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1. (1) sSecticn 48 of the Companies Ordirzance {Prohivitice
of provisien of finarcial assistance by a company
for the purchass of its own shares)

(2) Purchase by = company of its own shares

(3} Digtritutable Profits

1.1 The background to these subjects wes eXplained in the Staiding
Committea's Heport for 1985, pages 2 - 9. The lasi parsgraph of the
Televant section read az follows:

Me dacided thet before we reachad any decialcons on the
gunjects of Beciior 48 and purchase by & company of its own shaTes,
we would have to have a decision on whether the Companies Srdinance
ghould contzin detailed provisions oa distributable profits. The
subject is a-papziculaprly “echricsal one and it has to be rememberad
tnat the British legislation was drafted very mich with the Brifish
tax systerm in mind, The Commitioe therefore appointed 2 Sub-Doamittes
consisiing of sr, Connoliy &5 Chalrman, *weo co-opted members of the
Law Scoiety of Hong Aong arl two ce—cpteﬁ members 2f the Hong Xong
Society of Accountants to cormaider and report on it. The Sub—Committes
has met on a nuwber of occasicns and we understand that they sxpect o
te able tc gubmit their recommendztions in the first guarter of 1386,
mece these are to hard, we shall resume cur conslderation of %otk Section 48
erd the guesticn of the purchase by a company of itz own shares ©
T.2 In fact, the Sub-Gommittes's Haport was issued in May. It
wias a thorough docuaent with an admizably clsar sxplazziion of the
reazcns for its recommendstions, which wore to the effect that thé

British legislation should be adopted subjzsct to o number of amendments

.-"32 EEE]



tc maka it auitavls fer dong Eong'z circumstances,

It wrld net be

practizel to annex a ceopy of the Report to this Heport because of

its size, bus atyone interssted in the dstails can obtain 2 copy

{rom the Secretary to the Starding Commitise.

1.3

4t the Tizk of over-siaplifyi=ng the Sub-Coomities's

recolinendations

(the draft rzcommended legislaticn annexed to their Repart covers elesven

typewriiten pages} the principlss underlying it can be summarised as follows:

{1} The following baziz rules regarding distribution of prefit

will apply to 21] companies -

(a) There may only be treated as distributable

the unanplied excezs of realised profit over

realised losses {revenue znd capitall;

(b) Unrealissd profit, of which the classic axample

iz the revaliupstion surmina, will not be

dia*riboftanle: and

(cj Past revenae losses must be made good before

gurrert reaiised profitz are distributable.

(2} The foliowing additional restriction will apply tc a

Llizted compaay, namely, that it can make 2 distribution

cnly tc the extent that itz net agseis affer the

distributicn are not les8 then the agzregate of its

called—up share capital and its uwndiztributahle
Undistributable reserves are;
{n} GShare premium accounis

(b} Capital redemption reserve;

TEeZErves.

{2}

Unrealised profits not previously capitalised less

unrealised lesses not previously written-cff in a
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capitrl reductisn or reorganisation; and
(d) Any other reserva which ihe company is prokitited
from digtribueting by any other Qrdinance or by its
own Memorantum or articles.
In stioer words, an unlisted company can make a distributicn
provided that i§ nas profits available for the purpose.
Towever befors it czn make a distribution, a listed
company misi not cnly have profits avatiiagble for the
purposs, 1t mest alse frovide foT any eoisting
mnrealized losgses,
1.4 defore reaching any decisionz on the recemmencations in the
Sub~Commt ttee's Heporit, the Standing Committes decided that they should
obtaiz the zommemts of the professional and other crganizaticns usmily
consultzd on these matuers. Thege orgeniszticns were duly written fo
at the end of June and the iast of their commenis were =zeeived oo
1t Decomber. Having carefully -considered 211 the comments, we dzeided
to aceept the Tub-Lommittes's Report and the recoemendztions therein
subject te deletion of a comparatively sminor provision, Clause XIV{3),
in the reecmmended draft legislaticn,

1.5 We therefore recoprend the intzoducticn cof new legisleticn

on the gubjsct of distributable profits as recormended in the Sub-
Committes’s Report, subject to deletion of the proposed Clauss XIV(3)
in Appendices D & £ top the Beport. We would like to stress that the
recofinended legislation will only ma¥ws law what is already geood

aecounting practice.
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1.6 Having reached a decision on the recommendations regzriing
distribvutable profits We were 2kls to return ic the subjeets of the
purchase Tty a company of its ocwn shares zpd of Section 48,

1.7 With Tegard tc the purshese by 2 coupahy of its own shares,

the Standing Commithes's Heport feor 19835 expleined that the relevant
provisicns in Britain (formerly Sections 45 — 62 of the {Jompanies

Act 1981, now 3ecticons 159 - 1481 of the Compsnies Act 1985} allew Both
private and public ccmpsniss to purchzse their own shares. Rather
oddly, 4in the opinicn of the Standing Committee, the procedures for
purchase by 2 public ¢cmpany is the aimpler of the two. The

provizions are faizly complicatsd, as one would expsct, but basicaliy they
allow heth private znd public compazniss to buy their own shares out of
distritutable profits or the arocesds of a fresh issue of ghares Mads
for the purpose, subject 4o prior approval by a2 special reseolution in
the casze of a privale compeny and by an ordinssy reseluticn in the

case of a2 public cempany buying its listed shores, In 2ddition, a
frivate cocpany can purcheosze 1ts own sherea cut of capital if there are
insufficient distribvutable profits and if fthere are ingufiicient proceeda
from any fresh issue of shares {slthcugh there is no compulsion to make
pach an iasue}.

1.8 Members reca’led that. prior ta 1981, any suggestion that

a ecompany should be allowsed tc purchase its own shares would have been
regarded as rank heresy ip Britain, Imdesd, the Companiss Act 1980

hzd contained a specific prchidition of zuch purchasze; the prohibition
had previcusly dspended on case law. Members noted that when the
British GovernERent gave notice of its intention to amend the law to
allow @ company to purchsse its cwn shares, it had stated io its

consultative document that thiz would have the following advastages:
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{1} For private companies, the change would make
investment ~2nd pariicipation in such companiess mors
attractive, by providing sharshcldsrs with 2 furiher
means of dispesing of thsir shares and by permitting
the relaining medbars to msindain control and
ownership of the business; ang
{2) Public ccmpaniss with surplus cash resources cculd find
1t useful te he able te buy their own sharee and thus
Teturn surplus regourcey to sharshelders, thereby
rzmoving the pressureon the companizs te employ
the surplus vescurces In unseonomic ways, and snebhling
sharehalders.to deploy the regources to better effeet.
1.3 rart of the British Goverament's conaultative decument conslsted
of 2 paper wy Profaesepr L.C.E., Gower, suthor of "Principles of Moderm
Compary Law! and Research Addviser on Company Law to the Departmsnt of
Trade, which inecluded the following eilaboration cf the claimed advantages
of a company being sblie to purchcge its ownt shaTess
"1, The main advantagea whilch have been claimed for =2l)lowing
companies e buy thelr own sharss are the following:
{a) It may enable the company to buy out a dissident

sharsholider.

o
o

Tt farilitateg the retention of family control.

e

-
2]
T

It provides a means whoreby a shareholisr, or
thz egtate of 2 deceased shareholder, in a
coupanly whoge shiarss are aot listsd cam find a

buyer.,
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|.|l|

()

It Zs particularly useful in relatien $o employee

shars sch=mes [n enabling the ghares of employees o

be re—purchesed on their ceasipg tc be euployed by

Ths coOpany.

T{ may help with the merketing of sharzs by anabling
ths company to give a subscXiber an opticn 1o re—-ss=ll
o the company,

It 2na2biss companiesz te purehass their sheres for uwes
latar in stock option plans or zcoguisition programoes,
I redesmabls shares are dueted =2t btelow the redemption
price 1t enables the company to save mouey by buyine uo
in zdvance of the redemption dare (& arzetice which sur
compatlzg can, 2ns 2o, adopt in the case of dsbentures
tut cannct in the case of redssmable preferesmcs sharss),
It permita the avolution of the open-ended investhent
company or mitual fund instead of having to sperats
through the mechanism of a4 unit trast,

Tt provides 2 company with surplus ecacgh with a further
Eegens of using it zdventasecusly.

It can be used to support the markst far the sheres

if this iz thought to ke unduly depresszd, thus preserving
for the sharebnlders the valus of their sharss 23 marketable
gecuritisos,

If the compsay not only btuys its shares but trades in

the itrezsury stares %lus acguired it mey make money Lheraby.
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2. It is aot suggested that all the above advantages sre neczasarily
desirazles (3} in perticular may be regarded as chjectisnabie =g leading

to market-rigging and {(k), trafficking in its own shares, is not sslf-
evidently 2 desirabls corperats zctivity. But some - pariicularly (bj,

(=) and {4} - cisarly are vaiuable, sspecinlly in the case of closely-held
eompanies and it is in relavios to sush companiss that the power is

mzinly uwsed inm the T,.5.A, Bven in these cases, however, the power is cleaarly
capable of shuses for example by enabling the management to meintain its
awnn control or ta3 galn contrel a=nd o uze the cempanyts money in doime so.®
Profesgor Gower went on to explain why there was 2 case for conslderation,
at least, of 2xn extension of the power of a privete company to re-—purchsse
its own shares, Hdz then continued:

g, The czse for an axtenaion in relozion to fublic ecomnunizse is

af = gifferent character. Advaniszses {2) ta {4) are either of no or of
lgeser moment, (e) geema undeziratls in the case of listed ssecuritiss

and {j} and (k] are probably actuslly or potentizlly cujectionable, The
anly seemingly upcbjsstionable zdvontagss appsar to he (L) to (i), It is,
however, deubtful how far uss would be mede of (FM by or (1Y, ¥f mblic
companiss want to Mave sharss zvailaple for ztock options or acquisitions
they sezmt to ewperience no diffieclty in persuading thelr merbers to authorise
the creation of furtha:r ghare caplital for this curpose, IF they want to
reduc:, rather then increasze, capital they can do se under a farmzl
reduction acheme whigh, In tThe case of larger cobpaniss, 1s a relatively
gimple and inexpensive operation, The argumeni that, if cempanies ccunld
gpenidl gurpluy ezsh op informs]l raductions by buying their shares, they
woauld do 2o rather then engage in peossibly dengoerous expansion and
diversiflication seems distingtly dubicus in wiew of the many surveys

which howe concluded that the main metivetion of compshy managesents is

& desize 10 sxpand their esAvdires. It i difflecult to see how = powaer
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te purchese the company's own shexeos could ve directly ussc to
facilit=zte 'de-mergers', At the mosi it might provide en outlet

fﬁr surplus cash alternztive to further take-overs znd, when a cofpany
h-d hived-off pert of its underisking by 2 sale, provide it with

an alternative method of distributing ths proceeds of saie to its
sharehclders. As for {h) {the possibility of operating through Mutual
Fund colipanies rather than Unit Trusts) at the tisze of the Jenkins Committee
the unit trst manag=rs showed a darked lack of interest and enthusiasm
for any such innevaticn, Whether that is 2till the wiew of the industry
is questicnable.™

1.10 Members were of the opiripn that thare were not the sape
praseurss to allow llsted companics in Hong Kong to puprchase thedr

oWl shares bhecsuse, unlike their csunterparts ig Sritain, they could
distrioute reserves za dividenda withouat incurrsing serious tay problems,
We recognised, however, that some dirsctors wers reluctant to take
advantize of this situztion because they remssbersd uninfermes pubiic
criticise of companies which had made largps digtributions of reserves

as dividends 1n ths past.

t.11 Members were colcerned aboot the pegsibility of a2 power

for listed compmnies to purchase their own sharss being abused to
manipulste tha 2arket prices of these shares. WwWe notsd that such
companies already had the power in Britain and the United States and
accaptad the argunent that since Hong Kong was moving towards international
atandards in the securities fisld, listed companizs here should have the
gamz power, providsd that thers were sufficient safeoguerds to provent
its abuse., We ccnsidsred, however, that there would net be gufficient
safueguards until there was satisfactory legiglation in Hong Kong d=aling

with -
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{a) Disclosure of Beneficizl Owmership of Shareholdings

{c) ZInaider Dealir

{c) Diatributable Frofits

{d) Tiduciary Tuiies of Dirsctcors
1.72 Tt was accapted by 21l members thet 2 power for privats
companies to purchase their own shares cou’d be very useful in dealing
with succession problems arising on the deathy of sharcholdera,
1.13 Yaricus professicnal and business organisations had been
conmltad by the Standing Committes in 1985 when consideration of thisg
subject started and Memhers were interested to neots that o of the
leading profassional organisations had thought that thers was no need
to amend the exisiing iaw. One refariced:
"Generally we ars soncernsd that the bYusinsss environment in Bong Eing

ooy not b

1]

the right ane in which to introducs the concept of 2 company
waying Lts own sharss In the markst or otherwise.™ Howsver, & leading
tusiness orgenisatics wis in fevour of intzeducing ihe new British
legislation 2nd stated: "Our rembers huve experiencs of curveat

difficulties that szem peculiar to Hong Kong when endiing work for, for
example, American gofpaniss.  Thelr expectations regarding purchase oy

a2 campay of ifs own shazes is at varizaze with the preaent law. In

general terms, the currsnt prohibiticn geems to Hnder rather than to

azsist economic development.™ incther thought that the power to allow
companics te purchase their own snares would not he undesirable in

riteiple provids=d that o number of basic reguirements wern followed including
requirements that correct accounting entries and treoatasnt of the transactioen
were properly prescrived and that any restrictions on the trzpsactien would
ke subject to the proper superviaion by the approprizste Goverpsment

Departments.
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1,14 Aftsr earseful congideration of this scntroversial anbjzet,
we reccmmend with regard %o the purchase by a company of its own shares -
{a) that uplisted cogpanios cnly, be given power to
purchoas their own shares subject to the same
coenditicns, ard in zocorsdsnes with the same

procedurss as apply in Britain, mutatis zutandis,

but subject alwaya to. the prior or contemporanecus
anactzent of the Standing Committee's recommendaticns
on distributable profits; and

{b) that the question of allowing listsd compmmies
toe purschasz their own anares be considered again
after satisfactery legislection has been enascted
desling with -
(i) Disclosurs of Buneficiary Qwnarship of

Sharsholdings

(ii) Igpsider Dealing
{iii; Distributahle Profits
(iv} Fiduciary Duties of Directors.

1.15 with regard to Section 48 of the Companics Ordinance, the

Standing Committeze's Haport for 1585 sxplained that this is based on

a gectimn in the British Companies icd of 1929 whiech had been renlaeced

by an icpraved section in she Comwuanies Act 1948, which in turn had bheen
repsaled and repleced by & completsly new z8t of secticos In the Companias
Act 1981 {now Sectionzs 151 - 158 of the Companiss Act 1985)., In shart

cur gacticn ig wory wuch ont-of-date,
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1.16 This state of affairs woe recosmised by the CoRpanies Law
Reviegion Comaittze whoe Teeommended sxtensive anendments to Beetion 48

in their Second Report (April 15973). These amendlents were intendsd,
bealiczlly, 1o bring our Szetion 48 into linme with the then-current

Section 52 of the Compardiza A=t 1945 and, iz addition, to Implement a
oumber of important amendmeqta which the Jenkine Committes had recommended
In respect of Section 54,

1,17 The Comparies {Aimendment) Bill which was published in 1980

a8 a White Faper sentained a proposed new wersion of Section 48 of the
Companigs Crdinance which incerpopated the recomendationg made in

the Secoand Report of the Companiss Law Hewvision Gﬂﬁmittee. This

pruposed new version, however, atitracted criticism from the Law

Soriaty of Hong Koy and the Hong Eong General Chamber of Commerce.

The Law Sceiety felt that the proposed new version gave risze to

g0 many problens that the lzw sheudd be left as it was, o 2 new

Section 48 in the same teras as Seeticn 99 of the Compenies hct 1948
ghould be substitoted. The General Chamber of Commerce also felt that
Section 48 should be radrafted in the same form as Bectiom 54 of the

1348 Act.

1.18 By the time an ai-hee werking group of THELCO members came $o
conslider the Law Soclety's and the Gensral Chanber of Commerce's copments
el the Bill in dstail, new British legislzation on the subject had arrived
in the shape of Secticns 42, 4% and 44 of the Companie=z Act 71981, Howevern,
thig new legislation was not & straightforward implementation of the Jenkines
Committes recommendations for amepdments 4o Bection %4 of the Companies
Aot 1948, Hot only 4id it contain a complete prohibition, subiject to
gertain technical exeuptions, of provisicn of financizl assistance by

& public company, but the provisiona allowing a private ¢ompany to provids
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finanecial assiztancs wers Dich acre ccmplicated and ztriet than those
recommended by the Jorkins Committee. The prohibition of provisien of
fingnrial agsistozce hy 2 public company was necesgitated by Artiele 23
of ithe Sscend ERC Diractive on Compeny Law. The new legisliation did,
hewever, define what constituied provision of finmaneial assistance
mora clearly and in g more reslistic way.

1.19 The Standing Commlittes's views on the effect of, and =special
roisnte about, the new provisions in the 1981 Act axze sat out in detail
in paragrapbs Z.13 and 2.11 of the Report TIox 1985, as follows:

"2,.10 With regard %o the new provisions ir the 1981 Aot, it Scems
tc the Coommittes that, very briefly, their net effect isi

{1} +hey inteoducs eclearer and mere seraible criteria
s to whai constitutes the provizion by 2 compoany

“of fipsneial assistance for the parchasze nf i4= oun
ghareg;

(2) subject to certain exempticna of 2 technical naturs,
they prohibit a publies cofpany and its subsidiariss
froe givirg anyone financizl assistznce, direct or
indizrect, for the purpose of acquiring sheres in that
company : tat

(3} they do, howaver, 2llow a private company to give
finaneial assistance for acquisitisn of shares in
the compeny or its holding company {unlass the holding
company is iiself & public company or there iz an
intermedinry helding company which is & poblic company)
provideds
(a2} it has net assets which ars net reduced by the

giving of the zgsistance, or
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{v)

(e)

(4)

- 13 -

to the extent that those net assets are reduced,

the financizl zzslstanee is glven guit of distributable
profifs;

the giving of the fimoneial sssistance mist he aporovesd
by & gpecial resoluticon of the compeny in gercrazl
mesting;

whiere the firancial agsistance i3 for the acguisitisn
af shargs in the cemrary’'sz holding company, that holdiag
company and any intermediary helding company meat alszo
glve eppreval by Special resclubicon in general meating;
befnre the general mecting to apprcves a special
rescinticn for the glving of sagigtarcs, the direchors
ol the compeny giving the finarcizl assistance (and

if the sghares o be acquired are shares in the helding
conpany, the directorz of the hwolding coopany and of
any intermediary holding conpeny) Sust maks a
stetutery declaraticn of sglvency in respect of

the cozpany. The shbafutory declarstior mast have
annexed to it a rapopt by the auditcrs of the

company that they have inguired into thes state of
affeirs of tke zoupany eand are not aware of anything
to irdieste thsi the opinions exprsgsed by the
directoers in the statutery declaration ars

Unreascable.

2.11 We noted the followins peints sbout the new provisions:

{1) as 2lready menticned, the probibition of a public

conpany givicg financicl agsiztance goes cgainsgt the

recommendstizng of the Jaakins Counitize;
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{2} the provisions allowing the provision of financial
assistance by private companies are developments of
those raeommended by $as Jenkins Dommittee with
additions: the mest imporfant =dditions sre thoses
referred te in {%){a) and {b) asoves

{3} the detailed procedurss for provision of financial
agsistance by = private company are 3¢ complicated and
gtrict that it iz unlikely ihat many private cocmpaniea
will in fact be able to use them in practics; and

{4} the concepi of distributable prcfits® forms a very
important part of the provizions and thers are detziled
statutcry provisions oz what constitutes distributable
profits in Fart TIT of the Companiss dct 1920, as
smepded (now.Tart VIIT of the Companiss Act 1985);
however there ars no previgiosns on the subject in the
Companice Ordinence.™

1.20 4s mentioned previocusly, when considerstion of the subject of

i

purchase by & company =f iftz own Zharss shartsd in 1985, wsricus
arofessicnal and husiness organisations were coasultsd, They were
elsc consulied regarding sectien 48 a3 the same time., Om this subject.
only one of the profeszicnal organisaticonz thought that no amendment
Was necessary. The other crganisations thought that the ssction
nezded amendment btot while the two busziness orgonissztions had oo
gpecific objsctiona to the new British legiglation, the other
professicnsl organisatlon commented; "Eimplicity iz ingpeortant sad

for this reazon the provisicas of Clau

il

24 of tha draft Companiss

T|

{ Amendmernt) Bill 13980 (which centained the propesed new version of

Section 48) are attractive znd ought not to be disregarded. The



provisiona cof Section 42 cof the T.E. Companiszs Act 1981 ars extremely
complex znd in scme areas difficsly to epply and for thet reason

there 1s mach to he saild feor a aere straightforward avproach in

Hope Kong, "

1a21 The Mempers of the Standing Tommittee have no Goubt that

the exigiing Sectior 48 iz seriously cutdaied and reguires amendment.

In particular we feel that the terns of the sectlon may catch innceent
tranzactions where the peorties have no idea that they are coppitinzg an
offense, It iz true that 4he fine for 2 brewsch of the section iz 2
trivial $2003, but tie oivil consequences ceuld be disgstrous in some
cag=g 8,5, contracis could become unenforceable =xd the directors could
be calied upcn To compensatz the company.

1.22 dowever, the new Bpitish provisions do noi seen to bte entirely
practical, Ho less as authosity then Profegsor Penningteon, the suthor
of the standard tText-bcck "Pannington's Cotipany Law®” has commented in an
article in "The Company Dawysr':

"The conditions which a private co@pany must Zulfil in order to give
finanecial sasistance .... zze liXely o make it 1ittle used in practice,
"The relustance of auditcors to give forecasts of the contimming sclwency
of companies in View of the recent sharpening of judicizl views about
their ligpility for negligence, makes it unliksly that even optimistic
girectors wiliing toc face the prospect of prosecution if L% turns out
thai thely epinion about the company's solvency lacked a resgfonable

tasis {s. 44(7}}, will be abie to make the necassary statutory decliaTation
for the apecial exemption to apvly. When the sivingent timetable For the
making of the declarations, the passing of the requisite special resolutions,
and the giving of the financial zesistance is alse taken inte account,

together with the posaibility that minority sharsholdersz may apply to
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the esurt fo preveni ine fivernela] zzaistarce being given (=z. 43(49)
and 42{1) = {5)}), the special exemption for private companies is
seen to previde a singularly weatiractive reoute to followl™
1023 Im an gffert to dezl with the fzulis in Ssction 48 in
a way Which iz lssg complicated fthen the new measures adopted in
Dritain apnd more suited to the proctical needs of Epne Hong, ws
hzve instructed the Secretary:

(1} To draft propesals for new provisions wiich would

Bllow upiisted companises only to trovids {ilnancial

agzgistance fopr the purchase of their cwn shares,

vaged oh The proposed new versicn of Seseotlsn 45

which appeared in the Companiea {Amerdment) Bill

which was published as s White Pagper in 1580 Lut

sizbject to -

{a} incorporating all the exempiicos and elarificaticns
in Section 42 of the Companies icT 1351,

(u) ringing the statutory declaration requirements
into line with those ip the 15871 At

(c) incorporating the net assets/distributabls
profiszs provisiema in Section 43(2) of the
1981 Act, and

(1) imposing heavy monetary azd custcdizl penelties
Tor breack of the provisions.

Howsver, the provisions in Section A3(E} of the 1951 Act

regarding an auditor's report are not to be included;

{¢) To send these proposszls to the uscal professicanal and
business orgarisetions for their views; and
(3) To inform the organisations at the szne time that we
will conzider recommending that listed companies bs

ailowed Yo provide finencial assistance for the
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purchage of thaizr own zhares in due course, zfter ths
Touzr legizslative safsguards referred to 1n sa-agraph
ahove ars in place.
1,24 We axpect therafore to be able %o put forward some substantive

recommendstiong in the coming yesr or in cuxn next report,

2, BSection 79 of the Companies Crdinance (FPayment of
gertain debts out of assets subject to [leating
charge in priorisy to claims under the chargs) and

Secticn 245 of the Cogpanies Ordinsnce {Preferential payments)

——

2.1 The background *o the problem which has ;riﬂen in comnecticn
with autermatic crystallisation of e floating charge before the sppointment
ol = recéiﬁer, wag explained in the Stonding Committes's Report for 1965,
paged 11 - 13, The Heport concludsd by explaicing that the Comnitsee
thougnt that it weuld be prudent te fallow the kustralizn precedsrt and
put the point beyond doubt by amsnding Section 79 of the Companies
Ordinance in the same way as hed been done in sustralia, but thet we
would like +to heve the visws of warious professiocnal ond business
crgetigations before reaching & final decision.

2.2 The views of these organiasaticng were reczived early in

19686 and were, in prineiple, 21l in favour of azending Section 79

a3 propused. The Stending Committze =lso noted that the ssciicon
corresponding to our Sectien 79 in Britain, i.e. Secition 196 of the
Companiss Act 1985, had, ic tkhe mesntims, been amanded by ths

Ingolvenecy icht 1985 to deal withk the problem. Although the wording

adopted in Britain differed frewm that used in the Australian legislation,
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it was agreed that it would be preferzbis o follow the Pritish
precadsant beecause Sectlion 79 Itseif is rased on the Aritish precadsnt.

2,3 We therefore recemmended that Ssction 79(1) of the Companies

Drdinance be azended by inserting the words "z charge wiich, as created,
was" after the words "secursd by", Legislatien aleng thess lines hag
baen intreduzed by thke Comranies {Amendment} Bill published eon

12 Decssbar 1986,

T, Sectior BO(2)c) & (e) of the Companiss Ordinance
(fegistration of charges craated by companies )

FRenort of the Zub-Ccmmittes

31 Section 90 of thke Companics CDrdinancs sete out a hosiz
cbligation to register certsin types of charzes creatad Gy cotpanias
and subsestion {2) specifies the types of charges to which the
obligetion applies. Ferographa {c) and () of subsection (2} apply tes
“(c] a cherge creatsd or evidenced by =2n inatrument
which, if executed by an irdividual, would
require registration 25 2 bill of sale: and
(e} a cherge cn boox debis of the company;®

3.2 The Report of the Standing Committes for 1984 mentioned,
in paragrzphs %.26 and 1,27, that a rumber of wrofessicnal organisaticna
had asked Government to clarify the scope of paragraphe {c) & (&) of
subzzction 80(2) ard that a SubCommittzs consisting of Mr. Wrangham
a8 Chairmsn, Profsssor Willowshby, ond fwoe co-opbed sembers, hzd haeon
appeinted to consider the subject.
3.3 The Sub-Cormittse has now submitted its Reperi to the

Standing Committze 2nd this has brought 2ome to Members once again
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the complications witich can be invclwad iz what might at first sight
appear tc be relatively simpls matters, such =s paragraphs (o) and
(e}, Considerztions of space prevent us from annexing a copy of
the Sub-Jommittes’s Heport to this Hepord but snyone interssted
in 1ta detziled discussions of the problems invelved czn obtain
a gopy of the Report from the Secretary to the Standing Committee.
2.l Very briefly, the visws and recommendations of the
Cup-Committeze can be gummerized as Fellows:
{1) TParegrept {c) of subsection 80{2).
{i) o underztand what slass of charges is
registrable uhder the existing provision,
one has te go o fhe 3ills of 3ale Ordinancs,
Cat. 24U, which iteelfl 1z far from being a
medel of clarity as far as the ordinary
buginessman is ccncerned, and azcertain
when an individuzl has to register a bill of
BB
{ii} The Sub—{ommittee have therefere recommended
Ehat the sxisting wording of the parsgrapk
he deleted and the following substituted:
"(z] = charge on a peracnal chattel erested
or evidenced hy an insSmument™.
b definition of 'pergenal chattel! is included
in the recommendations,
(2) Paragraph {2) of subszctica BOL2Y,
(1} The problem with this provision is that 'bock debts’
ia a very wvaguc %erm sng there has been a good

dezl of caze law on the subject, much of it
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Vicgorian, The difficulties in iaterpreiing

tanz term are so great, and the exceptions from

the tTerm thrown: up by the case law are so mMerous

tiat varicus legal autherities have recommended

that this category of registrable charges be
repealed.

(ii) At an early =stage, the Sub-Committee trought that
redrafting the paragraph almg toe lines of the
corresponaing Australian legislation would hs
helpful. Further consideration of this
rroposal, however, showed that bhoczuse of
certain diffarences in pringiples hetwesn the
provisicrs on reglstration of charges in the
Compeniss Jrdinance and the justrslise trovisicos,
the australian definition of beok chnazge:s -

{2) would have to be extensively smended before
it ¢ontd start to be regarded aa reasonably
acczptable, and

rb] The amendsd version would be hizhly teconieal,

complicated =nd, »egretizbly, es much subhject
1o excepticns and as eazily aveoided by the
sophisticatad =23 the existing provisions,

(iii) The Subk-Committee have therefore recommended that
paragraph (e} of subscction B0{7) be rupezled.

(iv} Iowsver, if this recommendation for repeal is net
accepiable 1o Government, ths Sub-Coomitise have
reached the conclusion that a2 considsrable propertion

of the problems which ariee with paragragph {e] in
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prastise conld be dealt with by amending it

te make it clssr thas it does not =pply to

charges cn credit balznces held by any person

carcying on henking business or the busineas

of takirg depositis. A recommended forw for

sich an amendment is included in the Report.
2.5 Having carefully considersd the terms of the Buwo-Comzittze

Report, we recommend that zmendment be made to Section 80(2}(c) & (=)

of the Companies Ordinance 1n accordance with the recommendations in
the Heport.

z, 5 The Sub=Cormmittes alzo renormended that Secticon 50 be amended
to maxe it zpply io charges created by companies in favocur of the Crown.

We zre siill considering this recommendetico.

4, Bectior 1140 of the Companisz Ozdimance (Proxies) and
Section 1574 cof the Compzniss Ordinance (Appeintment

of direcicrs oo be wvoted cn individually}

4.1 Eoth of toese seciions were introducsd by the Companies

{ imendment) Ordinance 1984 mnd they provide an interesting illustration

cf how new legislation cen acmetioes produce wifarsseen provlems, no

matter how mich public consuliation takes piace before its introducticn,

4.2 Hoth sections were introducsd in implesentotion of recommendaticns
ir the Second Report of the Compeniss Law Revision Committes (April 1573).
4.3 Section 1140 was in igplementaiion of 2 reoowuwmendation in
paragraph 5.39 of the Zzcond Raport. ZPrior %o the snactsent of Section 1140,

there was no provision in the Companies Ordinance regsrding proxiss excent
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for certain refsrences to them in the meodel articles of aazcciation

in Tablea & and € in the First Schedule., The Second Heport recommended
that the then-existing provisiong in Section 136 of the Cempanies ict 1948
in Britain be enacted here, subject to certain amepdments which had beeb
recommended by the Jenking Committee but never actuslly implemented in
Britain, One of these goendments was that the provisions of Section 136,
which were expressly stated not to apply to companies not having s share
capital, sheuld be sxtended 4o such companies. Secticn 114C(1) thersfore
provides that any member of apy company entitled to attend and vote at

2 meeting of 2 coompany shal) be entitled 40 appeint =nother persen

{wheiher s member or not) az hig proxy to attend and vote instesd of him,

and a proxy 8o apoointed shall alse have the same right as the aember

tc spezk ai the meeting.

A.4 Section 1574 was. in implementation of & recommendztion in
paragraph T7.18 of the Sazecnd Repcyt. The BEeport noted the previsicons

of Zecticn 183 of the Companizs Act 1348 to the effect that, except

in the czs5e of 2 privete coppany, & metion 2t a general meeting for

the appointment of twe or more perscns as directers shall not be made

by a single rescluticn, unless the mesting unanimously resoclves that

the motion e so0 made, The Report recommended that a2 similar szction

be included in the Companiszs Ordinance.

4.5 Loth of the recommendations in the Second Report secemed to

be uneontroversial and mo it vroved, Both sections, in their ultimately-
enactsed form, appeared io the White Paper of the Gompanies (Amandment) Bill
which was published for public discussion in 1980 and agmin in ths
Corpanics (ﬁmendmentj Bill 3983, They atiracted no adverse comment

whatscever and were duly snacted in 13984.
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4.6 In practice, howsver, it was scon discovered that the
ocperaticn of the new aections In so far as they aonlied to companies
limited by guarantes, was causing e good deal of concern. Thisz
unexpectad preblem zrose from the faet that a great meny, probably
the mejority, of orivete clubs in Hormg Zong are companies 1imited
by guarantee, Similarly, = nusher of professional and buainess
crganisations are algo companies limited By suarantes,

4.7 in Qctober i385, a leading lacal solicitor wrote o the
Standing Copmitiae stating that a nutber of private clubs which

were incerporated =y companles limited by guarantees ware findiné

it gomewhe® unpadatabls to 3llow members trn appoit+ non—figmbers

&5 proxies fo atiend, and to gpeak 2t, general mestings. Several
metbers of the Committee were also gwars from perscnal experiznce
that ths retuirsreni for appointment of dirscters to be voted on
individually was causing embarrassment for private clubs (ﬁ CORTarY
lipited by guarantes dows not come within the definitien of -
Tvrivate company! and Section 1974 therefcre does apzly to such

a company).

4.8 In November 1985, thne Stznding Coomittes wrote to o cross—section
of fourteen of the bvetter-¥mow: private cluos incorporated as compenies
limited by guarantee, asking whether they wished to comrent on the
operation of Sections 1140 and 157.L or of any ather provision in the
Comipamiess Oriingnce, The Cproittes ales wroks in gipilar feres to
tiree of the better-known professzional cond buzineas organisations
incorporated as covpanise limited by gusramtes.,

4.4 When the replizs were received, members moted that, with
one excgption, =1l the orgenizationz whicll had replied ware strongly

in favour of exempting clubs incorpermted as compsnies limitad by
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guarantes from the requirementa cf Sectionm 114C, in the same way as
they were exsmpied from Section 136 of the Companies Act 1948 (now
Section %72 of the Cozpanies sct 1985) in Britain eor that, at least,
tﬁe section should ke amendsd to provice thet only another member

of the club emmld be appointsd as a proxy. The almost unlversal
reaction was that strangers should net be 2ble to speak and vote

at & general mesting of a private cluh.

A 10 The critigism of Seciisp 157A was rather less strong

and three of the crganizations consulted felt that they could live
with the section. Howevwer, most did feel thet the section was an
unnecessary complication which went againat their exis¥ting muiea and
procedures gnd that there was ne real justification for i+,

4. %1 With regard to Section 1140, Members recognised that the
applicatisn of the sgetion to all companies was in live with the
feocmmendation of the Jenwirs Committee. One ember, with considerable
expeTience o these matters in Britein, thought that the situation there
wag very different z= far as privets cluns wers concsrnied in that far
fewer of them were incorperzted as companies comparst with Homg Xeng
whare, fop various Treasohs, a large number of clubs are incerporatad
a5 companies limited oy guarantes, This meant that when the Jenkins
Compiites decided on their recompendations to gxtend Section 136 of
the Companies Act 1948 to apply to all coopaniss, they had not had

to take into accourt the impact of such a change en a2 large numher

of eluba, Accordiagly, even if the Jankins Committee's rocommendations
tad beer implemented in Britain, this would ngt have mesnt that they
would have constituted a good precedent for Hong ¥ong, It wasz also

felt that when the Companies Law Revision Committee had agreed in
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1373 o adept the Jenkins Cemmitise's recommendztion to include

cofipaniss limited by guarantes within the scoge of the proxies
legislation, they nad not fereseen the practical implications for

alubs in Hong Kong. This was hardly surprising becauss the cluba
themsaives had owverlecksd the implieations znd had nei raised the

point a2t any time during the very lengthy psried of public consultaticn
cver the two biils coniaining the proposed new Sectiona 1140 and 1574,
d.12 Members cnnsidered whether there was zny gstiafactory methed

nf distinguishing betwesn companies limited by guarsntee wiich weTe
private clubas In the ordingrily-accepted gense of the term and

those which were tet and whether differant provisions regarding

proxias cowld be applied to each. It was suggestsd that one groung

for distinguialing batwean them wasz that Dost zgtablished clubs had

teen granted ceriificatas under.éeﬂtion £1 af the Coppanies Drdinance
entitling them to dispsnse with toe wers "limited"™ ln their names, It
was pointed sut, howsvar, that before a company could gt a liceanss under
Sectlen 21, it usually had fo demenstrate, infer alia, an establlished
bistory and fin=ncial stability. This meant thzi 2 mumber of new

clubs which were perfectly ogna fide, were not eligible for a Section 21
Licenge in theiy sarly years., 1In eddition, many execellent clubs of

ictng staniing simply did not think it necessazy toc go to the comsiderable
expense and administravlive effort invelved in getiing a2 Section 21 licence,
Hembors decided that, In the absence of a satisfectory method of categrrising
codpanics 1imitbed by guarantees, zny amendment to Sections 1140 and 1574
gneald aprly to all such companies.

A 13 sfter careful censideration, we reached the conelusion that,

in the cage of a company limited by gusrantee, the basic priancinle

shoulZ be *hat only members who aTe prepared to ztisnd meetinge should
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have a right tc wvots. W2 therefore recommend that 2ection 114C

be amendsd to wring inte Iine with the corresponding Section 372

of the Companles 4ct 13E5 in Britain i.e. DY exempting all companies
ﬁot having & share capital {which in practice covers all private
clubs incerporated as companies limited by gliarantese*}., We woulad
point out that, if thia recommendation were implemented, the members
of any particulasr company limited by pguarantes who wisghed tc nave a
right to appoinit proxiss would be able to do so by providinsg
sceerdingly in their company'= articles of association.

4.14 With regard to Section 1974, lembers noted that the secticn
alpeady has ita own "exempiion® provision in subsectien (1}, which
provides that a motion for the appointment of two ar more directors
by a gingle reagclution camnot be made unless o resclusicn that it
shall be 20 mede has first been sgresd to by the meeting without any
vote belng xiven against it. However, Mesbers again thought that this
provisicn was rot appropriats for compenizs limited by guarantee. It
waz thought that the provision had been designed te prevent attempts
to foroce through groups of directors of comercial companies and was
an wineceszary cobplication in the running of ccompanies 1imited by

guarantee. We therefore recommend that Sectien 1578 bte amerded by

exciuding companies net having 2 chare capitzsl frem its pravisions,

in addition to the existing exclusien of private companies,

# The Companies Ordinance does contain provisicns for the incorporation
cf companizs 1imited by gusrantes and having 2 sghare eapital but these
aTe extremely rare in practice; zccording to our rsssarchses, oll the
private clubs whicrh have been incorvorated vnder the Companies Crdinance
hawe besn ingerporated as companies limited by guarantee and net

having a share capital.
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5. Section 146 of the Companlizz Ordinance {Inspector's report) and
Bection 147 of the Ccapanies Urdinance (Precesdings on

inspector's repcTh)

5.1 Thue Standing Commitiza's Bopcrt for 1985 coreined recommendaiicns
for substantial smendments to Secticn 145 of the Comparies Crdinance
{Production of documants, and evidence, on investigation)., Briefly,
they recpmmended that tShe ~owers of an inspecior appoinied by the
Finsnelial Secreilary to investigste the affzirs of a company should
be extended to nllow him:
{i) to reduire anyers whem hs congiders 1s, or mey be,
in pogsession of any information corcarning the
company's affairs to produce any bocks or
decusents of the cobpany in his possession;
{ii} to requirs directors {but roi the banks ccrcermed)
to give infsrmetion 2heut certain bany accounts: and
{iii} te exam’ze an oath ahyone whom the inspector considers
is, or may b2, in poggssmsion of wny information
concerning the ccupeny's affairs.
5.2 In zarly 1986, the Standing Committes were again approached on
a2 matter involving the inspecticn provisisna in the Comparies Crdinghea,
5.3 Sectisn 146(1) provides that an inspector may, and if so
directsd by the Finanelal Secretary, shall make inierim reperts to nim
and on the conclusion of the dnvestigation siiall meke 3 final rocport
ic hin, These weporis sust bs written or prinied, 25 the Finsncisl
Secretary directs, Under Section 146(2)(2)(1} ths Financial Secretary

zust Terward 2 copy of any repor: mpade by the ingpector, to the
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company 2% its registered offige. It 1s obvioua that, if the
inspector had evidence tending te show that 2n offence had been
committed by the compeny or any cf its officers, the submiseicn

of & farmal writtsn Teport to the Firancizl Secretary, which

then had o be copiled ts the company,might sericusiy prejudice any
subsequent asction to Be takenm by the authoritiee, Accordingly,

in implementztion of a recomfendation mads By the Ccmpanies Law
Hevision Committes in its S2cend Report (dpril 1973) a new
subsectisn 146(4) waa introduced by the Companies (amendment)
Crdinance 1984 which providsd that an inspector may at any Time in
the course of his investisation, without the mecezsity of omking
an intsric report, inform the Finsrcial Secretary of matiers coming
to iz knowledge zs a pesult of the icvestigotion Terding to show
that zn offsncs ﬁas boen cpommlftred,

ErL The new subssstizn () only deali with the prebiem o

0]

far g3 crininal matters were concsrned.
5.5 However, thers are also provisions in the_Ccmpanies Ordinance
for civil procsedings to be bakarn ae a pesult of an igspector's repord.
Szoticn 147(2) provides thei if i4 appezrs to the Pinwncizal Secretary
from the report -
{2) that it i3 expedi=nt in the public intersst that
the company steuld be wound up, he may present a
petition for it to bs wouwnd up if thke court thinks
it Just and #quitable teo do 59, and
{b) +that ths business of the cowpany is teing conductad
ir a mazner urfairly prejudicizl 1o the interests of
ary part of itz members, he may, in addition t3 or
n

irgtead of, petitioning for windins up ucder {2},
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present a petitich for an order under Seotion 1684

{Altermative -emedy teo winding ap in coses of unfair

srejudice to the interests of mincrity sharcholders),
In =dditicn, undsr Section 14?[5], if from any inspecior's Teport 1%
eppears to the Finsncizl Secretary that zny civil proceedings ought in
the public interest <o he bhroughit by any scompany, he may himgelf bring
such procsedings in the neme of and on bekalfl of the company. From
the izrma of Section *48({1)bB) it is eclear that such precsedings includs
procecdings to recover property.
5. & 1t was sug.ested to us by the sttcrney Garieral thaz the same
argunent which led to the intreduction of subssction 146{4) in respect
ni criminal matters applied in respect of the oivil nstters covered by
sbsceticn 147(3) i.e. if an inspector lasrned in the sourse of his
irvestigetions, Infommation which tended to show that zivil procesdings
cuzht to be commencsd Lmmediztely by the Finercial Secretary oo behalf
of the ceompany against cne cr =ors of ilis officerz for rscovery of
substontial sums of acnsye the chongze o8 such procesdinga ever being
succagsfnl could be seriaousliy prziudiczd If the inspector had to et
cut the infopmation in 2 Jgrmal writtenh repert to tie fMpancial Secretary,
which then had to be copled to the compzay. We accepted this argument,
considering that It may be just =2z much in the public interest to facilitate
the recovery of misappropristed property az it is +to bring offenders o
Justica. We therefore suggested toc the aAttorney General:

(2) that Section 148(4} be amended by =dding at the
erd after ".... cffeoce keod beon commltted”:
Tor that any eivil proceedings ought in the public

Interest Te be brought by any body corperate", and
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(b} that Zection 14?(3) be amended by inserting aitex
WIf, from any repoxt™:
", or inforpaticn swpphisd,™

Legislation zlong these linss has baen intreduced by the Componiss

(Acencment} 3ill publishad on 12 Decenbsr 1586,

5. (1) Section 1570 of the Zoupanies Ordinances (Minimu zge
linit for directors)

{2} Shcoulé thors bhe 2 maxizum 2ge limit for directors?

6.1 Section 157C of tne Companiss Crdinance, whikh was introduced
by she Cempenizs (Azendwment) Ordirsnes 1284, providas thai no perscon
ghall we eapadle of being rppointed 4 director of a2 company unlesz ke
hzz attaimed toe zge of 21 yenrs,

6.2 Tha gection wes intrvoduoced in izzlamentatise of a recommerndation

(S8

in the Szcond Hepert {april 1973) of the Conpanies Lew Reviszion Commiitee
which rests ™We taink, howevsr, that thers should be a minime age for
appoiniment 23 diractor. The nesd for this is illustrated by a case
in Ergland which hais been orought o cir attenticn in whichk the fthree
directors of 2 company wers the wile and two acps, aged fourteen and
gaventech, of o undizchorged denkwapt, We tnersiors rzcompend that
no person anould be ecapable of being zrpocinted s director of a company
unless he has atiained the g of twenty-ons.”
6.5 In June the Standing Commifiss were advisad thet the Law Befomn
Cormigzion had recsntly fsgusd a Report entitled YYoung Peracna - Effect
of age in Civil Law®™ para. '6.9.71 of which read as fcoliows:

"The age at which & person may becolle o director of 2 company

should be lowersd from 21 yezrs to 18 years., The Comprniss Lew Revisien
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Comnitize should be reguested to reconsider gerer2lly the ags restrictions
o oempany directezns as contaired in gectoion 1570 of the Cempanics
Ordinsnee {fsp. 32).°

Eod Screz Members of the Standing Committes avesticoned whether
there was any need for o ainimam ses limit at all. They noted {tnat
thers was ncne in the Pritish Companles legislatica. The insident
gugted in the Companises Lew Fevigion Committee's Second Report had
obvivasly not bSeen thought serious shough bty the British autherities

to require legislavion, These Manbers thought fhat there mizht e

some argumsnt for a minimim zge 1imit feor dirsciora of public

companies but cculd not sec ary at all for such 3 limif in respect

of private family compeniszs. Why shoulde': the owners of family
companies be abls fe appeint their ghildren as dirseters? This

ooulé be wery uwsefui in thase days when the deaths of both husband

and Wwife i 2 comien sceident zre, uwnfcortunstely, net ancompon. In

suck circumstancss, the surviving chiliwern who were directors could
continue the mansgement of ths Tanily compony with o oinimes of legal
cemplicaticns.

6.5 It was alse peinted out that infant children can be Desbers

of a2 nDartnershin. Tt was acceptzéd, however, That this can, and dosgs in
practics, causs problems, mesulting In & good deal of casze lew on the
subjact,

Bafa Hrembera whe supported the provigions of Sesction 157C thought
that it was preferable thed very young children could not be appointed as
company direstors. They considercd that the meed for continoity in the
case »f common accidents could be met 2fficiszntly by the aprointment of
ccrporate directors. They 2luc pointad cut that there had been nn

objecticns to ths preopessd Szctica 1570 whsn it wes ircluded in the
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Qonpanies {Avendae: ot} Bill wiigk was published =5 2 White Faper

for discussion in 1980 and again in the Companics Lﬂmendmanz} Bill 19BR3;
nor wag there =sny evidence o2f any objecvion oy mambers of the public
subgzequent to the snsetment of the secticn in 1384,

.7 We agrese that Section 1570 snould Te retained but that it

woild be desirable to ¥keep the mindmur ags limit for 211 purposes
cansistent, if posgsible, and according y we rscommend thet the ase
limit in Seection 157C zheu’d be reduged to 18 years of agz, provided
Govaroment sccepts the other pecommemdiaticns in the Law Heform
Commissicn's Report.

£, 8 YMembers also toock the spporturiiy we consider tne guesticn
of o maxiom age limd+t for dirzciors, Thas Jritizh legislation 3ogs
contoln sueh a 1imis, pamely in Cacticen 9% of the Compenies sct 1385
{ fercarly Saction 85 cf whe Compenisze st "348) which lays down a
Limi% of TO ysars of age. Terhaps is would 9 mors acourads to s2y
that i1 2cpesars to lsy deown such = liwii, becouse under one of the
gubsectisns & pevson of TO years or over ot still be appeinted az a
director by 3 gensral meeting of the sharzholders o!f a company. When
this subject was considered by the Cogpsrics Law Revizion Committes
Irm Their Second Report, they said;

"Many publie zompanies in Hong Keng zre the creztion of
irdividuals or families, and gererally speaking neither the directors
nor the shoreholders would wish that retiresment should be forced upom
gny Olrecior whe had founded or built up, or had for decades been

assoclated with, the company. Tre sans gpplies with even greater
force fto private compaiziss ... 43y commery whick wishes to do =0 is
already free %2 set an 2ge limit for its directors in its articles znd
Wwe 6o not gze that therz iz apyching substantial to ke gzinsd by the

adeption of the Britisn sectisns ....Y
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Wz zgrs=e with these viszws 2nd de not recommend the impozitiorn of 2

e

muximam age timit for directors.

T

7. SBastion 197¢ of *he Joumpanizs Opdinapce | Prohibizicn of

tax—frez pavmentg to direclors)

7.1 Section 157G was introducad by the Companies (amendment) Crdinance
*984 ir implementaticn of a vecosmendation in the Sscond Raport {april 1373%)
of the Companies Law Havisien Ccomiffer, which resd a5 follcows:

"Ma Cchen Coomittes doclk the view that payzent to directors

. 1 s

irice thig praciice

it

of Fees or salzries tayx—free sthouid ke prohibited
oreaied a class of zerson whe L@ imouns from sny incgrease in taxation,

eot te the Comalitvies's rzoomuendatliops, sacticn 1259 nf the

L
E]

Al
vl
[

isg not, 1928, prohitSits The payment of diregter's —msmrepstion
f=eg of tax zxcept wnder o contract in Force an 18th July 23475 fwhich
was %tie date of the publicaticn of the Jcheu Comzittee's Report). ihile

there s perrsps no clamant oo

1T

d faor sush g ssctieon in Heng Kong as our
tox laws stand at prezant, it Sezme o be scund in ppincinls, and we
rzoommend that 2 zimilar seciion showld be ingluded in gur Ordinance.”
7.2 e of gur Pembers, Profssgor Willoughby, suabmitted to the
Standing Cocmmitiee That the Zeciion zhoulfd be repealsdé. Pzrt of his
argument was ag follows:

At first siget the sestion appesrs 4o be o sensibls Testriction
on the ramingratico of dirseters. On further reflszeticr it is vnnecessaxy,
hrs nothing to do with fax eveldonce and is at werisnce with the Tnland

Eeverme Urdinance,

. 4T U
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The purposs of the sscticn is apparently w5 pravent a

bl

direster fram gaizning an advantzgs of Zzlariss Tax free remuneratiozn,

i

Towevar, the sesticn does not tave this afizet. 11 3 company wishes
a director t3 receivs remursration "tax fres"™ this L= only ancther
way of szaying that It wishss its directer te receive & particular
gum nst after tax. There iz nothing in any Way inproper in this,
Indeed 2t iz the normel practice with zary Unitsd States and
Japanase multinaticnais wien sending staff fo work abread for
ovaerseas subsidiarizs. f & director of a Hong Keong company is
intended to reeeivs o net aalary after tax of, ==y, $830,000 pesr
annum the company. Lf properly advissd, would =zree to pay him
31,000,000 gross. With t=x 2% 17h #e will have a nat or

"tox froe’ salapy of 3530,000. If the sherenciders think Thed
this is sxcessive they zan raise the matter 2t the anpropriste sGH
zr1d refuse Lo pasz the acocomts.  Sacticn 157G is irrslsvant and
prosecta no-on:s.

Szction 153¢ is not cnly unreslistic but at veriance with
the Inland Revenue Srdiagnes. Thie 2zn be Dllustratsd by fwe fuxther
sx:mplas. he the first sxasple illustretes = "tax fres" szlary of
%633,000 can be achiaved by paying the director §i, 000,000, If;
howevar, she szrvice comtrzet provided that the company would pay
the director #3,000,000 free of tax secition 1570\ 2) provides that
tris =um would heve to be trostad as a greoss sum leading the directer
te pay 317,000 in tax. If the company then peid the tax for the
director, ag ofton is the caas, section 9(1) of the Inland Hevanue
Ordinance woeuld apply and the dirsctor'z iocome for Salarisa Pax

purnoss3 would become 1,170,000 and rot $1,000,000 with the resuli
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thet the totsl tax payable would ke incresssd fo $195,5C0., This
raises the guasticn of whether seciicn 157G is bninding on the
Commiazionsgr of Inlznd Fovenue. Tlaixly it iz ngt: all the

section does is to mazke unlawful for company low purposes a particular
formule for calenlating i dirseter's remunaration,

fne further sxemple may be added to 1llustrate the confusicn
that can arise from secticn 157G, If a codipany agrees to pey &
director 3B830,000 "free of tax", and fo poy the tax thereen of
3741,100, under the Iniand Heverue Jdrdinance the director!’s income
for Salaries Tax purposes would be 3I971,100 and net $230C,000 as
geoction 1570 directs. Tha istal tzx poyable under the Inlsnd REevenue
O~dinsncs would therofors be $165,087 and nct 5141,1000  If the
soimpany pald the additicn tax on tax further tax weuld be duc znd so
iv might B2 on a2d infinitum. The preblems zre thecretically worss then
this because the additisn of ftax on tax te ipgeme for Provisional
Salarizs Tax will compoumd the spouwnt payable to refund tox year by
vear. 4uite now sestion 197042) would operate in such circumstances
iz net elsaar.

In proctice foreign muliinaticonals with Hopg Kene subgidiariss
invariably eamare that their dong Kong bassd directors ars paid a tax
inclusive gross salory that will yield the required "free of tax™
TeMLNeTEtion and ro problem sceurs with the Inland Hevenue Crdinances.
Howsver, my inouiries indierie that sscTion 157G{2) is cither ignored
or misconstruad, The subsseticn is derdived from section 189 of the
Companics Aci 1948 and corrsctly consbrued means that the "prohivlied
rerunzration is tc be construsd as a provisicn for the payment of the

stipulated sum {o thz director, leaving him to pay tha ... tax in

/i
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respect of it mimeeliM (Fenﬂingtan‘g Company Lew 1th Bdition at 51?}.
T ig apparent that the wards Yo5 2 gross =um zubject to tax® in
zecticn 157G{2) ars in yractice sither ignhcred cor consvrued to mean
"as g grosged up Suin subjset to tax" ...,

I hawve zZevar gz2an 2 gagse argued fopr the need for the secticn
or seen any statenent of the "mizchiesf" it seeks to prevent. In truth
it is 2 misecnczived provision, largely ignored in practice, aveided by
the well adviged, 2 confusing tran for the unsephisiicated and of no
interest o the Commission of Inland Reverme, I suggest it should be
raconsidered and either amenged o accerd with the praciics under the
Inland Revenus Ordinanee or repealed,

It moy be zdded that section 1575 only =pplies to dir=ctora
and coes net affect octher employzes whoge Szlaries Tax may he peid
Ty the company ind deduetsd for pProfite Tax purposzs as pert of -dhe
total remunsraticn packzge (see IRG sectian $7(1){g)). Whot iz zc
gpzcial abeut directers in this regard?"

T3 We curaslvaa caon not Ses any basic flaw in Frofessor Willoughby'a

argumsnta and we therefore recomusrd that Secticn 1576 be repealzd.

&, Bection 228i of the Comparies (rdinence {Special procedurs
for voluntary winding o in case of inability to continue

its bysinesg)

8,1 The Standing Committecsts Report for 1985 mentioned briefly,
ir parsgraph 10.%, Thet considermition was being given to amendmsnts

in rzspect of inter alis=, the above seckicon,
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8,2 Seciion Z28A was intrsducsd by the Coupanics (imendmant)
Ordinapee 1984, 1t was in imvlomentation of a2 reacommendsticon in
peragwarhn 5.22 of the Sicaond Raport of the Corpamiss Lew Heviszion
Cammittee {April 1773} which raad as follows:
Wik poarseraph 50T of Shair Hoeport the Jenkive Committes
weocnmended s —
"(r) in ordsr to spesd the sppointment of
a2 liguidatcor in zege of emergency,
the dirszctors should have power to
deliver t: the Registrer of Zompaniss
a dzelaraticn thet the company cannot
Ly resozon of itz liapilities continue
its btusiness 4nd that mestings of the
company #nd of Lws areditors will be
pumnorizd for = daie not morez than
Twenty—-=zighi days aftsr the date of
the declaraticon. Hfter delivering auch
& desinraticn ths dirsctors should be
resuirad fo cppoint fortowith a provisional
licwigator to remadn in coffice for
Twenty-elght daya or such extendsd period
ag the Boara of Trade may allow, or until
the carlier spoointmanid of & liguidator.
The declarition and novice of $the appointment
of the provisionzl liguidator should be
requirsd to be advertissd, and such
notice *o bs deiivered to the Registrzz for

ragistration, The date of the delivery
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of the declarziion should be treeted as the
commesncenant of the winding up. The
provisional rigquidsatcr sheuld be protectsd by
statute in relatign to 2il zets properily dong
oy nim and showld be antitlazd, owt of the
coflpany's funds, to adsquete remunerstion

and to reimbursement of all expenses properly
incurred;

if the proposals cutlined in {r) above are
adopted, previaion for voluntary winding up
by extracriins=ry resoluticn: {23 oppozed to
spoeial rssoluticn) will, in our viaw, no
loager be ascsssary s the power of providing
tmmedinte interim srotection by the zpmointment
of th: provisicnal lisuidster will mers then
any disadvaptisge thers might ctherwise
bz in the additiomal wesk's notices rogquirsd
for a spegial resolut;cn. Aocoldingly no
gxcention need he provided te cur general
recomm:ndation; mece zlzswhers In this Report,
that sxiraordinsry rassolutions should be
abglished. Eowever ssoction 133(3%) which,
inter alia, permits g meeting to ccnsider

a special resclution to b callsd by shorter
natics than fwoendty-one deays ghould be anendaed
to preclude, in any circumstances other than
a members' voluntary winding up, ths calling

cf o meeting to consider a special resoluticn
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pursuant to szction 278(1)(b) by aotice
cf less than s2ven days:",
We agrss, and rocoossrtd accordingly.n

2.3 The Jerlins Qomzittes's rocomazndations hawe nsver been
implementet in Dritzin and the procedure 52t put in Zeciion 2284
ia therefores completely new.
5.4 The Stending Committes wers approached in the fipst
inatance Ly the Fegistrar General in his capacity as Cffizial Recelver,
who suggestod that sxparience with operatisn of the new procedure had
snownl that some amendments were neczasary. The Committes then consulted
the Low Socioty of Hong Eomg and tas dong Eong Socisty of fAccountants
for thair visws and were aliszs ateful for the viesws of a well-iomown
- o

fizm f solicitors whigh were suimitwed for corasidsrsficn.

.5 A8 o pegntt oof thigo consultations we ricomeend the following

amendments to Sectign 2294 for the reescns statzds

{1) Subssetion 228a{13{k). Dolaie sntirely and substitute:

"{b) ths directers considsr that it ia necessary

that the company b= wound up and that thers=

are geod znd surficlent reascns for such

winding vp to be comlenced under this ssctioni =znd"”
nzasons:
There ares doubts 1n the professions as to ths meaning
of ths existing provision which stalos that the dirsctors
mast moeke 2 statutery daclarsticn that, inter alisz, "it is
necesgary shet the company bo wound up and that such
winding up be commenced under this section”. The guesticn

ig,in what circumatancces can it ke sa2id that it is
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(2}

-
"necaegsary" for the winding up te bz commsenced under
Section 22827 It Is undsrsiszcd that the professions
gzpuerally ares tzking the viszw that this means that the

T thiz =tsp is not takesn,

b

circumstances ars such that,

thers is a real prosgect of 4n

s
[
Ii1

zzets of The ccocmpeny
being in Jsopardy or soms cther thraat of material
prejudice %0 ths company's ereditors. In practice, the
positica is not always so clsar-cut and while it may
e possibles o put forward good wezsohs for saying
that winding up is highly desirable in 2 garticular
sifuasion, i% may bae difficult to =zay thet it is
strictly "neceszary™. This is particulszsriy sc in a
gituziion where the ccmpany cconeerned, psrhars 2
liswed conpany. is wholly or partiy 3 helding
pompeny, =nd it is of practical imsorsence thut
socmecne takoes conirol of the group without dslay and
vet there nzy be doubkt 22 to whetnsr the directors
can be adviged thet it iz "peceasary™ - an absolats
te5t. The recommendsd wording of perzzraph (b) mekes
the taest =ore subliective and wider,

Subsection 229i(3}. Delcte =ntirsly and substitute:

"{a} The dirsctors, at the meeting whers the statutory
declaration is mude under sohzection {1), shsll
appoint =5 provisional ligquidator a gqualifisd
pereon who hes conssunted =2o io ast, the appointoent
te be cffecsive 25 at the commencement of the winding

up;
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{b} For the purposss of (a), a qualified person
ig a person Whoe is sither -
(i) =& aoliziter guelified +c act az such
nnder the Logal Fractitioners Crdinance oz

{ii} =2 profsssional accountsnt whe kelds a

arachisging certificate under the Prefesaicnal

dccountants Opdinances
{2) The statutory declarztion must be filad with the

Begistrzr of Companies forthwith and, in any

event, not later than T days after the day cn which

it iz made, failing Wwhich it will ceasz to Be
capables of being ussd for the purpcses of this
section;

{d} The winding up =f th: ccmpany shall commencs cn
the day of dsiivery of the statutery declaraticn

to the Regiswrar cof Companinasg

(e} The dirsctors shall causgs & meeting of the company

and of the sreditors of ftThe cobpany to be swmerned

for = date not later then 28 dayz after the
delivery of sueh declaretion,”
Reasor s
1t iz thought that theres ars foo many lecpholes in
the sxisting subguection {3). For srample, under the
existing provisicas, the directors of a company could
make the statutory declarsticn under subsection (i)
and nmct ialke any metion on 1%t for am indafinite
period, perhaps not delivering i+t to the Regigtrar

for a year. Thes Sectica 2284 procedurs was msant
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for use in smergency situsaticons and we think

that the recomzsnded pmendments maks this clezrer.,
Ths rscoamendatisn in the parasrepe {b), that a
provisional liguidater must bs cualifizg is thought

to be neceszery in ordar to prevent the srpointosnt

d

cf "ecowboy" liguidators by unscrupulouns directors. Thers
are, of coursce, ne specific requirements for & liquidater
appointzd under the ciher winding up wrpovisions in the
Compandes Ordinance to possesa any qualifications.
dowever, ther:z are sufficiznt =zafeguards to prevent

an cbvicusly unsuitabls person being apopolntsad.

For exampls, Ssction 1%% of the Ordlinancs, which deals
with the appointment of an 'ordin=ry' provisloanal
ligquidzsor (i.e‘ other than cne appointed under

Szetion 228s) provides thai ne shall be appointed by

the court and that Yeither the O0fficiel Rocelvsr cor

any other fif person mey be appointadd. {Our empposis)
There ars no such sufzgnords in the sxisting provisions
of Sectlen 2284 and we [zl that, havipg regard to the
circumstsnces in which the Ssction is likely to be

usad in practics, the recommended amendment is necessary.
Some people fsal that there should be a requirement for
211 liguidsters to possess coriain gualilfications, as is
new the case in, fer exampls:, Britain, This is something
wi intend to leok &t in duz courses but we faesl that
Section 2284 seould be amended as riccmmendsad as soor

as possibls, in the msantims, The recommendations in (4)
end {e) repeat the provisions of the =xisting parvagraphs

{2) and {2}.
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{4)

I =
[T

Subsection 228A(2)

Adé = mew subscetion (44):

“(d:1(1) The provisicnzl liquidstor shall, within

14 days aftze his appeintzent, deliver
to the RBegistrar for registraticn a netige
cf his appointzent.

{2} If the provisional iiguidator fails to
comply with the requirement of this
subsection he shall be liable to a2 fine of
3200 for avery day during whica the defaclt

continues.M

Heosons

Seoticn 255 of the Companises Urdineneces requires =
liguideter in an "ordinory" voluntary winding up fo
rogistar with the Reglstrar of Companiss 2 notice of
big zppointment. It ia considersd that a similar
reguiresent shonld be ineluded in Section 2284 for the
bencfit of any perszon mabking a sesrech of the publis
file of ths company in the Compenies Registry.

Subscotion 2284(6){a)

Emend by deleting Mas the Officisl Recelver may allow"
crd auhstituting new proviziens for the sxten=zion of
time to be grented either by a meseting of the creditors
supmoned undzr the sccetion or, fziling this, by the
court on application by the provisional liguidator.

The subssction should zlso be zmendsd to moke it

gierr thot more then one extension of the previsicnal

fad L.,



5 appointment o ba grantad by the
creditors' meeting or the svurt, as appropriante.
Beagons:

The existing subsecticn providss that a provisicnazl
ligquidainr appeinted undst Seestion 22854 shalil, unless
e full iiguidator is appeinted under the ordinary
provisicns of the Ordinznca, hoid offies for 28 daye
or such leonger periad as the 0fficial Recelver may allow.
Iz practice, however, the Official Recsziwver may have
diffieulties in knewing whoethsr or not it would be
reascnable, in 2ll tke circumgtances of a case, fo
grapt an extensicn of the appointment of tha
provisionzl liguidater. Hz simply m@sy not havs enough
infoarmation svailabls to 2liow him ko re=eh 2 dzeigion,
1% iz eonsidsrad that ths gront o0 any cxtensién-gculd
best be lzft to a Oesting of creditors who will eifzhsr
grant the extensicn cr appoint a liguidater. ZFailing
= grunt of an extenzion by 2 meerting of credizors,
thers should be a residual power for the court tso grant
thz oxtension on sh applicaticn being wades by the
provisional liguidator.

Subsection 228a{5)(b}

Amsnd os follows:
(i) Insert immodiately after “io be entitled" in
stubsgetion (63 {b)s
"tul without power of sale oxcwpt of
perishable property or o2 me¥ he necwssary
in the ordinary course cof corrying on business

andsr subseckioca (5}(a);".
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{ii) 45 = consegquentizl mmendment, insspt in
subsection {7), line 2, immediately after
Wappolntment™:
rand subisct to subssctice (6)(EIM.,

Heason

It is censidered that the present powers of a provisicnal

ligquidator appeinted under Section 2284, which are the

game A= those of a liguidator in a creditcrs' winding
up, ars too wide, It is thought that, to dezl with the
peesinility of the provisional Iigquidator baing to Bome
extent supject to the influsnes of the dirsctors who
appaintsd him, he should not have power of sals

excspt of parishable proyerty or 2s may be necsassmy

in the srdivery course of carrying on buginesg, I¥ is

also Thought that the reatrizticon of ths powsrs of

gzle as proposed would he 2 ogrod diseipline in

mOVing the crmpany along o oo normel ereditors'

voluntery liguidaticon.

amend os follows:

{i)  Dolete “adeguate remungretion and" in
limesz 1 and 23

(ii) In line 3, immedictzly after "him" ipsert
"and retuNeration te be fixed in acecrdance
with the nrovisions of Sseiion 244(1} or by

the court™,

7 .
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Reaszgn:

The mezwing of Msdequsts vemuneration® can bs open

to oonsidosrabls dabnte. It iz thought th2t the

rroposeld dmendnesnt will bring mors certzinty.

Section 22401} provides that the remunoration of

a liquidater shell be fixed by the commities= of

ipnspection, or if thers is oo such cormittes, by

the creditors. In wiaw of the wousuzl aspects of

the 3eciion 2284 procsdure, it Ls thought that thars

gnould be the =itameotive of applying to the court

to fix She rmownt of the rzauneration,
8.0 We would zlsc fenticn that it was put te us during our
consltaticra that it is pob olesor whathor the procsdars indsr
Section 2264 i3 a woluntary windiag ap or a spaciczl type of winding
Up. We accepied the Registror GensTol's view that the orocedurs was
intended to be grafted onto the provisicons of the Companies Qrvdinance
rzlating tc 2 oreditcra’ windlag up. We are not clear, howawer, s
to whether the forms of Section 235, whlch providss thet 2 woluntary
winding up shzll he deemzd to comnence ot the time of the passing
of the rescluticn for woluntary windizg up, shell be zmended to talke
acoount of the provision in Section 2284 that it commencesz oh the
Aete of delivery cof ths statusosy dacloretion to the Hzgistrar of
Coeppenics. Wi fzel that thiz iz 3 techrics] drefiing point which

we should loavs to the Law Draftsoan to deeide,
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%, Directors’ duty rsgsrdiag information to sherehoider

3.1 Toe Staznding Cemmitise's Rsport for 1385 mentisned brizfly,
in paragraph 15,1, ihat the subjsct of the dirscteors' duty regarding
information %o sharcheliers was teing considzred.
9.2 Tha history of this maiter is thait it was considicsTed at
some length in the Szcond Report (april 1973) of the Companies
Law Hevision Committes. Paragraph 7.16 of the Szcond Heport reads
az follows:

"Although there have as far as we ¥now boeen no such
casze in Hong KEong, thers have buen ceses in Britain in which
companizs witdich have boon disturbed over the stock markst rating of

th

i

cofipany's B2aarcs nove 2eld private zestings with represenistives of
irsvitutionz]l shersholders at whick infermaticon shout the prograss,
rieng nnd prospects of thﬂ'ccmpany br:s npparently besn given. although
ne doubt the objset 2f these mestings has bsen 4o show ths merits of
the compzny and 2o enhance the shars price for the benefit of the
general body of sharsholders, we thiny that it iz wrong that a company
should give to seleacted sharcheldsrs, in taeir capacity as such,
information which it deesz net simultancously give to the remaining

ghzreholders sither by circular or public anncuncement throush the

rress. We 2otordingly recoumend that it sheuld be made an offence to

3.3 Tha Companics (4mendmant) Bill which appeared as a White

Paper in 1980 contrined 2 propesed new Soccotien 1550(2) wiilch attempted

to implement the recommendations in parsgweph 7.16, in the following terma:
"do compeny shall make zvzilsble or discloss to any part

of the members of the company 2t any time any information relating to

the aflzirs, plans or prosgpects of the cohpany unless that informaticn
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iz made zwzilabhle coT
tey the other membsrs

default in complyirns

diseclossd, whethsr by circular or muehlic announcectent,
at ths sama time; and if ary comopeny makss

with tnis subsectica, thz company and svery

cfficer of the company whe iz in default shall be liable to a

defzult fins of {500,

G.a Thers wers

as to the wide scops

(1§

many criticlame of the draft clause, perticularly

aof the informaticn covered and as to the lzck of

exemptiona ino rTespect of indfoarmation supplisd to such perscons as

audz: tora.,

9.5 A ravissd veraion of the propoessd Ssction 1550 sppesTed

in the Companius {Amenﬁment) Fill %53 but, asain, thers waz criticism

and Government decidad that ths clause should be delated and the

matter referrsd to the Standings Comnittes for congideraticn, The

revised form of the propossd Secticn

follows:

-L

55T in the 198% Bill was =s

(1) Subject to subsection (3), no company shell

moke

avzilable or digelcsz to any peyson ot

=iy time any Inforosilon to which this saction

applize unlezss thet information is mede awsilable

cr disclesed a2t the sams time, whether by

sireuiar or pablic acnouncement, to 2ll the

members of the company; and if any company males

defarlt in compliying with this subseoction, the

compeny and every officor of the compeny who is

i difanlt sbell be lisble to 2 defuuwlt fine

of F500,

{2) This

secticn applies te information which, as

rzEpacts 2 codpany —

{a)

Tzlates to spwcific matters relating or of
concern (directly sor indirsctly) te that
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cobpeny, thet is to sy, ie not of 2
general naturs rslating or of cancarm te
That company; aad

{b) is not gererally known to those persons who
are acoustoned or would oe 1ikoly to desl in
any gecurities of ithe company but which
would, if it ware gensrally known o them,
he likaly materially to affect the price
of thoze securities.

Hothing in this saction shall reguire a company o

maks availables op diselcze any information to ths

members of the company where that infeormation is
mads zveilable or discloged by the coomany to any
0i the following -

{(a) = dircetsr or sther cificer of the company,
whether or not sucn director or other officer
ig alzo o memher;

(b) an smployee of the company;

{c} 2 person acting as auditcr of the company;

(ﬂ} toe company's benkers;

{2} = perscn acting in 2 professional capacity
zg adviger te the company;

(f} =« porson paziicipating with the company in a
baszineas wveniors;

{g} & paracn requiring such information in cernoxtion
with negoticticns between him ond the coopany
for the purchase of the whele cr any part of the

underscking or property of the company.™
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9.5 When the Standing Commitiees considered this propossd section
in late 1985, two of the sx-cffizic Members commented cm it. M2, Gleeson,
fegisirer Genersl, in his 2rzzeity as Begistror of Compenies, thought
thet 1f legislaticn :long the lines of the oroposed section, and
incorporating ail the =mesndmants recormmended by mesbars of the publie
who had cemnented on it, was @nacted, thers would be no practical way
for hin to enforce it strictly. Por example, he would havs great
difficuity in Adeelding whet infeoymaticn was price—guensitive in
particular circumstances.

a7 Mr, hatin, Comissiconer for Securitiss, supnortad the
principgles behind the propoged Secticm 1550 But thought that fthe

ciabse itzelf had been toe restrictive. He thounght thet the
Jeeurities fommissisn's then-dreft Shock Sxcnonge Listing Auies,

which werz scheduiezd te go ints cperaticn in eariy 1986, would

go 2 iong way towards mesting the nsed Zor prompt discleosures of
prica=-gengitive information.

3.8 It was agwvewd that Membsrs should ot l=ast have an
cpportunity to see thor finzlized form of the Securitiss Commiesion's
Stock Fxchange Listing Hulse wefore reaching any decisicon on this
matter,

2.9 Consideration was thorefors resumsd in snrly 1986 afier the
Securitiss {Stcek Exchangs Listing) Rules 198 came into cparation on
1zt Fobruasy 1986,

9,10 The Stending Coomitiee noted thot, in the contaxt of
information to shercholders, the important part of fhe Rules is the
Urderteking in the Schedule which sets out the informeticon which listed
combanias ars Tequired ta suppliy te, inter aliosg, their sharehelders,
Paregrzph 2 of the Undevtoking contains 2 general obligaticon to

supply information, It appearasd to Members that, in comparing this
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with the reguirements of tas proposed Sectiecn 155D in the 1983 Hill,
the main diffarenczs wara:
{2} the time limits; urder tke proposesd Ssction 185D,
a company would hzve to supply the information to
shareholders at the same timg ag it gave it to third
partiea, whersas under the Rules it has tc supply
it Mas soon g reasonably przeticable™; and
{(b) the pemalties; under the proposed Scotion 1551, there
would bBe o defsuit fine on the company and every oificer
cf the company in default, of 3500 per doy, wherszs
wndar the Rulez the pernslty is suspensior/sancellation
of on offending company's listing.
2.1 The Standing Committes alse noted that, for moat practical
perposes, the notifiable ftraznasctions s=t ocut in parogravhs & — 9
af the Undsrtexing in The Hules are the eguivelent of the concant
of price-sensitive information conizincd in the propcsed Ssciionm 1550,
Paragraph 6 of ihe Hulss reguirss disclosure of notifizple trensacticns
to the whale world, not just skarcholders, "as soon as reasoazhly
praciicable” after agreemsnt in principle has be2en reacheda for a
notifisrblse transaction,
.12 Having regard to the widespread opposition to the proposad
Jection 15550 in both 1980 and 1985% and to the reservaticns which
scme Members cof the Standing Committee had regarding the practical
problsma involved in implementation of such a prevision, it appuearsd
to the Stending Soomittzs that the question which Members had to
ask themselves was: Wers thoy seiisfied that the reguirements in the
new Hulsza wers good 2ncugh or did they think that something stronger

wag raquired?
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9.13 It was generally zgrsod that ths Tndertaking recuired by
the Listing Ruies was a long steo, albelt in the right dirsction,
and thot it would ke sznsible fo maks: surs that it had been firzly
talkken vefgre considering whether te go furthzr, The Committes

decided to misume consiterasion of this questiion in dus ccurse.

10, Irsidsr Deaiing

10.1 The Standing Commlttes’s Repert {or 1984 deslt with a2
recommendation to cxtend The provisicns of Section 157E of the
Companizs Criinance (Fowsr 4o restrain fravdu.ent peracns from
menzging companlas) tn cover 2 person nemed a3 3 culpable insider
dzaler by zon Tnsider Desler Tribunel. The Seport stated that:

"It wis thought z2lso that the wholz subject of iasider dssling

night usefuily ne reconaldierpzd oiter ths Inspector'a reports on the
ipvestigations inta ths Cazrian Group and the Béa Group and the
Trisunzal's report on the treding in Internation:l City Boldiags Lid
shares have been mads availabls "

10,2 The feport cof the Tribunal on trading in Internationzl City
Holdings Ltd's shares {The Olough Triburzl Report) was iassued on

27th March 1986. It namad a numbsr of very well-dowown Hong Eong
businggsmer a2z oulpeble insider dealers who applied for a

Judiciz) revisw of the Tribeal's fimdings., Ta a judgement dated
20tk October BBE6, The Honourables Hr. Justice Kempstor uphald all

of those findinss.

10,3 The Clough Tritunal Report cohtzined a number of suggestions

for amcnéments to thes lagisiation desling with insider dezling.
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.4 i July, thi Finenoial Secretary skad the Standing Comedtfes
for our views cn certzin aspects of the sdsting lagislzticn mng we
doeidsd that It would be zpproprists to start our review of the whola
sub jent of insider decling merticned in o> Aeport for 1984, The
Inspestors' reports om the investigations inta the Carrizn Group and
the Bda Group wers 5311l not availshle to us but we decided that, as
Tthere was no reliasble estimnte ss to when they would hecome awailable
and =5 the subjeect of insldsr dsaling hed heen atiricting incressing
attenticn, we should stert our ceasidsration of the subject withowt
the benefit of the r2reris.

10.5 We have considered voluminous moterisl oo insider desling

at cur subssquent oeetings during 1986, sxcept =zt cur November meeting
when we considerad Aand approved the 2eaft Bi11 implementing our
reccimendaticns made af the ond of Decamber 1985 regarding

digelngure of pensficinsl cwnorshkip of sharcheldinss in listzd
companias - @ subjoct which is elesely reiated to ingider denling,

We hove not yat reached = decision on what recommendstions ws shoulid

iy i=m 1987.

m

ke but bope to 4o so

1. Insclvasncy Low and Praciice

The Insclveney icts 1989 & 86

11,1 The Standing Committez's Report for 1564 smentiomed at
prragraph S.1 thot the Committes had sonsidored two zepects of The Cork
Foport on Insclvency Law & Preetlcs, namely, Wrongful Trading aad The
Ten Per Cont Fund. It wes zlesc potzd that the Hegistreor Gosteral in

his e2pacity 2s Tfficial Reoceiver was consicoring the provosals in tke

Report regarding sdainistration Orders, It was stated thet further
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digcussion was being defarrad pending sxpecied legisloafticn in the
ngoy foturs in Britaino.
Tt.2 Fince than thers kave b2en sxocied in Britzin the Inzolwvenoy
act 1985 and the Insclvency ict 1586. The latter has consolidsted the
lzw cn the subject bul hos not ropealszd 21l of $the 1985 act,
11.3 The Standing Comzittes hes considered the new lagislation
on Wrongful Teading =aned Administration Ordere on 2 nomber of occasions
{The proposala for a Tan Psr Cent Fund in The Cork Report have not
been implementzd ond since, as wos indicated in the Standing Committee's
Feport for 1984, the Committae’s initial rsaciicn to the proposals was
alsa unfavourable, the subject hzs not been pursued Surther),
11.4 With regari te Wrongful Trading, the Standing Commitwes ware
concermed to neie that the relevont nsw provisions in Seeticn 15 of The
1965 set (now Sseiiza 214 of +he 1386 Lct) ware regorded with ecnaiderable
cantizn, not te say sceptieism, by geme sxpsrts in Britain, For gxample,
in an a»tiek: in the Hevemherfﬁecember 1985 izsus of "Insclvonoy Low &
Prictice", Mr, Pster Formery, Haad of Company Law, Company ard
fnvironmental offair 2t the Jonfederstion of Sritish Industry said:
"The ecrimingl offence of froudulsnt trading willi no
doubd he Faniliar to yoap wrongful ftroding ig beased
ot similar pringiples but by virtue of be2ing 2 civwil
offenme will require a leas crnercus burden of prood,
grge it is hoped that more culprits will he caught by
its provisions. Wrongtul trading has been describsd
variously &5 being ton ipdiscriminels, noet {ough
enough, confusing -—nd unworkabie. Ezceh of thesz counsientis

iz truze. The idesz cf introducing such a2 penzlty evolved
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cut of the Cork Jorpittes's delibérations and it is

Eoas to soy without rigk of eontradie<ion, thet ncne of

those taking = cloze intarest 1n ths Act opposed the

general principles underlying such an offence. Wners,

Aowevear, Governoent =rd others come adrift was on

questiong of defipificn ond wording, The zeneral

but considared view of the business community wes

and iz that the provisien is Yoo vaguely cast., It

ig not abundanily clear on the faee of the

Sestion when, in proctical terms, the proposzal

wold begin fto bite. This is worrying, asz the

fct will be used for gaidance by non-lowyers

whose dagigions will aiffect ths livelihoods of

many., "
1.5 Memoers noted that the Cork Committes in i4s Raport laid
cut the principles By wilich wrongful trading could be identified =nd
went so far 1s to grovcee oo dregft clause for this purgose, This

draft, bowsvsr, wis not fCllowed in 3eecticm 15 of the 1585 Act. The

W1

Cork Committes propesed thot z compony would be trading wrongfully if,

being insolvant or unoble so pay its debte 2z they f211 due, it

ineurs linkilitiss to other persons without o reasonasble prospect

of mesting them in fully and that & person whe was party to the

ceryying on of the cobpany's trading mey be Dade personslly liable if

he knew or, as an cfficeor, ought to have known that the trading was
wrongful, Attraetive though this definiticn is in the context of Hong Kong,

whera dirsetors often pzroit thelir conpenisa o continue trading long
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after they haves, and :re knowh o hive, gone Teyond the pein® of

na returs, Memters feld thoet thisz concept of wrongfur troding and

the 1iakility thersfcre still suifTers from an undesirable degres of
vheertainty, For instancs: when is 2 cowpany uncble to pay its

debtzs aa they f211 dus? It may have the assst wvalus but xet the

cestl. It may be zble to pey 211 its dshts tomcrrow but net to-day.
When is there no reascnable prospect of the compeny meeting ita
liabilitiszs? Wasn ought an ofFficer of the company to have lowwn that
the trading was wrongful?

1.6 Meobers f2lt that the dr-ft clause suggested by the Cork
Committen wng very complicated, suffired from z dasgree of uncertainty
and, 2t sub-clzouse {£), would invilve the court in taking decisiens
rogrrding the day-to-day operations of companiss which, by definiticn,
wirrg already in sericus finencizl difficultizs. OFf courss, the Cozk
Comnittee stressed that their cliuse was nei intendsd to be definitive
but =ven if it were reducsd ints proper legislation fotm, Mambars wers
werrTied thot it wewld net be aoy betier than Section 15 of the Insclvency
Act tags,

117 Having rsgard to the cbvicus preblems in dafining Wrongfual
Trzding zrd to the foresbodings of sxperts about the praciicabllity cf

the provisicns which havs been enactad in Britain we have deeided that

the sensible approach is to defer = decision on the watter until thers
has been 2 reascnoble opportunity to see how the British provisions work
out in practice.

11.8 Inring the dizcussiosns on Wrengful Teading, the quastion was
raized of whether nop—zxccutive dirsctors should bo subjsct to ths

game lishilities as thelr sxegutive colleagues. This iz a point with

implicaticons for many othsr seciors of zompany law smd we have therefore
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dealt with it in its own sestion of thig Raport.

11.9 Witk regard o Administroticn Crders, Meombers wsre agzin
zoticernad to nets that, 23 with the orovisicons o Wrongful Treding, the
provisions on thls subjeet in Scctiwns 27 - 44 of the Insclvency act 1985
(row Secticns 8 = 27 of the 1586 .ci) weors rogevded with gospticise by
the oxperts. For examplé, My, Farmery in the srticle slresdy queoted,
said with regerd to the provisiens cn Adoiristretion Orders:

"In pringipls, the introduction of such 2 concept iz to be welcomed,
slithough thers are very rocl worries as to whather thess provisions will
work., & puober of gensrcl and sechnical objscticnzs heve boen raized in
this respect. Boffics it to wention 2 fow of those o..0"

11.10 We apresd thzt befcre progzeding further with consideration

of this subject if would ke desirabls €0 have the views of the

verioug professiond 2xd husiness organisoetions whes we norielly conszlt.
Th:z Zecrztzry duly wrste to these organisaticns and we shall resume

our deiiberations whan we bave recedived the ropliss. It iz to be

hoped thet, by then, theoere will alse be some informoticn available as

to how the British provisions huve cparated in praoctice.

11,11 Wz alsc agreed that, in the meantime, we ghould lezrm more

about the Chavter 11 procedwre in the Tnitsd States which some
professionale hove seen az o preferable alfernative to Administration
Orders,

TH 12 It was therefore arransed for a repressntotive of one of

the lsading firms of W2ll Stireet zttorneys which hasz an offic: in Hong Kong,
to attand one of our mestings. He gave us 2 very infometivs address,

Wwaz good snought to snswer oll quesiicns snd left us with = wery useful

writtien msmorandurm crn the smericen provisions.
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11.1% It would mos Bo approprizte to fry ¥o give 2 summery of the
Chapter 11 proceedings, or to cohpare them with ths Sdainigtration Order
provisions, in this Repert ot this stoge., Suifice it to say that the
Standing Committee con see why 2 number of local prectitioners find
the imericsn aystzm attractive, 1% is desigmed to provide a compziy

in zericuz finaneisl troubls with 2 last alternative to liguidotion.

If the peompany filss under Chapter 11 ord can get the majority in
number and velue of ita crediters to ogree to its plans for dealing
with ite diffienltises, no crediter can tzke any action againat tha
company Yo enferece hig rights. It 1s not, 22 some laymen think,

a0 "=zagy opticon” becausze the stigma sttoched $o the Chapter 11 procsedings
will affact the compaony's future credit—worthiness and the valuation cf
its ghsres. There iz no gusranies thet the creditors will aceept the
compzly's proposslzs and they may inzist on gebting rid >f the

incumbent nancgemsnt as the price fzr accoptance. o

11.14 For scme precitliticners, the greatest merit of the Chapter 11
pracedurs ig that it stops a single emall or miner creditor who refuses
to agres to the plans of the majority creditors for rescuing =

cofpany in txrcudle, ftom geoins chead and putiing the compony ints
ligquidation. Aapparently such = eraditor 18 populsrly known as a
rozue ereditor™.

11.15 The obvicus weaknesa in the protectlon afferded to 2 compsny
by the Chapter 11 procedure, znd indeed any éther gimilar procedure,

is where the company kas zgsets situated in other jurisdictionas, the
most chvious eXemples being 2 shipping company and an alrline company,
Mo matter what fmerican lsw msy do bo restrict the rights of creditors
in imerica, thers iz neothing to prevent, say, a2 Spanish creditor

enforzing his rights against 2 ship or aircraft which docks or lands
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in Spain {although we noiiced i Tecent newspapeT reports of the
Chapter 11 proceedings involving Unitsd States Linea, the shipping
company, & z2tetement that any action against the cobpany's ships

in a foreign port by a foreign company with a subsidiary vperating

in the United Statez, would constitute contempt of court by that
subeidiary), So mpany Hong Xong companies have important assets

abrozd that fis wealmess might assume mich greater impertance than

it has in the United States. However, the szme woslmesa alse exiasts
in the British system of Administration Orders, so it is certainly oot
a reason for preferring the British system,

11.16 Aa already indicated, the Standing Committee would prefer

to walt and eee how the new Insolvency legislation works in practice
in Britain before deciding on what amendmenta, 1f anmy, are Tequired

to the exisiing law in Hong Kons. There are cbvicus practical

reasons for preferring o adept British legislation on techntcal
subjects such as this, The Companlez Ordinancs 18 baped almest
entirely on British legizslaticn and it would be difficult to grafd
onto it a very substantial pisce of 4zchnical legislation from ancther
Jurisdiction, WNevertheless it may utlimately prove the more sultable

for this jurizdiction.

12. Hone-executive directors

12.1 When the Stending Committee was considering the subjeet of

the proviszions om Wrongful Trading in the Inaclvency dActs 1985 & B4,

the gquestion was raised of whether it was reasonable that the nop-
executive directors of 3 company should be subject 4o the same penaliies

for breach of this and cther provisions in the companies legislation
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a3 their executive colicasues, It wed polnted ottt Tthat the provisions
of Section 15 of the 1285 ict {now Section 214 of the 1986 sct) were
very vagle; in particular, the provision in Sechion 15{2}{a) that the
wrongfiul trading provisicns apply to = director whe knew "or sught

to have concliuded" that there wes no reascnable prospeet that the
company wWeoulid aveld going dnto insolvent liguidation, The consequences
of being found responsibls for wrongful trading were very sericus indeed
and this gection cculd be a:plied even to non-executive directora whe
tock ne part in the doy-to-day management of o company.

12.2 I% was suggested that the legislative zpprozch to directors
in Britain and Hong Kong was wrong. The legislation was directed
towzrde impeoaing ever-stricter obligations gn directors and imposing
gevere penaliies for default in compliance with them. This appreach
failea to recognige the nesd for distinguishing between executive and
non-exectutive dirzetors. It had been shown in Zurcps in pertieular,
where non-sxecutive dirsctors are very common, that they perform

an important functicn. However few people weuld be willing to act

as non-eXecutive directers if they knew thet by zo doing they might,
for “example, make themselves liable for a company's ordinary trading
losses. The correct approach would be to provide for the two claeses
of diresctora, exscutive and non-eXecutive, in companies legislation
generally and then confer appropriate powers and impose appropriate duties,
with appropriate penalties for failing to fulfil these duties,

12.3 Thz oppeoeing view was that the introcuctiom of a sord of
moiprector (2nd elass)" with differeat powsrs, responsibilities and
obligations from "directore (1st class)" would tend to devalue or
debase the status and credibvility of directors generally. The

majority of directors are directors in the real sange, i.e. they
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diresct the 2ffzirs of the coppary, and 1t would be wrong to
dowrgrade, blur cr cause confusion in the role they play ocn the
boards of their companiea, If 24 iz felt that a2 person can give soms
specialist advice to & company but ke does not wish ioc assume the
responsibilities of a fivectcr, then ke can casily act 25 a
consultant or adviser withcut taking a seat on the board., Indaed
there iz = case for saying that profeszicnal adviee in parsieular
ghcutd come, 28 it normally does, from o sowrce independent of the
beexrd ond the company.

12.4 The Cormmittes would net liks to sncourage the prociice,
which is scmetimes theught to cccur, of inviting pesrscos of
distineticn to joint the board of a compony solely with 2 view

ta enhanecing the status of thot cobpany in the eyes of the general
public, It i3 thousht equally undesirsble that any person ghouwld
4oin the beard of =z company imtendings to take-gé éctive tart in )
itz affaira but only in the hope of zdvaneing his own personal
reputation. Hevertheless it was £21t that conscienticus non—executive
diregtors, sarticularly those with professional gualificetions, c@n
perform a useful functicn in the system and that thers iz a real
danger that havgh penalties imposed upon 2l: directers for failure
to comply with stztutory reguirsmentas, such 2z the filing of zhnual
returns, in which a non~exscutive direstor cannct rezzonably be
exepcted to %aksz an interast, might well discoursge czpzble parsols
from accepting proper invitations. It is acceptod that the nature
cf a portievnlar director's pesition ig semething thet 2 eccurt would
necgsssrily taks into songidersticon when zsssgsing the individual.
penalty, Dut svsn so it 1z thought thet thers may be = gore for

gxenpting non-executive directors for initial liability in some

/62 LR



instances. The Commitiee wil: return %o this guestion when 1%

resumes discussion on the general =nd fiduclarty duties of directors.

13, "ins Man Private Companiss"

5.1 In Igrck 2 well-lmown sclicitor wrote to the Standing Commiztee
stating that he had been informed that Sanadian company law had heen
amended to provide foar the ingorporation of a one man private company
with both a #cle director and 2 seols shareholder, Hong ¥oog's Companies
Ordinence, on the other hand, Tequirss at least two directors (Seciion
15%(1)}) and two shareholdsrs {(Ssction 4{1)). The sclicitor submitfed
that the Hong Kong requirsment merely causes unmecessary expense and
administrative problems beth for what sre, in affect if net in legsl
terme, ~ns aan conparies and whoelly-owned subgidisries and that they
enculd be chargeé.in the same w2y 25 the Caredian Yaw hed beern.

13.2 We have written tc thz usumal professional and business
crganisaticns whom we usually ccnsult, asking for their views on
this nroposal and, when there hewve zll been.recaived,will TESume

conaiderasiion of it.

14. Uitre Vires
id.1 In the sectiom of this Report dealing with "One man private
compantes”™ it was menticned that the subjeci had been reised by a

well-known aclicitor. The smame solicitor, at the same time, ssked

that the subjoet of ultra vires be conzidered by the Standing Coumitiee.
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14.2 Thne supjesct was congidered at scme length in the Seccond
Repert {april 1973} of the Compenies Lew Revisiocn Committes, as follews:
nz,a The dsctrine of ultrz vires, which has been the subjest

of mach criticism and cn which 2 great deal of svidences was submitted
tc the Jenkins Committes, was thus dsscribed in pearagraph 11 of the
Cohen Committee's Heport:-

"The memorandum of a company definss its chjects a2nd a
company's objzete are limited t2 those expresaly
mentioned and such =23 ares ancillary tco the expreszged
abjects. 4 contract made by the directors upon a
matter not within the ambit of the company's cobjects
iz wltra vireg Yhe cotpany, =2nd, thersfors, beyond
the pewers of the directcrs. This prizcipls is
intendsd to proisct beoth those whs deal with the
company, and itz sharsholders.'.

2.5 Cn thia, thes Cohen Committes prreesded in their paragraph 12
to comnant =8 follows:-—

WHad mzmorands of a2ssociation of closely followed the forms
in the ¥First GSchedule to the fct, this protection might
have been real, but, purtly witit 2 visw to obviating the
nzcegsity of applying to the Court for confirmatica of
an zlteration of cobjsects, a practice has grown up of
drafting memorshda of asscociation very widely and at
great length so as to enable the company to engage in
any Form of sotivity in which it might eoneeivably at
goms later date wigh to engage and ao as 1o confer on
i% 211 anciliary powers which 1t night conceivably

require in connection with such sctivities, In
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congequence the docirine of wltra vwires is an illusary
grotection for ths shareholders and yet way be a

pitf2ll for third partiss dealing with the company.

For example, if 2 company which has not takern powers

to carry on 2 taxi-—gab szervice, neverthelsss does so,
third perscas who have so0ld ths ftax-cabs to the company
or who hove besn empleyed to drive thes, may have ne legal
Tight to recnver payment from the company. We consider
that, og now applied to companiss, the nitra vires doctrine
servezs no positive purpose but ia, on the other hand, a
ceuse of woneceszory prolixity cnd wexszticn, We think
that every company, whether incorporated befors or

after toe pa;s%qg ;f a new Ocmpanizs Act, should,
actwithstanding anpryihing cmitted from ita memorandusm

of assooiation, have 28 regzrds third parties the same
powers ag =n individpal, Existing rrovigions in oemcranda
ag Trgards the powersz of companics and eny like provisions
introduced into memorands in future should cperate solely
28 & contract betwesn a ccompany and its ghorehceldera as

to the powers eXersisable by the directors. In our view
it would then be a sufficisat safeguard if such provisicns
ware alterable by specizl resolution without the necessity
of chtzining the sanctisn of the Court, subjscet in cases
whera debenturss have been izsued hefors the coming

inte foree of a nmew dct, to the consont of the debenture-
tolders by extracrdinsry rescluticn paszed at 2 meeting

beld urder the provisicns contained in the trist deed

/65 ...



cr (in the ehsence »f such provisisns) cenvensd oy
the Couxi. ",
They according?y recommented that section 5 of the Companie=z Act, 1925,
{which pzovided that, subjeet tc confiraztion by the Cuourt, a compaoy
mignt, by spegial resclution, alter the provisicns of ita mebdorandum
with respect to its cbiects) should bs repealsd, 2nd & new ssction
inserted giving =ffzet to thair snid vwiews.
2.6 ilthough in section 5 of the Companies iact, 1948, {a= to
which see paTegraph 2.1% below) effest was given inm a modified form
to the Cohen Commities's recommendaticn that objects showld be
altersblse by special resolution without the sanction of the Court,
the 4ot did net, because of serisuz gifficultizs foreseen by the
Beard of Trade, implement the Cermiites's reccmmendation thet the
ultra wires dectrine bte abolished. The vrobhlems Inwvolved were
regtated by the Jenkins fcmmities in parsgraph 33 of their Report
ag follows:—
"(i) Those whe favour the abelition of the ultra
vires principle seak to achieve their oBjset
by legizlation to the effect that notwithatanding
ehything ccntained in or omitted from its memorandum
of masociation ewery compsny is io have 2z regards
third parties zll tne powers of 2 natural person.
(ii} But acompany not being in fzct a natural pEYson
can only act through directors or oihs=r agente
eXsrclising powers delegated to them by the company.
{iii} What, then, is the extent of the dzlegaticn to bet
Tke ecompany could (epart from legislaticn to the

contrary ) resumably adhere to the plan how usuel
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{iv}

(v)

(vi}

{vii}

of meking by its articlss an "aomnibus" delegstion

of its powsrs to its dirsciors.

The positicn then would be thot the company would
heya all the powsrs of 2 natural person, and that
these powers (with the msual statutery exceptions,
which are not materizl for the present purpese} would
we exercisatble in sheir entirety by the directors.
Would not this state of affairs place feoo much power
in the hands of the directcrs? Present complaints
regarding the state of conpsny law axc cften ta the
of fzect thot sharehslders should be given graater

and mors sffective ecntreol over the activitias of
directers, From this point of view the »s@meibus
Aelagaticn to the dipscters i zl1l the péwéﬁs of

a maturzl perscn coufsrred cn the compsny by the
propesed legislation weuld ssem bz us a retrograde
stet.

morecver, would not investors and crediters and ths
public at lzrge Jjustifiably wish ©o xnow what
activitizg the company was pursuing or presently Intending
tn pursue within the ambit of its sll-embracing powsrs
of a matural person, znd 0 have some particulars as
to existing or proposed activities in scme public
document aveilsble for inspestion?

Opeeg it iz accopied that some lizit iz to be sst
upon the extent of the pewers dolegated to the

directors, how is it to be done? The Cchen

/6T venes



Comeittes's plan was in effset to msks the cbjects
clause operniz only as hetween the starsholders and
the colhpany, by wey of definition of, cor limitaticn
upcn, the powers of the cowigany exercisable by the
dizrectors, 1 this were dome, would not the third
party te fixed with notice of ths oajects ir ftheir new
guize, and of the limitaticns whick they imposed,
in accordanes with the ganerzs) rule that anyone
dealing with = company is deemed to have notice aof
its public documents?  Weuld ast ultra vires third
party be concerned 4o sze that the directors on
their part be concerned to see that the objecte
clause stated the scope of theilr delsgsted powers
with the greatest nogsibls width and particuleriey
{incidantally lerving objects cliuses =28 prolix as

they ars today)?

(wiii) Thus the third narby if fized with coestructive

(ix)

notice of the axtent oof the dirscior’s delegated
poweTd would ba litile batier aff under the new
law than he was under the ald. If on the cther
hand the new law absolved him from natica,

would the objects clause in its new guise

afford any protecticon fc the shareholders? We
doubt if it would.

Ta give coopiste protecticon to itho third party 3%
woizid be necssary to absolve him net only from
eonstructive, but alzs from express, notice of any

limitation upon the dirsctors' delegated powsrs., In
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other words he would have to be desmed act to
krew things which he actually dic kmow - 2 leglalzative
expedient whisrh seems 4o us hisghiy wndesirsble.”,
E.T In vigw of these difficultizs the Jenkins Compittee saw no
gufficiently cogent reascr for gdepting the propossd aitributlicn to
companies of all the powers of a nodursl person.  Instesd, in paragraph 42
of their Roport, they reccmmendsd thati-—
u{z} a contract entersd intc between 2 company and
apnother party (including a sharsholder contraeting
otherwise than ir his capseity as & shareholder)
contracting with the eompany in goed faith should
nct he held inwvelid == amainst the other pasty oz
the ground that it wae beyond the sowsrs of ths
company:  he sheuld neot, howevsr, be allowed to
enforez the cootract without sutmitting to perform
his part of it gg fer a= it is unperformed;

(b} in entepring intc sny such contrect $he other party
shoeld pe entitizd to zssume without invegiigation
that the compeny is in fzoct possesszed of the necessary
power: And showld not by reason of his omiision so o
investigzate be desmed not fto have acted in gocd faith,
or be daprived of his right 4o enforce the contract
on the groond thet at the time of enterings into it he
had ccnatiructive notice of any limitations on the
pewers of the ccmpany, ar o the powers of any diroctor
cr other perscn to act on fthe company's behalf, imposad

by its memorandum ¢r articlas of zsscciations
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{c} the other party shouwld not be deprived of his
right to enferce the contrect an the ground that
he mad actuai knowledge of the contents of the
meorandim and articles at the time of antering
inte the centract if he hehestly and reasonably
failed 4o appreciats that they had the effect
of precluding the company {or any direstor or
sther person on its behalf) from entering inte
the contract in queationg
{d; thers shonld be rno change in the position of 2
company in relzticn to ulira vires contracts
entersd inte by it,".
2.8 A0 action was taken oo this recombendaticr In the Jompanies
=ct 1967, btuS section (1) of the ¥urcpesn Communitiss [ct 1972 hasz
Elice been enacted providing:-
"In favour of a perscn dealing with a company in good
faith, any transzction deeided om hy the directors
shall be deemed to be one which it iz within the
capacity of the compahy to enter into, and the
power cf the directore to bind the gompany shall be
deemed to be frae of any limitation vnder the memorshdun
or articles of agarciafion; and a party to a transaction
5a deelded on shall not ke bound to enguirs az 4o tha
capacity of the company o enter ints it or a2z {o any
guch limitation on the powers of the directors, and shall
b= presumeé to hzve z2oted in good faith unismg the

contrery iz proved.v.
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2.4 We mgree with the Jenking Qompittee that there sheuld be no
general repeal of the ultra virss doetrine, and recommend thah chenges
in the 2xisting law of witra vwires in relation to ccmpaniss sheould be
limited to the emectment of a sscticn similar te seciion 9(1) cf the
Furopean Communities Act 1972.%
14.% Wher the Companies (Amendment) Biil wes published as a
White Paper in 1980 i% contaiped a proposed new Zection 61 implementing
the Ccmpenies Law GHevieicn Qommittes's recommendation, but in a
congiderably reviged form, as followa:
o4, (1) The wvalidity of a transacticn entzred into by
4 company aftsr the commencement of the Companies
{imendment} Ordinance 1980 shall not be impugned
ty the company by reason of the fact -

{2} +that the transsction was not
within the capacity of the
nCOpany: or

(b) +that the directors of the company
huve exceeded their powsrs wunder
the memorandzm or articles,

unlzss the other party to the transaciion had
actual notice of the existence of that fact,

.(EJ Whera a party to such a transaction has actual
notice of provisicna of the company's memorandum
or articles which give Tise to any auch fact as is
mentioned in subsecticn (1} he shall nevartheless
be ireated for the purposes of that subsection as
not having actua) notiece of the existence of that

fact if he shows that he 4id nst understand thosze
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rrovisions 4o give rise to that faet and that
his failure to do so was in ail the cirvcumstances
reascnibls.

{3} 'me fopsgoing provisions of this seeticn do not
affect any liability fto a company incurred by its
directore by reascn of their having caused the
company te enter into 2 transzeticn which was
nct within its capacity or by reason of their
having otherwise ezcesded thelr powers.

{4} References in this section tc a company's
memorahdum or arsicles include refereaces 4o
any document to which section 117 applies,

{5) The court may, cn the application of any
member or heolder of debentures of a company,
restrain such company freoa doing any act cor
thing which the company has no powsr tc do.™.

14,4 This propossd new seoticn was eriticised i1n principle and in

gtzil by o number of profepsicnal and business orgedisationa.  For

fu

exa@pie, the lew Socledy of Hong Heng said imter alia:

" ... we consider that the Bill ehould be amended to provids for a
cumpany te have zll the powers cf a natural perscn, for all of such
powers to be exercisable by the Board (except for those specifically
provided wy gtatute to be exercisable only in some other way} and for
the compeny's articles to be a2ble to contain specific restxicticns or
limitations on the directors' powers {in zddition to those imposed by
statutc} but for the broach of any such non-statuiory restricticons or
limitaticns cody to give rise tc a claim against the directors im

question rather than invalidating the relsvint dealing by the company.
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Siuch a2 stetubsry claim against the directors wowld, =f ccurse,
be witheut prejudice fto any other ¢lalm for treach of fiduciary duty
or misfeasancs. 10 ceritaln cassa some shareholders gZay also have =
remédy under S, 16B8A.™
1.5 In view of the wideapread criticism of the prepesal, Gevernment
withdrew the clause; 1t did not appear in the subsequent Companies (Lmendment)
Bill 1983 which was a revissd veraion of the 1%80 White Paper,
4.6 We deecided that befers reaching any conclusicns on this
subject we would like the up—to-date views of the professional and
business crganisationa usually consulted con these matfsrs. The
Secretary of the Standing Committee wrote to them zecordingly and
when 211 the replies hnove been received we will consider then
carefaliy.
14,7 Wa hove alec noted thety in Britain, ths Report of
Ir. Dan frentice of Uxford University who was appointed in DBecember 19285
"to conduct a study intc the lagal and commercis] implicatior of the
proposed abolitien of the ultrs vires rmle as it applies to regietered
coopanies® has Leen published, We are Su&e that Ir. Proatice's proposels
will alsc be of the greatest interest =znd help when me take up the

subject again,



Tarzs of Heference of
the Standicg Copmittes
on Company Low Boform

{1} Te advise the Finencial Secretary on shendzments o the Canpanies
Crdingnce sa and when cxperlonce showa then fo be necessary.

(2} To report anpuslly through the Sseretary for Monetary Affairs
to the Governcr in Couneil oz these amendpents to the Companizs
Ordinance that are undsr consideration from tine to time by the
Stonding Committee.

{3) To advias the Financial Ssersiary on saendaents required to the
Securitiss Ordinsnee and the Protecticon of Investors Urdinance
with the abjicctive of providing support to the Securities
Gomalsaion in its rele of administering those Ordinances.
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