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New guidance released on how to prepare and
 present a business review under the new
 Companies Ordinance – who does it apply to
 and what does it say?
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As you may be aware, starting from 2015 year-ends, all Hong Kong
 incorporated companies will be required under the new Hong Kong
 Companies Ordinance (CO) to include a business review as part of
 their directors’ report, unless exempt. We also expect the Listing
 Rules to be updated to extend the reach of this new requirement to
 overseas incorporated companies listed on the Hong Kong Stock
 Exchange.

This edition of Financial Reporting Update focuses on the question
 of which companies are required to prepare a business review and
 how to gain exemption. It is important to start thinking about this
 issue now, as gaining exemption under the CO may require you to
 take action well in advance of the year end.

We also introduce the guidance on preparing and presenting a
 business review recently issued by the HKICPA, and highlight some
 aspects that listed companies should be aware of.

Which companies are required to prepare a
 business review?

All companies incorporated in Hong Kong will be required under section
 388 of the new CO to include a business review in their directors’ report
 unless they are specifically exempt. This new requirement applies to
 financial years beginning on or after 3 March 2014 (the commencement
 date of the new Ordinance). This means that the first companies to be
 affected will be those with a March year end, starting from March 2015.

This may seem a long way off.  However, it is not when you bear in mind
 that companies need to determine, 6 months before their financial year-
end, whether they could be exempted from the requirement, i.e. before 30
 September 2014 for companies with a 31 March 2015 year-end.
 Therefore, if you have a March year-end and you want to take advantage
 of the exemption, there may be some actions that need to be taken and
 decisions to be documented in the next 2 months.

Which companies are exempt from preparing a
 business review?
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According to section 388(3) of the CO, there are 3 categories of
 companies which are exempt from preparing a business review. These
 are as follows:

1) wholly owned subsidiaries;

2) companies which fall under the “reporting exemption”; and

3) private companies1 whose shareholders have passed a special
 resolution exempting the company.

Wholly owned subsidiaries are defined in section 357(3) – the
 ownership can be direct or indirect and the parent can be incorporated
 in or outside Hong Kong. These companies are automatically exempt.

So far as the reporting exemption is concerned, a company would be
 exempt from preparing a business review if it can answer “yes” to any

one of the following questions2:

· Does the company currently report under the simplified reporting
regime and does it plan to continue to do so (“Section 141D”

companies3)? or

· Is the company a company limited by guarantee (or a group of
such companies) with annual revenue of not more than $25 million
(“small” guarantee companies or groups)? or

· Is the company a private company (or group of private companies)
and meets at least 2 out of 3 size tests of not more than $100
million annual revenue, $100 million total assets and 100
employees (“small” private companies or groups)? or

· Is the company a larger “eligible” private company (or group of
larger “eligible” private companies) that has decided to follow the
simplified reporting regime in their financial statements for periods
ending on or after 31 March 2015 and has already taken steps to

meet the tough shareholder approval requirements4?

If a company cannot say yes to any of the above and the directors do
 not wish to prepare a business review, then they will need to approach
 the shareholders for approval under section 388(3)(c). This approval
 can only be given by the shareholders of a private company  and it
 needs to be in the form of a special resolution.

A special resolution is defined in section 564 of the CO as being a
 resolution of the members passed by at least 75% majority vote.
 Section 388(4) of the CO adds the additional condition that the
 resolution for the purposes of the exemption from preparing a business
 review must be passed at least 6 months before the end of the
 financial year to which the directors’ report relates.

So, for the purposes of establishing exemption from the very first year
 that the new requirements are effective, the following are the dates to
 watch:

First year end for preparing
 a business review if not
 exempt

Deadline for obtaining special
 resolution granting exemption
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Year end 31 March 2015 Obtain by 30 September 2014

Year end 30 June 2015 Obtain by 31 December 2014

Year end 30 September 2015 Obtain by 31 March 2015

Year end 31 December 2015 Obtain by 30 June 2015
This restriction makes planning ahead essential. However, section
 388(4) also helps directors by indicating that:

· the resolution can be passed for an indefinite numbers of years i.e.
it can be passed in relation to the financial year and every
subsequent financial year until revoked; and

· it can only be revoked by a special resolution.

This means that once this special resolution is in place in time for the
 2015 year ends, there is no need to repeat the exercise in future years.

The requirements for companies that are not
 exempted

The new business review required by the CO to be included in the
 directors’ report is intended to provide useful information to
 shareholders about the development, performance and position of a
 company’s business.  This should be an analytical and forward looking
 review of the company by the directors, which goes beyond the factual
 statement of the principal activities of the company required under the
 old Companies Ordinance (and still required under section 390(1)(b) of
 the new CO).

If the company is a holding company and required to prepare
 consolidated financial statements, then the business review to be
 included in the directors’ report should be a consolidated review
 covering the business of the whole group.

The legislation does not include a detailed list of disclosure
 requirements.  It simply includes some minimum (principles-based)
 requirements that are set out in paragraphs 1 and 2 of Schedule 5.

Paragraph 1 of Schedule 5 requires that the business review consists of
 the following 4 components:

Paragraph 2 of Schedule 5 states that the business review must
 include the following information “to the extent necessary for an
 understanding of the development, performance or position of the
 company’s [group’s] business”:

· an analysis using financial key performance indicators (KPIs);

· a discussion on:

o the company’s (group’s) environmental policies and



 performance; and

o the company’s (group’s) compliance with the relevant laws and
 regulations that have a significant impact on the company (or
 group); and

· an account of the company’s (group’s) key relationships with its
employees, customers and suppliers, and others that have a
significant impact on the company (or group) and on which the
company’s (group’s) success depends.

The legislation also allows a company not to disclose any information
 about “impending developments or matters in the course of
 negotiation”, if such disclosure would, in the directors’ opinion, be
 “seriously prejudicial” to the company’s (or group’s) interests.

Given the limited requirements set out in legislation, directors are free
 to decide on a format and level of information that would make most
 sense in the company’s circumstances.

However, presenting an informative and balanced end product may be
 quite challenging with limited guidance and examples available.  This
 is where the newly released Accounting Bulletin 5 Guidance for the
 Preparation and Presentation of a Business Review under the
 Hong Kong Companies Ordinance Cap.622 (“AB 5”) could be
 useful.

Guidance provided in Accounting Bulletin 5 (AB
 5)

AB 5 was developed by the HKICPA at the invitation of the Companies
 Registry and was published at the end of last month. It is intended to
 assist entities in preparing and presenting a business review that complies
 with the requirements of Schedule 5 and that provides useful information
 for members of the company. 

The guidance provided in AB 5 is structured as follows:

Guiding principles for the
 preparation of a business
 review and guidance on how
 to interpret the principles

Under the guiding principles a
 business review should:
a) set out an analysis of the

 business through the eyes
 of the board of directors;

b) be consistent with the scope
 of the financial statements;

c) complement as well as
 supplement the financial
 statements, in order to
 enhance the overall
 corporate disclosure;

d) be understandable; and
e) be balanced and neutral,

 dealing even-handedly with
 both good and bad aspects.

A more detailed framework
 around the requirements in
 the legislation described
 above

AB 5 does not introduce new
 requirements. However, it details
 specific matters that directors
 should consider when preparing
 and presenting a business review
 in order to ensure that the review



 complies with the requirements in
 Schedule 5.

Implementation guidance Suggestions and illustrations of
 financial KPIs, non-financial KPIs
 and other quantified data
 measures which directors may
 wish to include in the business
 review in order to enhance the
 usefulness of the review.

Further detail on AB 5, including practical considerations in preparing
 the company’s first business review, can be found in KPMG’s New
 Hong Kong Companies Ordinance Briefing Note 2 – What’s new for
 directors’ reports?.

Additional aspects for listed entities to note

Amendments to the listing rules and other guidance

Listed companies are already required to prepare a management
 discussion and analysis (MD&A) in accordance with Appendix 16 to the
 Listing Rules. Many of the requirements in the listing rules in this regard
 could be said to overlap with Schedule 5.

However, currently there is a lack of clarity over the following issues:

· the extent to which in future Hong Kong incorporated listed issuers
can meet the requirements of the Listing Rules and the requirements
of Schedule 5 by providing a single MD&A; and

· the extent to which overseas incorporated listed entities will need to
comply with the same level of disclosure as Hong Kong incorporated
listed companies.

We expect that in the near future the Stock Exchange will issue proposals
 and guidance to address these issues. In the meantime, it would be safe
 to assume that:

· although issuers will probably be able to streamline their disclosures
to satisfy both sets of requirements, companies may still need to
provide more extensive discussion and analysis in the future,
compared to their current practice, especially if they do not currently
comply with the “recommended additional disclosures” set out in
paragraph 52 of Appendix 16 or if their current MD&A is only
backwards-looking; and

· under the “level playing field” principle, overseas incorporated listed
issuers will need to take notice of Schedule 5 as from 2015 and, as a
minimum, prepare a business review in the same way as Hong Kong
incorporated listed issuers will be required to do, including
consideration of the guidance in AB 5.

Comparing the new Companies Ordinance and Inside
 Information Disclosure safe harbours

As mentioned above, Schedule 5 of the new Companies Ordinance allows
 a company not to disclose any information about “impending
 developments or matters in the course of negotiation”, if such disclosure
 would, in the directors’ opinion, be “seriously prejudicial” to the company’s
 (or group’s) interests.



The safe harbours set out in Section 307D of the Securities and Futures
 Ordinance (Cap. 571) which permit a company to withhold disclosure of
 inside information under specified circumstances, have a similar
 objective. However, Section 307D sets out more detailed requirements. It
 is not yet clear how these two pieces of legislation will work together in
 practice. Therefore we advise companies to obtain legal advice in this
 regard.

______________________________________________________

1 Private companies are defined in section 11 of the CO
2 Further guidance on the reporting exemption can be found in

 KPMG’s New Hong Kong Companies Ordinance Briefing Note 4 –
 Non-public company reporting exemption: impacts on directors’
 reports and financial statements, a link to which can be found at the
 start of this bulletin

3 These are private companies which have no subsidiaries and are
 not a subsidiary of another company, and only if 100% of the
 shareholders agree in writing each year that this company can
 produce simplified financial statements. “Section 141D” is the
 section in the predecessor CO (Cap. 32) which permits these
 companies to do simplified reporting. If they continue to meet these
 conditions, then they continue to be able to adopt simplified
 reporting by being eligible for the reporting exemption under section
 359(1)(b) of the new CO

4 Larger “eligible” companies are companies that meet at least 2 out
 of 3 size tests of not more than $200 million annual revenue, $200
 million total assets and 100 employees; and that have obtained
 sufficient shareholder approval from at least 75% of all the
 members with none objecting. This is a much tougher shareholder
 approval test than passing a special resolution and therefore we do
 not expect it to be common that private companies, other than
 wholly owned companies, will go down this route for the purposes of
 adopting simplified financial reporting, especially in time for 2015.

If you are interested to find out more, or to follow these
 developments, please visit our external website page at
 http://www.kpmg.com/cn/hk-companies-ordinance. We would
 also encourage you to talk with your KPMG contact about any
 particular areas of interest or concern or to let them know if
 there are any aspects of your implementation plan where we
 can help.
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