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In the past year, Asian markets have witnessedralewases of dramatic share price declines in
companies where controlling shareholders and diredtad pledged their shares to banks for margin
loans. The practice of pledged shares and margimsitends to be more prevalent in small and mid cap
companies, in which founders and senior executiyeisally hold large stakes and free float is lieit
Sometimes these parties utilize these loans faopat investments unrelated to the company’s bsasine
In a number of instances, pledged shares werebfgreold into the market in order to meet margitisca
resulting in large share price declines, and a¢sinesulting in a change in control of the company.

The disclosure of shares pledged and margin logrdirbctors and major shareholders (“pledgor”) and
by the parties providing the loans (“pledgee”) e @rea where disclosure requirements vary achess t
different jurisdictions in the Asia Pacific regiofhere are no requirements to disclose triggertpoin
where shares pledged can be sold by the lender.

However, all markets are subject to continuouslassce requirements and disclosure of materiatepri
sensitive information. The directors of the compang responsible for determining whether informatio
is price sensitive and then disclose it by makingaanouncement to the relevant stock exchangdeln t
case of pledged shares by directors, this can ogben the share price approaches the trigger point
where lenders can exercise their right to sellghares pledged for margin loans. This may result in
further sell down of the shares by traders andstors.

This paper attempts to address the disclosure rergants in cases where directors and controlling
shareholders have pledged their equity stakesbhghylisted companies as collateral for persdoahs.

If CFA Institute members are interested in thisjsatmatter and would like to provide their inplggse
contact us via email afacentre@cfainstitute.org

Recent Casesin Asia Pacific
The following are summaries of three recent casessia Pacific where the issue of pledged sharés an
margin calls had been widely reported:

Sino-Environment Technology Group (Singapore)*

Sino-Environment Technology Group is listed on 8@X main board. The CEO, Sun Jiangrong, had
secured loans against his entire stake (56.3 p@roenthis information was not disclosed to shateérs
until his loan default was announced in March 204i8.stake was reduced from 56 percent to 6 percent
and the share price fell more than 70 percent thescourse of almost two months, from 29 cents.%o 8
cents (in Singapore currency). The forced salddeal change in control at the company, as bondi®lde
exercised their right to redeem a large outstandory from the company.
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Satyam Computer (India)?

Satyam Computer is an Indian computer outsourcamgpany listed on the BSE and NSE in India, with

ADRs listed on NYSE. B. Ramalinga Raju, 54, wasdhairman of Satyam Computer and founded the
company in 1987. On 16 December 2008, the directib&atyam approved a proposal to buy two related
companies - Maytas Infrastructure and Maytas Ptimgser for US$1.6 billion cash consideration. After

an analyst briefing on the same day, investorsteddauy selling down shares in the US market; Satyam

share price fell 55 percent within a few hours leé announcement. According to filings with the US

SEC, foreign investors owned 52 percent of Satyamfdavlarch 2008. The deal was called off by the
board of directors the next day.

Over the next 10 days, additional bad news drowe ghare price down further. The World Bank
announced it had blacklisted Satyam and bannednt bidding for projects for 8 years. A non-exeeeiti
director and an independent non-executive directoBatyam both resigned. Unknown to investors,
Chairman Raju had pledged his stake in the comgabgut 8.6 percent in September 2008) to secure
funding from a number of banks. Regulations in d@ndit that time did not require making such
disclosures. The lenders began to sell the pledpades to meet margin calls and drove the pricendow
further. As of 6 January 2009, Raju’s stake wasiced to 3.6 percent.

The Satyam scandal took a further twist on 7 JanR@09, when the chairman admitted to falsifying th
company’s accounts and mis-reporting profits argigreed. The company had reported US$1.1 billion
cash in September 2008 but actually only had US&@in at that time. SEBI responded to the Satyam
episode by introducing regulations that requireldisure of pledged shares.

ABC Learning Centres (Australia)®

ABC Learning Centres was the world’s largest clildcservice provider and listed on the ASX. It was
founded by Eddy Groves in 1988 when he openedlId Igarning centre in Brisbane. He then expanded
throughout Australia and by 2008 also had a subatgresence in USA with over 1,000 child learning
centres. At the start of November 2007, the shaiae pvas around A$6.50. In February 2008, ABC
released its half year results and announced aedZpt drop in earnings, due to one-off charges and
seasonal earnings. The CEO, Eddy Groves, ownedili0@mshares at the time, or 4.3 percent. His wife
owned another 3.5 percent stake. One other dirddantin Kemp, held another 10.4 million shareseTh
total shareholdings by directors amount to 50 omillishares or 10.5 percent of shares outstanding.
Institutional shareholders included Temasek witPgercent stake and Lazard Asset Management with
about 11 percent.

In the February 2008 results release, the compksoyamnounced that it has secured a 3 year syedicat
loan facility of A$1.43 billion. However, ABC didat disclose that the loan had a debt covenant that
required minimum shareholders funds of A$2 billidn. order to fund their shares in ABC, some
directors of ABC had also pledged their sharesB€CAo secure margin lending arrangements.

Soon after the February announcement, another agmpdico Finance Group, announced that it had a
market capitalization requirement attached to @&skbdebt, and it had breached this covenant. Rumors
then spread that ABC Learning also had a similéat devenant with a minimum of A$2 billion market
capitalization, and it may have breached this camenOn 27 February 2008, the price of ABC Shares
plunged 43 percent to close at A$2.14, triggerimgish of margin calls on directors’ holdings. Hedge
funds, short sellers and day traders all got ihdct and a massive 157 million shares changedshan
that day. ABC Learning directors were forced to guzé million shares to meet margin calls. The share
were suspended at the end of the day. The compade ran announcement that the directors still
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beneficially owned 21.86 million shares, of whicth gillion were held pursuant to margin lending

arrangements.

ABC Learning went into receivership in August 2008.

Disclosur e requirements for selected jurisdictions

The following table summarizes the various disctesules across different jurisdictions:

Disclosure Rulesin Different Jurisdictions

Jurisdiction

Disclosure Requirements

SEC (US)

Under section 229.403

e Security ownership of management. Disclose shares beneficial
owned by all directors. Show the total number of shares loebfi
owned. Also calculate the percent of the class so owneisifiliove 1
per cent. Indicate the amount of shares that are pledged as secur

¢ Changesin control. Describe any arrangements, including any ple
by any person of securities of the registrant or any gbatents, the
operation of which may at a subsequent date result in a char
control of the registrant

Main Market, London Stock
Exchange (UK)

Under the Model Code

¢ Prohibits dealings in company’s shares by directors arer girsons
discharging managerial responsibility (“PDMR”) during closequi
(i.e. periods leading up to financial reporting) and otiraes when
they have inside information

« Director must get prior clearance from chairman or other desigt
director regarding share pledge

Under Disclosure and Transparency Rules (‘DR

« Director or PDMR must disclose transactions in company’seshiar,
own account

e On 9 January 2009, the Financial Services Authority (“FS
confirmed that PDMRs must notify companies of transact
conducted on their own account such as pledges on Shares

¢ Company must inform the market (no later than end of busiday
following receipt of information by company)

* FSA gave companies until 23 January 2009 to comply withrthie.
No retroactive actions in respect of past failure to distlose

ty
dge

ge in

nated

An)
ons

Alternative Investment Market,
London Stock Exchange (UK)

Under AIM ruleg

« Director must not enter into a share pledge during close period

« Director must disclose to the company details of share pledgeba
company must then disclose to the market

=

ASX (Australia)

Under listing rule 3.1- Continuing Qgitions®
« Disclose information that a reasonable person would expect &

av

material effect on value of shares
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« Listed entities must disclose the existence of any finance arranggm

that may be in place in relation to directors’ shareholdiags rhargin
loans)

« Disclose key terms of finance arrangements — not specified but can

include number of securities involved, trigger points, trighlender to
sell unilaterally, etc.

HKEX (HK)

SFO (HK)

Under listing rule 13.17 — Continuing Obligatichs
« Disclose if controlling shareholdér(30 percent or greater stake) |
pledged shares to secure debts or guarantees of issuer. Mlostadis
0 Number and class of shares being pledged
0 Amount of debts, guarantees or other support for wkheh
pledge is made
0 Any other details that are considered necessary fo
understanding of the arrangements

Under part X\®
« Disclose interests of 5 percent or greater in shares of a déistedany,
including security interests
» Disclosure exemption if security interest held with qualifiedders
(eg. banks or licensed brokers)
e Qualified lender must make disclosure when
0 It becomes entitled to exercise voting rights in respect o
security interest as a result of a default; or
0 The power of sale becomes exercisable and it offers the s
for sale

SGX (Singapore)

No specific rules under SGX listing rules or Securitiesfutdres Act

SEBI (India)

Under SEBI Takeover Code regulation 8A (in effectn 28 January

2009)*

« Promoter must disclose to company details of shares pleddfeid Wi
working days

« Company must disclose to stock exchange if shares pledged e
25,000 shares or 1 percent of the total shareholding mrgvoghts of
the company, whichever is lower, on a quarterly basis.

as

an

the

hares

ceeds
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Summary of disclosure standards

The current disclosure requirements in Asia Paelfecsummarized below:

1.

No specific regulations but companies are requiredlisclose if information deemed to be
material and price sensitive under continuous dfsgle requirements. This is the case in
Australia. Under this scenario directors have tbgponsibility to decide if the information is
material and needs to be disclosed to investorsy Will then have to make an announcement to
the stock exchange.

Specific regulations but only for controlling shiaoéders. This is the case in Hong Kong where
controlling shareholders with an interest of atsted0 percent are required to disclose when
shares are pledged to secure debts or guarantegésisDinclude the amount of debt against
which the pledge is made, the number of sharesgpttdand information regarding debt
arrangements.

Share pledgees (i.e. the institutions providinglttaas) are required to make disclosure regarding
their exercise of voting rights or power of sal@mpoan default. This is the case in Hong Kong.
Specific regulations for promoters that are “eveased”, i.e. at time of pledge; and periodic
disclosures. This is required in India and theghodd is 25,000 shares or 1 percent of the total
outstanding shares issued, whichever is lower. égmpe information is also released on a
quarterly basis.

There are no specific rules requiring the disclesof trigger points for margin loans in any
jurisdiction.

Requirements in USA are stricter than what is jcadtin Asia. They require all directors to
disclose details of shares owned, and number sésh@edged.

Recommendations and Policy Consider ations

1.

The Centre believes that continuous obligationseutidting rules that require the directors to

make a judgment call is inadequate given the nurabemall and medium sized companies in
APAC that undertake the practice of share pledgesobns. These companies typically have a
controlling shareholder who will decide when théoimation should be made known to the

market. Secondly, as seen in a number of casaastralia in 2008, the issue becomes material
not when share prices are going up but rather vithey plummet. As share prices reach trigger
points, directors will have to disclose relevaribimation to investors which will drive the share

prices down even further. Therefore, there shoeldecific regulations that require disclosure
of share pledges at the time the shares were gledgeon an event basis.

The Centre recommends that there should be spewfialations in the listing rules for
controlling shareholders and directors to discldséails of the shares pledged on an “event
basis”. This will at least allow investors to makéormed decisions and price in risk. In India,
the threshold for such disclosure is 1 percentsg@@ shares; whichever is lower. In Hong Kong
disclosure only applies to a controlling sharehiolde controlling shareholder is one with 30
percent or greater voting power at a general mgetinsomeone who is in a position to control
the composition of majority of the board of dirasto

The threshold for disclosure should consider thewarhof shares pledged against the total issued
shares of that class. Below are some examples.
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i.  Adirector who owns 30 percent of the total shaldihgs and pledges 100 percent of his
shares would be considered material informationaforinvestor as the director has 30
percent of issued capital at risk.

ii. A director who owns 30 per cent and pledges 10gperof his shares, effective has only
3 per cent of issued capital at risk.

iii. A director who owns 3 percent and pledges 100 pémfehis shares will also have only
3 percent of the issued share capital at risk.

Therefore the threshold should be based on the euoflshares pledged as a percentage of the
total issued shares. The information should thelude number of shares pledged and number of
shares pledged as a percentage of total issuethicaffie Centre recommends a threshold of
between 3 — 5 percent

In addition there should also be disclosure of ahmunt of shares owned by the shareholder,
director or controlling shareholder, and percentigshares owned to total issued capital. Most
jurisdictions would however already have a requeetrio disclose shareholdings above a certain
percentage; in Hong Kong and Singapore it is Sqrérc

We believe that a threshold of 1 percent might berous and burdensome for companies to
comply with, and investors might not consider ttas information would have a significant
impact on share price even if it reaches the triggént.

3. More detailed information such as trigger pointsrf@rgin calls is important yet controversial.
Certain traders and hedge funds might make uslkeeoihformation at times of depressed market
conditions and deliberately force the share prib@sn to trigger margin calls and benefit from
the decline in prices. The Centre proposes agdaiisstosing trigger points as part of shares
pledge disclosure requirements. However, underimamiis disclosure requirements, the board of
directors of the company will have to make a judgmeall under “material price sensitive
information” and make an announcement as the givares reach the trigger point and one of the
directors has a substantial shareholding.

4. There are also default covenants and other relémformation to disclose that is being debated.
The case of ABC Learning is a good example. In H&umg, controlling shareholders are
required to disclose the amount of debts and gteearfor which the pledge is made. The CFA
Centre does not have a prescriptive view of whditehal information needs to be disclosed as
part of regulatory requirements. This will haveb®tailored to each market and CFA Centre will
in cooperation with local societies determine wikappropriate in each jurisdiction. Companies
should however, voluntarily disclose default covesaand other information that would be
relevant to investors.
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