risk management
aspirations? Does the board agree on these aspirations?

¢ |s the oversight of risk and control on the boardroom
agenda?

e |s there clarity between the three lines of defence?

* Are we aware of the top risks? Are we managing them
effectively?

e |s our IA function effective? Does it provide assurance over
the controls in place to manage the top risks?

The Chinese version of this article was published in the ‘Hong
Kong Economic Journal’ on 4 March 2015.

Alva Lee is a director in KPMG's Risk Consulting practice in Hong Kong. She has extensive
corporate governance, risk and control advisory experience, as well as in-depth knowledge

of relevant methodologies. She has led advisory projects that have helped clients establish a
robust governance framework, comply with their regulatory requirements, and improve their
risk management and internal controls.

Karan Kumar is a senior manager in KPMG's Risk Consulting practice in Hong Kong. He has

over 10 years' experience advising clients across Asia, Europe and the Americas on corporate
governance matters, such as developing enterprise risk management frameworks, improving
internal controls and providing internal audit services. Having worked as a risk manager for

a global information solutions, media and publishing business, Karan is also able to bring
practical perspectives.

Alva Lee Karan Kumar
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To buy a copy of this fascinating book and to support SoCO, please contact Ms Sze Lai Shan, SoCO Community
Organiser, on 2713 9165 or by emailing soco@pacific.net.hk.

Jo 1577 PR R % 4 S IS0CO, HHHESoCOBRIMA L, Bk 27139165,
& #: soco@pacific.net.hko
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KPMG China runs away with two prestigious SCB
Marathon awards

n 25 January 2015, 60 teams from KPMG China took part in the Standard Chartered Hong Kong Marathon 2015
(SCB Marathon). Our runners comprised staff from KPMG's Hong Kong, Guangzhou, Macau and Shenzhen offices,
including our Chairman StephenYiu, who participated in the Leaders’ Cup.

At the 2015 SCB Marathon Corporate Challenge awards ceremony held on 24 March 2015, KPMG China was
presented with two prestigious honours for the 10th consecutive year. In addition to winning the ‘Highest Team Participation’
award, the firm was again presented with the "Highest Donation Company’ award. KPMG China's runners and donors
contributed over HKD 265,000 of the HKD 7.6 million raised for three deserving charities — Seeing is Believing (ORBIS), The
Hong Kong Anti-Cancer Society and the Hong Kong Paralympic Committee & Sports Association for the Physically Disabled.

We hope to continue this winning trend at the 2016 SCB Marathon, which will mark the 20th anniversary of this well-
respected race.
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‘Leaders of our Community’ LuncheonTalk Series
featuring Professor Arthur K C Li, GBS, JP

ell-respected surgeon and current member of the Executive Council of the Hong Kong SAR, Professor Arthur
K C Li, was the guest speaker at KPMG China’s ‘Leaders of our Community’ luncheon talk held on 21 January
at the Hong Kong Bankers Club. Many C-level executives attended the luncheon to hear Professor Li's views
on the topic ‘What sort of government do we want?".
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INED Forum

he latest in our series of Independent Non-Executive Director Forums took place at the Hong Kong Bankers Club on
16 March, attracting numerous board members and C-level executives. This session focused on issues relating to
corporate governance, and provided updates on business, regulatory and accounting matters.
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>andy Begbie, Chief Operating C - Standar«

-

©R20ISIKRIVICRSSORGIKORGINaSShIpERcaEMbERHIORNSKRIVIGIEVOrRoNndEpERcE AR MDERIFMSISIISIEENMIERN< P VG International Cooperative ("KPMG International”)
a Swiss entity. All rights reserved



# 352015404 F
B HBED

The second luncheon, held on 26 February, featured Charles Li, Chief Executive of Hong Kong Exchanges and Clearing Limited,
who has played an instrumental role in HKEx's major strategic initiatives.
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KPMG China has teamed up with a key client, AlA, and other sponsors for an innovative programme —

AlA Accelerator. The initiative aims to help support and develop high-tech healthcare start-ups in Asia. KPMG
is providing support to budding entrepreneurs through business mentoring, advice on accessing the China
market, and marketing initiatives.

Successful applicants in the health tech and wearable healthcare technology areas began the 12-week
programme in early March, with support from the sponsors — KPMG, Amazon, Microsoft, Hong Kong Science
& Technology Parks and InvestHK. “This is an innovative way for KPMG to partner with one of our key financial
services accounts on meaningful initiatives, while showing our leadership in innovation and healthcare,” said
Egidio Zarrella, Partner and Head of Clients & Innovation at KPMG China. “This partnership continues the
work we've been doing to support start-ups to help build innovation in Asia,” he added.

The initiative follows a range of related alliances, events and programmes organised by KPMG China. This
included last year's Changing Face of Commerce event series, the development of a dedicated High Growth
Technology and Innovation Group in Hong Kong, and the release of a start-up guide, Be a smarter start-up: A
guide to growing your business in Hong Kong. KPMG China was also a key sponsor for StartmeupHK.

We look forward to continuing to nurture the next generation of start-ups in Hong Kong.

Egidio Zarrella

Partner, Head of Clients & Innovation
Hong Kong

T: +852 2847 5197

E: egidio.zarrella@kpmg.com
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Consultation Conclusions on
Risk Management and Internal Control

Are your board and management aware of their new responsibilities?

On 19 December 2014, Hong Kong Exchanges and Clearing Limited (HKEx) published
its Consultation Conclusions on Risk Managementand Internal Control: Review of the
Corporate Governance Code and Corporate Governance Report, which is available on
the HKEx website.

The conclusions impact all HKEx listed companies, and the amended corporate
governance code applies to accounting periods beginning on or after 1 January 2016.
Due to the nature of the requirements, listed companies need to consider these
changes now.

The KPMG China Internal Audit, Risk and Compliance Services team has put together a
two-page summary, HKEx Consultation Conclusions on Risk Management and Internal
Control, with their observations on the potential impact the amended corporate
governance code may have on Hong Kong listed companies. Please take a look at the
checklist to see if your company is prepared for the updated code:

Does the board determine and evaluate the level of risk it is willing to take and has management designed

and implemented appropriate risk management and internal control systems?

If yes: Do you have a structured approach to risk management? Is it effective? Are
risks assessed and mapped to risk mitigating activities/internal controls?

If risk management does not If risk management has become a box ticking exercise, KPMG China can help

seem to be effective: review and improve the approach to risk management.

If there is no structured KPMG China can help with developing a structured approach to risk

approach to risk management: management (this is scalable, from a basic approach to enterprise resource
management).

Does the company have an internal audit (IA) function to review the effectiveness of risk management and

internal control systems?

If yes: Is your IA function effective? Does |IA adopt a risk-based approach? Are there
sufficient and appropriate resources?

If you think IA is not effective or KPMG China can help perform an |A effectiveness review, or provide |A
are not sure: CO-sourcing assistance.

If there is no IA function: KPMG China can provide outsourced IA assistance, or conduct an
assessment to recommend the extent of IA activity.

If you have any questions or would like more information, please contact:

MelissaWu Alva Lee
Partner in charge, Audit Director, Risk Consulting
Hong Kong Hong Kong

T: +852 2826 7103
E: melissa.wu@kpmg.com

T: +852 2143 8764
E: alva.lee@kpmg.com
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About KPMG

KPMG China is part of a global network of professional firms providing Audit, Tax and Advisory services.
KPMG operates in 155 countries and has more than 162,000 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 licence
in mainland China. KPMG China was also the first among the Big Four in mainland China to convert
from a joint venture to a special general partnership, as of 1 August 2012. Additionally, the Hong Kong
office can trace its origins back 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 Chinese member 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, wherever our
client is located.
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