Winning Global Investors:
Why Hong Kong-Listed

Companies Must Disclose

Capital Allocation Policies
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he Stock Exchange of Hong Kong introduced sweeping

enhancements to its Corporate Governance Code earlier this
year that now require companies to disclose details of their dividend
policy and confirm that all dividend decisions are made accordingly.
Companies without a dividend policy must provide an explanation
for the omission.

While this widely applauded move has set an important floor for
transparency standards in Hong Kong's stock market, Hong Kong-
listed companies seeking to attract a global investor base should
go the extra mile by providing a clearly and consistently articulated
capital allocation policy in their capital markets communications.

A capital allocation policy is a strategic framework that directs
how a company allocates its financial resources — whether it is
towards paying dividends, investing capex in the business, making
acquisitions or conducting share buybacks. While companies very
often have a detailed internal framework for decision making on
capital allocation, many shy away from communicating it to avoid
being held accountable or to preserve flexibility.

However, capital allocation policy is often the most crucial component
of a company’s equity story and can play a critical role in establishing
management credibility. As some investors have said, it is not a
company’s capital but rather, investors’ that is being deployed - this
can only happen and continue if a company demonstrates an ability
to generate attractive risk-adjusted returns. How a company allocates
capital between shareholder returns and expanding the top line also
enables investors to evaluate whether it is a good fit for a particular
investment strategy, such as income versus growth.

When articulating capital allocation policy, a company must carefully
balance having enough clarity and precision to inspire investor
confidence with allowing sufficient flexibility to endure unexpected
disruptions without shocking the market. Having advised hundreds
of companies globally on capital markets communications, FGS
Global’s Equity Advisory and Investor Relations practice has garnered
five practical recommendations for articulating and framing capital
allocation policy to inspire investor confidence, build credibility and
support valuations.

The Importance of Being Earnest When Defining a Capital

Allocation Policy
Vague or generic language should be avoided as it can be a signal of

low conviction. At a minimum, capital allocation priorities, as well as
sources and uses of capital, must be clearly communicated and fully
rationalized. It is not enough to simply show the order of preference;
companies must justify it by showing alignment with overall corporate
strategy. Investors will also want to know how the capital allocation
policy will drive superior shareholder returns.

M&A must be fully integrated into capital allocation policy.
Otherwise, acquisition announcements may become unwelcome
surprises for investors. For serial acquirers, this means communicating
a clear framework around M&A that outlines objectives, criteria and
approach to integration. In FGS Global’s experience, investors also
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appreciate having clear guidelines of what a company won't do - for
example, deals outside their core competency or those that dilute
EPS by more than 5%. Evidence of openness to divesting businesses
that are not value accretive is also well received.

Similarly, it is helpful to have a dividend policy that is robust enough
to cope with economic cycles, while providing flexibility in times of
financial stress. If this approach leaves a company with excess cash,
share buyback programs can be assessed as an opportunistic, flexible
short-term instrument.

Announcing Corporate Actions and the Power of
Repetition

We often underestimate the power of repetition. When announcing
any corporate action, such as M&A, it can be extremely helpful to link
it back to a company’s corporate strategy. For example, positioning
an acquisition as enabling the fulfilment of a strategic goal - such
as increasing exposure to a focus market — allows a company to
reiterate its key strengths and investment case. Of course, delivery
of corporate strategy is not sufficient justification in isolation for an
acquisition and overplaying this can come across as defensive or
hint at overpaying. Therefore, it is important to accompany this with
sufficient evidence of the investment being value accretive. Indicators
of a positive returns profile will be scrutinized by investors and are
therefore crucial in communications.

Getting ESG Right - Making the

Connection to Return on Capital
While detailed discussions around a company’s

sustainability policy appear to be waning in
recent times, risk assessment of its investments is
not. As investors have told FGS Global, looking
at a company'’s track record of past investments
is an important part of their due diligence on
governance. Therefore, it is beneficial for any
major investment decision to be accompanied
by transparency on how governance was
factored into the process, such as evidence of
a meaningful investment of CEO time, regular
reviews and alignment of management incentives
with the long-term success of a project.

Companies can also highlight how capital
allocation to ESG-related projects creates value
for shareholders. An example is explaining
how these projects can create or deepen a
competitive advantage, be at the forefront of
innovation or futureproof for regulatory change
and shifting market demands.

Building Credibility by Tracking Evidence
of Success

Building investor confidence and credibility
for a company’s capital allocation policy starts
with establishing and showcasing a track
record of success. This is particularly true
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for companies with multiple segments. Delegation of decision
making — including the implementation of capital allocation
policies — can increase as companies become more complex and
overload CEOs. Given the market has limited visibility beyond the
top layer of management, it is helpful to tangibly demonstrate
the effectiveness of the delegated decision-making process and
emphasize that ultimate ownership lies with the CEO. There are
many ways to achieve this. For example, companies can provide
transparency around return on investment at the divisional level
or host dedicated events for investors to showcase products and
innovations that demonstrate the effectiveness of R&D spending.

What to Do When Things Don’t Go According to Plan: Say
It as You See it.

Even after following all due diligence and protocols, outcomes can still
differ from expectations. Acquisitions may take longer than expected
to close and realize synergies. Significant investments may fail to
deliver the intended results, while deeper-than-expected market
downturns can cause greater cash flow pressures than anticipated.

Delaying communication of negative news to the market
and doubling down on the existing positive narrative until
acknowledgement of the issues becomes inevitable should be
avoided as it only adds to investor frustration and reduces credibility.
Instead, the key is to be transparent in the face of unforeseen
circumstances and minimize the degree of negative surprise. In
doing so, companies demonstrate a clear understanding of what
went wrong and a desire to address issues at hand.

Sometimes, it is necessary for shareholder return decisions to deviate
from a company’s capital allocation policy. Dividend cuts may be required
because of cash flow pressures, while additional share buybacks may
need to be conducted when growth opportunities are more limited
than anticipated. Effective communications will help to cushion against
potential damage to a company’s credibility and share price. Any
deviation can be positively framed as pragmatic and an opportunity for
a company to address other investor concerns, such as strengthening
the balance sheet or enabling delivery of corporate strategy.

A clear and consistent capital allocation policy should be an integral
part of a company’s capital markets communications. It should
explicitly define what a company stands for and help set expectations
for the future. It should carefully balance clarity and precision with
flexibility. It should also avoid vague and generic language. When
articulated and framed well, a capital allocation policy can enable a
company to strengthen its equity story, build credibility and support
valuations.
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