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RE: EMPLOYEE STOCK OWNERSHIP PLAN:
AN OVERVIEW FROM PRC LAW PERSPECTIVE

Employee Stock Ownership Plan (“ESOP”) refers to a stock-based remuneration
incentive program adopted by a company for its directors, supervisors, senior
management personnel and/or other employees on the basis of the company’s
medium-and-long term performance. Nowadays, ESOP has become a critical part of
the modern remuneration and welfare mechanism.

Formulating and implementing an ESOP is a comprehensive project involving several
factors. For a successful and satisfactory ESOP,; it needs not onlyto comply with
various requirements under applicable laws and regulations, but also to balance such
key factors as its purpose, validity term, conditions for exercise and target grantees
that affecting its implementation costs and effects. Based on the surveys conducted
by PricewaterhouseCoopers (or PwC) in the recent years on ESOPs adopted by PRC
(solely for the purpose of this memorandum, excluding Hong Kong SAR, Macau SAR
and Taiwan) companies and our related deal experiences, legal
restrictions/requirements and tax burdens constitute the key concerns of the PRC
companies when formulating ESOPs.  For your general reference, we have prepared
this memorandum to provide a general introduction of applicable PRC laws and
practices® on the adoption and implementation of ESOPs by onshore listed and
unlisted companies as well as offshore listed companies.?

I. General Introduction of ESOPs

Multiple factors are needed to be considered when formulating and implementing
ESOPs. Key factors of all kinds of ESOPs are generally the same while the
details are of course subject to the companies’ listing venue, business scale,
development phase and etc. (compared with the unlisted companies, listed
companies are subject to more restrictions as for as ESOPs are concerned). Set
forth below is a summary of the key factors of a typical ESOP:

« _ Incentive tools: a variety of incentive tools could be adopted for ESOPs,
which include without limitation, stock options, stock appreciation rights
(“SARs”), restricted stocks, performance shares, and phantom stocks.

« Target grantees: normally include directors, senior and middle-level
management personnel, key technical engineers, business personnel and/or
other employees.

o Source of stocks: shares transferred by existing shareholders,
redeemed/repurchased by the company from existing shareholders, or new
shares issued by the company.

« Size of the stock/option pool: normally in the range from 5% to 20% of a
company’s total capital stock depending on the company’s development stage,
business scale, shareholding structure and etc.

! “Please note that this memorandum is not intended to introduce and/or analyze any

accounting or tax related issues with respect to ESOPs.  On such topics, please consult
relevant accounting or tax experts if needed.

2 ESOPs of offshore listed companies discussed in this memorandum only include the
ESOPs that are adopted by the companies incorporated and listed out of China and offered (or
will be offered) to such companies’ PRC employees or the employees of their PRC affiliates.



« Conditions for exercise: including, among others, company performance
target, grantees’ performance levels and market conditions.

From the legislation perspective,® PRC government authorities regulate ESOPs
mainly from the following aspects: (i) for companies incorporated and listed
domestically, the provisions promulgated by CSRC and the State-Owned Assets
Supervision and Administration Commission (“SASAC”) applicable to ESOPs of
domestic listed companies (including SOEs) shall be primarily referred to; (ii) for
domestic unlisted companies, since no specific regulatory requirement is-provided
by PRC laws, compliance with the basic requirements set out-inthe PRC
Company Law would be required; (iii) for companies incorporated and listed
overseas, foreign exchange (or Forex) related regulations issued by the State
Administration of Foreign Exchange (“SAFE”) with respect to the participations
by Chinese individuals in ESOPs of the offshore listed companies are running the
show; and (iv) for offshore unlisted companies, theoretically speaking, Chinese
individuals are unable to participate in their ESOPs due to the absence of detailed
rules on Forex registration procedures applicable to this case.

I1. ESOPs of Domestic Companies
1. ESOPs of Domestically Listed Companies

As a dividing line in the history of PRC ESOP legislation and practices, CSRC
launched the reform of non-tradable shares of listed companies in 2005 and
issued the Trial Measures for Administration of Equity Incentives of Listed
Companies (the “Administrative Measures”, which is the first legislation
specially governing ESOPs in China) in December of the same year. = Before
then, ESOPs adopted by domestic listed companies were in their early
exploratory stages, featured with employee stock purchase plans, management
buy-out programs, and etc., of which the policy bases are ambiguous and far from
streamlined, and the companies concerned are mainly SOEs.

The promulgation of the Administrative Measures, the revisions of the Company
Law and the Securities Law, as well as the completion of the reform of
non-tradable shares of listed companies, have not only provided systematic legal
basis for implementing ESOPs by domestic listed companies, but also eliminate
trading barriers for the stocks concerned. CSRC issued Memorandums #1, #2
and #3 on Issues Concerning the Equity Incentives (the “Memorandums”) in
2008 with a view to provide further guidelines on ESOPs of domestic listed
companies. Meanwhile, corresponding rules on the administration of
state-owned assets, taxation and financials that are associated with ESOPs were
released one after another, which all together helped ESOPs of domestic listed
companies to step into a rapid development phase ever since. According to
statistics quoted from Securities Times’ website, as of September of 2012, 433
ESOPs have been adopted by 379 PRC domestic listed companies, among which,
268 ESOPs have already been implemented.

ESOPs of domestic listed companies are primarily revolving around the
Administrative Measures and three Memorandums, which regulate the key
factors and implementing procedures of such ESOPs with an aim to protect the
interests of medium and small investors and maintain the stability of capital
market.

(a) Restrictions on Key Factors

® As mentioned above, laws and regulations governing the accounting and taxation aspects

of ESOPs are not intended to be covered under this memorandum. Please consult relevant
experts for such matters if needed.



According to the Administrative Measures, ESOPs refer to the long-term
stock-based incentives granted by listed companies to their directors, senior
management personnel and other employees V|a such incentive tools as
restricted stocks, stock options or others means” as permitted by applicable

laws and regulatlons

Set forth below is a brief summary of the major

requirements/restrictions with respect to the key factors of a qualified ESOP
under the Administrative Measures and three associated Memorandums:

Factors Major Requirements/Restrictions

for the company

Qualifications » A listed company is not permitted to implement

ESOPs upon the occurrence of any of the followings:

o registered certified public accountants have
issued adverse opinions or refuse to issue relevant
opinions on its financial and accounting report for
the preceding fiscal year;

« it has been punished or penalized by CSRC due
to serious violation of laws and regulations
during the preceding year; or

« other circumstances prescribed by CSRC.

Permitted grantee | » Directors, senior management personnel, key

technical engineers and/or other employees
(excluding independent directors and

supervisors), provided, however, that the potential
grantees shall not (i) have been condemned publicly
or announced as an unqualified candidate by the
relevant stock exchange during the past three years;
(ii) have been given administrative penalties by
CSRC due to material violation of the laws and
regulations during the past three years; or (iii) be the
person unqualified to hold the positions of director,
supervisor or senior management personnel pursuant
to the Company law.

Incentive tools » Restricted stocks, stock options and other tools

* Administrative Measures and three associated Memorandums only set out detailed
guidance on two specific incentive tools (i.e., restricted stocks and stock options) in terms of
exercise price, validity and vesting period, and etc. \We understand that due to the absence of
detailed implementing rules, if a domestic listed company proposes to adopt incentive tools
other than restricted stocks and stock options for its ESOP, PRC regulatory authorities will
review such ESOP on a case-by-case basis by reference to the provisions applicable to

restricted stocks and stock options.

“Restricted stocks” refer to the stocks granted by:a company. to the target grantees on certain
pre-determined conditions, and the grantees may not sell out such stocks for profit unless and
until the years of their service or performance meets the conditions as set forth in ESOPs.
The time period-during which the granted stocks could be sold by the grantees is called

unlocking-period.

“Stock options” refer to the right granted to the target grantees to purchase a certain amount of
stocks of the granting company within a specified time period in the future at a
pre-determined price and under pre-determined conditions. The purchase of the stocks
concerned by the grantees according to the stock options granted is defined as exercise.
During the specified period of time (which is referred to as exercising period), the grantees
may elect to either purchase the stocks concerned at the pre-determined price, or waive such
purchase right at their sole discretions.
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Factors

Major Requirements/Restrictions

permitted by applicable laws and regulations.

Source of stocks

>

Stocks purchased from existing shareholders by the
company or those newly issued through private
placement (in practice, most listed companies
elected the latter approach).’

Source of fund

Listed companies are forbidden from funding the
grantees for participating in ESOPSs or providing
other financial aids (including, among others,
providing guarantees for the grantees).

Size of the
stock/option pool

The size of the stock/option pool of a list company
shall be limited to 10% of its total issued shares, in
which the stocks purchased by the company from its
existing shareholders shall not exceed 5% and shall
be awarded to the target grantees within 1 year.
Unless approved by a special resolution of the
general shareholders meeting, the aggregate stocks
granted to a single grantee shall not exceed 1% of the
total shares of the company.

Exercise criteria

The companies’ business and financial performance
shall be taken into account when evaluating the
exercise criteria, and as a principle, the performance
indicator (such as earnings per share, rate of return
on the net assets, growth rate of net profits and etc.)
shall not'be worse than the previous record. In
addition, it is-encouraged that listed companies adopt
both market value indicator and industry
comparative indicators.

Granting/Exercise
price

For restricted stocks: if the underlying stocks come
from private placement, the price offered to the
grantees shall be consistent with the pricing
requirement applicable to private placement (i.e., the
price shall not be lower than 50% of the average
price of the company’s stocks during the 20 trading
days immediately prior to the pricing date); if the
underlying stocks come from shares repurchased
from the existing shareholders in the market, there is
no specific restrictions on the pricing.

For stock options: exercise price shall not be fower
than the higher of the followings: (i) the closing
price of the underlying stocks on the trading day
immediately prior to the publication date of the
ESOP abstract; and (ii) the average of the closing
prices of the underlying stocks during the 30 trading
days immediately prior to the publication date of the

5

Pursuant to the Memorandum #2, existing shareholders of a listed company shall not grant

(or transfer) stocks to the grantees directly for the purpose of implementing the company’s
ESOP. If the stocks to be granted under an ESOP will come from those held by the existing
shareholders of the granting company, the existing shareholders should first transfer such
stocks to the granting company for free or at a pre-agreed price before the company grants the

same to the grantees.
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Factors Major Requirements/Restrictions

ESOP abstract.

Statutory lock-up | »
period for stocks
involved

It the underlying stocks come from private
placement, such stocks should not be transferred
within 36 months if the grantee is the controlling
shareholder or 12 months otherwise.

If the underlying stocks are purchased by the
company-from shareholders through secondary
market; except for the lock-up period provided under
the PRC Company Law applicable to the directors
and senior management personnel, there is no other
specific restriction.

Validity period >

>

For stock options: the time period from the granting
date to the expiry date of the exercising period shall
not exceed 10 years (which is typically around 4-6
years in practice), and the vesting period shall not be
less than 1 year.

For restricted stocks: N/A.

When it comes to the domestically listed SOEs, the proposed ESOPs shall
be additionally subject to the Trial Measures for the Implementation of
Equity Incentives by State-holding Listed Companies (Domestic) and other
laws and regulations governing the supervision-and administration of
state-owned assets (which provide stricter requirements in terms of the
granting companies’ qualifications, size of the stock/option pool, target
grantees, and indicators for exercise, with a view to effectively supervise the
state-owned assets and prevent any loss thereof). To be more focused, we
will not discuss in details any restrictive provisions particularly applicable to
listed SOEs in this memorandum.

(b) Approval Procedures

ESOP of a domestic listed company should firstly be approved by its board
of directors (including independent director’s opinion) and filed with the
local CSRC office. If local CSRC office does not raise any objection to the
filed ESOP within 20 working days, the ESOP then could be submitted to the
general shareholders meeting of the listed company for final approval.
Additionally, listed companies shall fulfill relevant information disclosure
obligations with respect to their adoption and implementation of ESOPSs.

Set forth below is a summary of the primary internal and-external approvals
necessary for the adoption of ESOP.by a domestic listed company:
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2.

Remuneration Review by board of Approve File with the local

committee prepare directors CSRC office
the draft ESOP

No objections within
20 working days

Settlement and registration with Approval of general
securities depository and <——— shareholders meeting (2/3
clearing agency affirmative votes are required)

In addition to the above-mentioned approval procedures, a listed SOE shall
also submit the draft ESOP to competent SASAC offices for their review
after the same has been approved by its board of directors and before it is
submitted to local CSRC office. Moreover, after the ESOPs are officially
adopted by the listed SOEs, the shareholders holding the state-owned shares
shall report the progress of the implementation and annual exercise of such
ESOPs to the competent SASAC offices periodically.

ESOPs of Unlisted Domestic Companies

PRC laws do not set out any specific provisions governing ESOPs adopted or to
be adopted by unlisted domestic companies for the time being.  Generally
speaking, ESOPs of unlisted domestic companies only need to comply with such
basic requirements under the PRC Company Law with respect to equity/share
transfer and/or capital increase as well as the companies’ internal approval
procedures.

Note that if a domestic unlisted company intends to go public within the validity
period of its ESOP, it will need to make sure that the adoption and
implementation of an ESOP would not have any adverse impact on its proposed
IPO schedule. Based on the prevailing practices, the following aspects are
specifically noteworthy for pre-1IPO companies to formulate their ESOPs:

(@) All rights granted under an ESOP should either have been exercised off or
terminated prior to submission of an IPO application. As one of the basic
IPO requirements, the issuer shall have a clear-cut and stable shareholding
structure and there exists no factor that may cause defect to the ownership of
stocks held by the controlling shareholders and/or any person controlled by
the controlling shareholders. Therefore, as a general principle, CSRC
requires pre-IPO companies to accomplish or to terminate their existing
ESOPs before submitting IPO applications. = After being listed, the
companies may adopt new ESOPs in accordance with the laws and
regulations introduced under Section H.2 above.

(b) The adopted ESOP should comply with all applicable laws and regulations,
the company’s articles of association and other internal rules in all material
aspects (including, without limitation, all necessary internal and external
approvals have been obtained; there is no nominal shareholding arrangement
and the source of fund for purchasing shares under the ESOP is legitimate).

(c) The source of stocks for ESOPs should abide by relevant laws and

regulations. In principle, a domestic unlisted company is prohibited from
purchasing stocks from its existing shareholders for implementing an ESOP,
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(d)

(€)

()

unless it is a joint stock company and the following requirements are
satisfied: (i) the purchase has been approved by its general shareholders
meeting with more than 2/3 affirmative votes; (ii) the aggregate number of
stocks so purchased shall not exceed 5% of its total shares; and (iii) the fund
for the purchase should stem from the companies’ after-tax profits and the
underlying stocks should be awarded to eligible employees within one year.

The interests of both the pre-1IPO companies and the target grantees will
need to be well balanced when structuring stock holding plans. Unlike
ESOPs of listed companies, under which the underlying stocks are typically
held by the grantees directly, a pre-IPO company may choose to have the
underlying stocks held by the employees directly or indirectly through
special purpose entities by taking into .consideration such factors as the tax
burdens to the employees, stability of the company’s direct shareholding
structure as well as the potential impact of such stock holding structure to
the company’s 1PO plan.

It is noteworthy that the aggregate number of shareholders of a pre-IPO joint
stock company (including all employees holding shares through an ESOP,
regardless whether they hold such shares directly or through a special
purpose entity) shall not exceed 200.

Granting/exercise price should not invite adverse impact to the companies’
financial data or performance within the IPO report period. According to
CSRC'’s interpretations and requirements, in practice, for companies
intending to list on the Main Board or the SME Board, if the considerations
paid by employees for shares under ESOPs are significantly lower than such
shares’ fair market value, the price difference shall be booked as the current
management costs of the company: in accordance with the accounting
standards for share-based payments (“Standards for Share-Based Payments”).
As a result,/a company'’s financial performance during the IPO report period
will most probably be adversely affected if its ESOP is adopted and/or
implemented during such period. Thus it is suggested that the pre-1PO
companies take into full considerations the potential influences of
application of the Standards for Share-Based Payments on its financial data
when formulating and implementing ESOPs during its IPO report period.

ESOPs of unlisted SOEs are subject to special restrictions and requirements
(which including but not limited to that an ESOP should not enable the
management personnel of a pre-IPO SOE to become the controlling
shareholders of such SOE or to hold shares of the group companies engaged
in sideline businesses). On the approval procedures, SOEs shall obtain
approvals from competent SASAC offices on their proposed ESOPs before
going through internal approval process.

PRC Laws and Regulations on ESOPs of Offshore Companies

PRC domestic individuals participating in ESOPs of offshore companies are
mainly subject to laws and regulations on foreign exchange and taxation (as
mentioned above, to be more focused, taxation matters concerning ESOPs will
not be discussed herein).

(@)

Foreign Exchange Registration

According to applicable PRC laws and regulations and prevailing practices,
holding stocks of offshore companies and/or obtaining incomes through
participation in ESOPs of offshore companies by Chinese individuals is a
type of out-bound investments, which should subject such individuals to
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(b)

relevant foreign exchange registration requirements.

According to the Circular on Foreign Exchange Administration of Domestic
Individual Participating in Foreign Listed Companies’ Share Incentive Plans
(Hui Fa [2012] No.7; “Circular 7), domestic individuals participating in
offshore listed companies’ ESOPs shall go through relevant foreign
exchange registrations with competent SAFE offices through onshore
domestic agent.

Given the fact that the relevant PRC government authorities have not
promulgated detailed Forex registration rules applicable for domestic
individuals to participate in ESOPs of offshore unlisted companies,
theoretically speaking, domestic individuals are unable to participate in the
ESOPs of offshore unlisted companies yet. In practice, domestic
individuals participating in ESOPs of offshore unlisted companies without
going through any SAFE registrations may subject such domestic
individuals to administrative penalties and may adversely affect the future
IPO plans of the underlying offshore companies.

Requirements for On-going Compliance

Pursuant to Circular 7, if there is any material changes to a filed ESOP of an
offshore listed company (such as the key terms of the original plan are
amended, any new ESOP is adopted, original ESOP is changed due to the
merger, acquisition or restructuring involving the offshore listed company or
its onshore affiliates, and etc.), the onshore domestic agent should file such
changes for domestic employees with the competent SAFE offices within 3
months.

In the case of the termination of an ESOP due to the delisting of the
underlying offshore listed company, merger, acquisition or restructuring of
such company’s domestic affiliates, or occurrence of other significant events,
the onshore domestic agent shall, within 20 business days upon such
termination, go through the relevant Forex deregistration procedures for such
ESOP with the competent SAFE office.

* * *

The above is a brief introduction of ESOPs based on the currently effective PRC laws
and prevailing practice. While it is not intended to be comprehensive, we hope this
memorandum would serve as a useful general reference. In any event, this
memorandum should not be relied upon as any PRC legal opinion.

If you have any questions, please feel free to contact us at inquiry@hanyilaw.com.

© HanYi Law Offices
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