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1, Andit Committees

1.1 The White Paper on the Counduct of Company Directors lssued in the
UK in 1977 summarised the nature and purpese of audit committees In the

following terms

"In the United States and Canada a practice has daveloped in
recent years whereby the beards of publiec companies appoint an
audit committes composed whoily or madinly of non-executive
directors. The duties of the audlt committee are flexihle
depending on the nesds of the company, but the core functicns are
to review the financial sztatements and to raview the audit
arrangements and the compahny’s iPternal financial cootrels. The
audit committes works clo=ely Wwith the auditors whno are normally
invited to attend its meetings. It has been found In the United
States and Canada +hat audit committees play = useful rele in
strengthening the influence of nen—exgeutive directoers and the
positicon of the auditors..... The %ime may come when 1t will be
appropriate to legislate in this field, but the government
believex initially at least it will be hetter for companies,
investgrs and their representative bodies to work cut schemes
which can benafit from a degree of flexibillity which the law
could not provide. It has been found in Worth America that one
of the eonditions for the successful operation of audit

committess 15 that the board shculd contain a sufficient number
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of strong and ilndependent non—execublve dirsciors te serve on
them. This means that companies must te willing to allow members
of their senior management or directors to serve as non-executive
directors on the baords of other companies, to the genepal

advantace of industry.”

1.2 There iz still no requirement for the appointment af audit
commlittees in the U.X. but the Government there has continued to do its
best Lo encourage their voiuntary appointment and the Bank of Eagland
publiehed a consultation paper in January 1987 setting out its stated aim
of encouraging larger banks to have both non-executive directors and audit

copmititeesz.

1.3 The Registrar General submitted to the Standing Committee that we
should consider whether there was any need for lsgislation on the sublect

in Heneg Hong.

1.4 After careful consideration of a Euhstantiai ameunt of meterizl
on the subject, we reached the concluslcon that there apreared to be a
genaral agresmens, amopng the experts that banks, more than any other
category of company, shouwld have audlit ecommittees. On enguiry, howvever, we
found that audit committees are not yet common among banks here, although
we urderstand that the Bongkong & Shanghal Panking Corporation has set an

exampls in that direction.
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i.5 we feel that it would be preferanlis to walt and =zeses what
developments take place in the vanking sector regarding the use of audit
committees before we reach any conelusion on whether a general statutory
requirement for their appelntment would be appropriate. We understand that

the Banwing Adviscry Committee will be looking irto this questieon.

2. Company Nemes

Sectlans 20 - 224

2.1 At ocur Novemper meeting, we consldersd a submission from the
Registrar General, in his capacity as Registrar of Companies, in which he
expressed hiz concern about the number of complaints he receives regarding
delays in incorporating ney companies. He explained that the main cause of
these delays was the length of time it was taking to get approval far a

proposad new Ccompany daAme - gn averages of 5% wWeeks.

a.2 The Registrar General was of the opinicn that the lLength of time
1t took to get a proposed new name approved was due, partly, Lo the nature
of the existing legislation and vpartly to lack of the rescurces necessary

to handle the volume of work invoelwved,

2.3 With regard to the nature of the existing legislation, the

Feglstrar Gensral explained that, in the vast majority of cases, proposed

rew campany names (either for new companies or for changs of nam= of
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existing companies) are reserved under secticn 204. Section 204 allows a
proposed name to be resserved on payment of a fee of $30 for a perisd of 3

menths 1F -

{a) 1t is not already reserved, and
{b) it could be reserved without contravention of the provisions
of section 20. The reservation can be renewed cn payment of
a fee of £15 for a further period of 2 menthe and such
renewals can continue indefinfteiy,
2.4 Section 20 sets out the legal criteris on the basis of which the

Feglstrar General must decids whether or not a particular proposed name is
acceprable. % pravides to the sffect that, before he approves the
propos=d name, he qust satisfy himself that it iz not identizal to, or so

nearly resembhles the name of —

any oompany iacorporated in Hong Hong,
alty oversea company registered under Part X1 of the Conpanies
Ordinance, ot

any sitatutory body.

as to bte "caleulated to decsive". There iIs both U.K. and Hong Kong case
law to the effect that "caleulated to decelve" in this context means
"likely to deceive™ i.e. 1%t is not necessary to show thai the proposed name

ig artively interdsd to deceive.
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2.5 Twe problem lies, of course, in deciding whether the propessd
name 'eso nearly resembles’ the pame of any exlsting Fong Kong registersec
company, oversea company registered under Part XI or statutery body, as %o
te likely to deceive. There 1s considerable case law cn the subject and
the Companies Regisiry issues quite detailed guidelines. Rowever, 1t is
inevitable that the decizionr in any particular case will, inevitably, be
subjective 1o an appreciable extent. Th#e names reservation system in the
Fegistry has been computerised to a large extent but the declsion-—making

process cannot be computerised.

2.6 With regard 4o the volums of work invelved, there was ah average
of 16,000 applicaticns per month for reservations under section 204 during
Janua=y-sugust 12387. There is at present a backlog of abeut two thousand
nroposed companies walting for zight thousand names Lo bhe chacked. Thess
applications have io we compared with the names of approximately 180,000
existing Hong Kong registered companies, about 35,000 names already
regerved under the section, approximately 2,260 overseas companies
registersd under Part XTI and approximately 150 statutory bodizs,
Fortunately, a computer system has been introduced which identifies which
of these sxlsting names are most likely to Inveolve "resemblance™ problems
in any particular case and this has helped greatly. Nevertheless, the
Reglestrar General considers that suificlent staff have mot in the past been
provided to operate the names system satisfactorily, although there iz hope
of reducing the underprovision to some extent during the current financlal

¥year.
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2.7 Howevar, tne Fegistrar Ceneral f=lt that, even if sufficient
ataff were provided, it was unlikely that a Proposed new name could he
reserved under the exlsting system in less than 10 days because of the need

for a decision on the degree of similarity in each case.

2.8 The Registrar General drew our attention to the names system
which was introdused in the U.X, by Part IT of the Companies act 1981 and
is now contained in Chapter I1 of the Companies Act 1985. Basically, the
1.X. system provides that if a proposed new company name is not the szme as
en existing company name, it is registrable. The promcters of a company
ran, of courss, check this for themselves and the Registrar of Companies

is, Tor most practical purposes, taken cut of the name—-approval process.

2.5 The legiglation also provides that where & company has bheen
registered by a name which "is the szame as or, in the opinicn of the
Secretary of Otate, too like a name appearing at the time of the
registration in the reglzstrar's index of company names", the Sacratary of
State may, Wwithin 12 months cof the registration, direct the company to

change its name within such a perlod as he may specify.

2.20 It was wvbvlious tunat, before reaching any conelusion on what, if
any, changes to the namas provizions in the Companies Ordinance are
desirable we would need the comments of the usual professlonal and business
organlsations, These have been duly requested and a time Iimit of 15th
January 1988 set for thelr submission. We have also instructed the
Szeretary to obtaln certain information for us on how the UK sysiem iz

working 1n practice, althouwgh all the prellminary indications are that it
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is doing so to everyone's satlsfaciion. We hope to complete cur review of
this subject, which i= of great practical impeortance, in the firat quarter

of 19588,

3. General Fleuciary duty of directors

3.1 The Standing Committee's Annual Report for 1985 gave the nistory
of the previgus urnsuccessful atiemnpt to introduce legislation on this

subject in 1980, Paragraphs 9.5 and 9.6 of that Beport read as follows —

"G5 There are at Dresent two opposing schools of thought amang the
Members of the Committee om tnls subject. The flrst group agree with une
Jernking Committes and the Companizss Law Bevision Committee that it is
deziranle that there sheould be a codification of the basic principles of
the law on fiduciary duties of directors which will be readily available
for refersnee by gl directors and esvecially by those who are new to their
Dosts and are pErhaps not familiar with these basic principlea. At
present, the prineciples can only be studied by referring o legal textbocks
and declded cases. The szcond group agree wlth the objections expressed by
the Law Society of Hong Kong and the Hong Keong Saciety of Accountants to
the oroposed ¢odification contazined in the draft Bi11l published as a White
Faper in 1980. They censider that the law on the sibject is, by its
haturs, very detailed and complicated and that any attempt to codify its
Daglc principles yould e Bound o be sericusly incomplete and would be a
trap for laymen dirsctors whe would easily be misled by 1ts apparent

Bimplleity. They feel that the attempted codification would give rise to
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more provlems than it would sclve and that it would bBe Test to continue
with the present system where, if a directer feels that there may be a
guastion invelwving his fiduciary duties %o his company, he should consult
his professional advisears. Both sldes agrese that befors any decisions are
reached on any ;eccmmendations, the up—to-date views of the professional
bodies concerned will require to he obtained. We have also written to the

United Hingdom to see il we can cbtain further information as to why the

1978 proposals were abandoned.

9.6 Investigation and consideration of the subject are still

proceeding.”

3.2 The views of the relevant professional organisations were

subsequently oblalned and were as follows :

"The Hong Kong Bar Assoclation

3.3 "The Bar Commitiee is provisionally of the view that ceodification
ig desiranles withouwt prejudice 4o any rule of law or equity with respect to
the dutlies or liabilities of directors or to cther provisions in the

Company Ordinance or any other Ordinance.”

"The Hong Kong Soclety of Accountants

3.h "pfter duse conzideration the Soclety does not consider that it
shoeuld remaln copposed to the concept of codifying the flduciary duty of
directors since it believes it to be wital that directors are reminded of
their dutizs and responsibilities, It considers, however, that there are a
number of dangers inhersnt in the proposed amepdment discussed in the

attachment to your letter and, in particular, it believes that there would
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be A serious rlsk of oversimplifying the director's dutiss with the ressutt
that the detailed duties and responsibilities establizned In case law might

be overlooked.

3.5 The Sopciety therefore believes that, whilst there iz merit in
introducing such a statutory codification, cereful canslderation should be
given to tne drafting and the proposals shauld be subjected to wide

cansultation before they are Iatroduced on to the statute books. ™

The Law Scciety of Hong Xong

2.6 "Hdavipng spoken with the Chairman of the Law Scciety's Company Law
Committee, I can state that theres has heen no change in the viaws
previously axpressed to you in the sbove matter. 4 statutory list of the
Tiduciary dutles of Qirectors could not be exhaustive and a voluniary code

of conduct 1=z to bpe preferred.”

3.7 The Seecretary reparted thev he had been unable o obtain any
information from the U.K. autherities as to why their 1975 proposals had

been abandaoned.

2.8 After pcareful consideration of the up-to-date views of the
professicnal organisations and having regard to the events which have taken
place in the btusiness and financlal werlds slnee the Standing Committee
last lacked al this subject, we decided that a short statutery codification
ef directors' fiduciary duties is now needed, but that this should be

without prejudice to comeon law and the other provisions of the Companies

v SRV



anaral
siduclary

duty of
irectors

CGrdinance imposing duties or liabilities on directors. We therefore

recommend that a new provisisn be inserted in the Companies Ordinance, in

the following terms

"{1} The directors of a company {whether performing their

(37

functions or aﬁting individually] shall act honestly in
relation to the company =nd ohserve the utmost good falth
towards it and aceordingly shall perform thelr functions 1o
what they consider to be the best interestz of the company

as & whole.

The directors of z company shall noat perform any of their
functions far a purpose not contemplated by the instrument

or resolution conferring or imposing that funciicn.

A director of a Company shall not

{2) allow a conflict 4o arise between the duties of his
oiffice and his private I[aterests or any duties he owes
to any other person; or

{b} do anything which, at the time it was done, could
reasonably be sxpected to invelve his contravening

paragraph {2} above.

Wilthout prejudice ta subsections (1) te (3) above, a
director of & company or a person who has beern a director of

2 company shall not, for the purpose of gaining, wheother

directly or indirectly, an advantage for himself -
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fa) make use of any money or other property of the company:
o

{b) make use of any relevant information or of a relevant
epportunity -

{i) if he dees sa while a directer of the company in
circumstances which give rise or might reascnably
ha expected to give rise to such a2 conflict; cr

{(ii) if whiie 3 director of the company he had that
use in contemplation in cilrsumstances which gave
rize or might reasonably have heen expercted to

give rise to such a conflict.,

f{5) In this section -

"relevant infermaticn™, in relation ta a director af a
company, means any informaticn wnich he obtained while g
director or other officer of the company and which it was
reasonable to expect him te diseclose to the company or

not to disleose bo persons utconneched with the company;

"relevant opportunity", in relation to a 2irector of a
company, means an opportunity which he had while a

director or other officer of the company and which he had

fa) by virtue of his position az a director or other
¥ P

of ficer of the company

s}
=

{b} 1in circumstances in which it was reasonable to
expect him to disclose the fact that he had that

oppoartunity to the company.
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If any perscn cantravenes subssction (it} above, he shall be
Yiable %o account to the company for any gain which he has
made directly or indirectly from the contraventicn and shall
be liable fo compensate the company for any loss or damage
auffered directly or indirectly by the company in

conseguence of the contravention.

A persan shall nobt be regarded as contravening any of the
foregoing provisicns of this section by reason of any act of
omigsion which Iz duly authroised or ratified; but the
faregoing provisien shall net bhe construed as permitting the
suthorisation or ratification of any aet or omission which
rannot he authorized or, as the case may be, ratified apart

from this seciiomn,

This section has effect without prejudice $o the following -

{a) any rule of law with respect to the fiduciary duties of
directors of companies;

{bY any remedles which may be availabie apart from this
gection for a breach of any such duty; and

{¢) any cther provisiscns of the Companies Ordinance
impasing duties or liabllities on such directors or
defining their duiiss or 11akilities, and compliancs
with any requirement of that Ordinance shall not of
itself be faken as relleving z director of a company of

any 1liability imposed by this section.”
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b, Mtra Vires

L1 The Standing Committee's previcus Annual Report dealt with this
Subject at some length. We explained the history of the previous
vnsuccessful attempt to legislate on it in 1980 and that we were in the
rrocess of consulting the various professzional and business organiszations
for their up-to-date views., We alsc noted that, in Britain, the Report of
. Dan Prentice of Oxford University, who was appointed in December 1985
"to condurt a study into she legal and commercial implications of the
rropoeaed abolition of the ultra wires rule as it applies to registered
eompanies”, nad heen published and stated that we were sure that his
proposals would also be of the greatest interest and help when we took the

subject up again,

h.2 The Committes studied Dr. Prentice's report {which was published
25 part of a Department of Trade of Industiry consultative document)} during
the pericd covered by the present Report and noted that the maln

recommendations ooild be summarised as follows ;

"{a} a company should have the capacity to do any act

whatsoever;

{2} =2 thirg party dealing with a company should not he affected
by the contents of a document merely because it iz
registerad with the Begistrar of Companies or with the
company (this does not apply to the registratlen of company

charges};
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(e)

{a)

fe)

(g}

(k)

2 company showld be bound vy the acts of its board of

directors;

& third party should be under no obligation to determine the
scape of the authorlty of a company's board or an Individual
directar or the contents of a ¢ompany's memorandum or

articles;

a third party who has actual knowlsdge that a board or
individual director does not have aptual authority fto eater
into a transaction cn behalf of the company should not be
allowed to enforce it agzinst the company but the company

should be free to ratify 1%;

companies should not be reguirsd to register objects but
should provide a siatement of their principal business
activities when they commence business and thereafter as

part of their annual return;

no additional safeguards are required to protect the
interasts of shareholders and creditors against lmprudent or

unfair gratuitous dfstributions;

existing remedies are sufficient to proteet the interests of

shareholders generally even 1f full capacity is conferred on

a company .
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L.3 We noted that 2 number of points should be kept in mind when

considering U, Prentice's recommendations:

{1} We do not vet have in our Companies Ordinance an equivalent
of section 35 of the Companles Act 1985 (previcusly ssetion
9{1) of the European Communities Act 1972) referred to
throughout the consultative decument and explained cn pages

& -1z,

(2} In Chapter VI, page 47, of the consultative document,
Dr. Prentica deals with the subject of "Gratultous
Distributiens". He points out in paragraph 2 on pages 47 :
"If g company iz given capacity to de any act whaiscewver,
the questien inevitably arises zs Lo whether this would give
the gresn Xight to unreasonable, pon-—commercial depletions
of a company's assets to the prejudice of its creditors and
sharehalders. This fear was vole=d hy a number of
consultess in connection with the suggestion that a company
e given all the powers of 2 natural person. It is

submitted that this fear is unfounded,".
He then goes o to specify why the fear is uafounded. Om
pagos S1-57, ke dazeribes the provisions of =ssetion 15, 101

% 102 of the Insolvency Act 1995% as being "designed to

(Nete : * These provisions are now in sections 23k and 21%; 236, 239 and

2h0: and 241 of the Insclvency Act 1686)
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rrotect the interests of creditors against the dissiplation
by a company of its assets in non-commercial transactions.”
{para., 13 page 51}. Again, in paragraph 25 on page 56 he
states "Sectionzs 15, 101 and 102 of the Insclwvency Aet 1985,
and section £15A of the Companiess Act 1985, provide
craditors with adequate protecticon against the dspletion of
a company's assets by gratuitous disbursements which might

arejudiecs= thelr interests.".

It will bhe recalled that the Standing Committes have
considered section 15 of the Insolwvency Act 1285
{Responsibility for company's wrongful trading) on a number
of occasions and stated in paragraph 11.7 page 56 of the

previous Annual Hesort

"Having regard to the obvious problems in defining Wrongful
Trading and to the forebodings of experts about the
practicability of the provisions which have been enacted in
Britaln we have decided that the sensible approach is to
defar a decision on the matter until there has heen a
reasonable opportunity to see how the British provisions
worlk out in prastiss. "

$ectiﬁn 101 of the 1985 fct {(Transaction at an undervalue
snd preferences) and secticn L0Z {(Urders under s. 121) are
zreatly extended and improved versions of sections 266

{Fraudulent preference) and 266A (Liabilities and rights of
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certain fraudulently preferred persans) of cur Companizs
Ordinznece, Section £154 cf the Companies Act 1585 is a
Seottish provisicn af no relevance in the present

connecion.

It will be seen, thersfore, that the U.K. legislation on
which Dr. Prentice relies for his claim that fears about
unreasonable, non-commercelal depletion of a company's assets
in the avent of aboliticn of the ultra-vires rule elther
does not exist here at all [seetion 15 of the Insclvency Aot
1985} or existe in g very muich weaker form {sections 101 &

102 of the IL.A.].

Accordingly, the statement in paragraph 31 on page 5% that
"Adeguate safeguards alrsady exist to protect the infterests
of sharchelders and creditors against imprudent or unfair
gratuitcus distributicens and the conferral of full capacity
on a company will net Impair their effectiveness" may be
open Lo debate here as far as the interests of crediteors are

concsrned.

O the cther_hand, there is cne statutory protection against
dissipation by a company of its aszets in non-commercial
transaciions which exists in Hong Keag but not in the UK.,
viz section 1554 of the Cempanies Ordinance {Approval of

company required for disposal by directors of company's
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Tixed assets). Under this section, ths directars of a

isted company, or of 2 company vhich is a mewber of a group
which contalns a listed company, cannot dispose of more than
33% of the company's fixed assels unless the disposal bas

been approved by the company in general meeting.

k.4 The Committes also note that, although Dr. Prentice's
recommendaticns have been welcomed ia principle in the U.K,., a number of
amendments nave hean suggested in, for example, the Journal of Business

Law.

bh.g As far as we are aware, the Department of Trade and Industry in
the J.K. has net yet announced the resulis of lts copsultations on
Pr, Prentice's Report or its proposals for amendments to the legislation in

the U.K,

4.6 Having regard to all the circumstances, we decided that before
reaéhing any decision on ithis matfer we would like, in view of the special
importance and complexity of the subjeect, to know the views of Individusl
solicitors and accountants as well as those of their Socleties., We
therefore instructed the Secretary to prepare a questiobnaire on the
sublect and to ask the Law Bociety and the Soclety of Accountants to
eirculate this to thelr members. When the results of thiz exercise are

ayailable, we will consider the sublect again.
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5. Section 18& (Conclusiveness of certificate of incorvoration}

Formation of Companiss

5.1 In the normal case, the only documents which need to be presented

to the Bsglstrar of Companies for the incorporation of a new company are !

a) the memorandum and articles o e company, bo ¥ signe
fa) th d d articl f th ; both dul gned
and witnessed In acecordance with the relevant provisions of

the Companies Ordinance, and

(b} a statutary declaration under secticn 1B{2) of the

Crdinance; Section 18(2} reads

"4 statutory declaration by a solicitor of the Hign
Court, engaged.in the formzatien of the company, ar by a
p=rscn namad in the articles as a director or secretary of
+the company, of compliance with all or any of the said
requirements shall be produced to the Reglstrar, and the
Registrar may accept such & declaration as sufficilsnt

evidence of compliance.”

5.2 The Association of the Institute of Chartered Secretaries and
Administrators in Hong Kong wrote to the Standing Commities stating that a
rumber of loeal firms which are not soliciters, asccountants or members of

the Azsociatlion are helding themselves out as incorperators and salesmen of
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'gaelf eompanies'. They name themselves as the first seeprstaries of ths
companies ia the articles of assceiation and are thus legally entitled to
maks ithe statutoery declaration uhder section 15{2). Ir fact, however,
¢laim *+he Association, in only a few cases will these Tirms iruly have the
ability, linguisti< or professional, to make the statutory declaratlicon in
thne requlred manner. The Associaticon suggest that only persons having
legal, aceounting or secretarial qualifications should be permitted to make

a statutory declaration under section 18(2}.
5.3 We have asked the Law Bociety of Hong Keng Tor their comments on

the Assoriation's views and are awaiting these before taking this matier

any further.

&. Section 20 {Restrictien on registration

of wompanies by certain names)

6.1 Section 20 {2}(a) provides that, except with the consent of the
Govefncr, 1o company shall be registered by 2 name which contains the words
"Royal" or "Imperial" or in the opinion of the Registrar suggests, or 1s
calculated to suggest, the patronage of Her Majesty or of any member of the
Boyal Family or connexion with Her Majesty's Government or any department

thereof.

£.2 The Rzgistrar Gereral inforped the Standing Committes thal sowme
doubt had arisen as to whether "Her Malesty's Government" in this conbaxt

refers to the Government of Hong Kong or to the Government of the Unlited
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¥ingdom or indeed to eithner of them. HIs own view was that the sub-clause
ghetld bhe amended to maxs 1t sl=ar that the phrase should comprehend either

the United Kingdem Government or the Hong Kong Covernment.

6.3 Arter consideration of the definition of “Government" in the
Interpretaticon of Qeneral Clauses Ordinance and of thne origins of section
20{2)(a}, we agreed that there appeared to be scme doubt on the matter and,
in order to clear tals up, we recommend that sectlon 20 (2){a) be amended
ta make it slear that It applies 4o connexion with either the Government of
Hong ¥ong or the Sovernment of the United Kingdom or any deperiment of

those Governments.

T. Zecticn 38D {Registraticn of prospectus)

7.1 Section 28D (5) of the Companies Ordinance provides that the
Registrar of Companlies may refuse to register a prospectus deliversd to him
for registration if it doss not comply In all respects with the Companies
Ordinanece or contains any information likely to mislead or misleading in

the form and context in whieh it dis ineluded.

7.2 Seetion 380 (T) provides that any person aggrieved by the refusal

of the Begistrar to register a prospectus may appeal to the court.

T.2 These provislons appear to have besh introdvpced In implementation
of the recommendaiions in paragraph 8,16 of the First Report of the

Companies Law Revisica Committee {June 1971) relating to paragraph 252 of
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the Jenkins' Report. The Jenkins Commities's pecommendation has never been
implemented in the U.K. and thers iz therefore no equivalent of Seetion 38D

{5) and {7) in the companies legislation tnere,

T.h The Begisirar General wrote to the Standing Committes stating
that he had become facreasingly concerned over the past year or sa about
wie number of prospectuses which centained vague statements of general
Intentlion by the dirsctors or #s to the intentions of third parties e.g.
statements as to a company's future plans or as to undertakings by third
partiss to hold shares 1n the company as long term investments., He felt
that ordinary members of the investing puhlic placsed a4 great deal of
reliance on these statements. In the case of newly-formed companies in
particular, the statementis ware, in the ashsence of actual track records,
all that the investing pubklic had available to assist in forming a
Judgement. The Reglstrar Genera®l had heen unhapoy abeout the excessive
vagueness of these statements in some cases and, in discussing the draft
prospectus with the company's representatives, had endesvoured to introduce
& greater degrze of precision by attempting, for example, to persuade the
company's representatives to state approximztely heow long third parties
intended %o hold shares as “long term investments' or, if in fact there has
teen no agreement on a partieular length of time, io make that clear in the

rrospectus.  However, his efforts met with cnly warylhg success.

T-5 The Eegistrar Gensral conslidered that his positlon, as Registrar
of Cowmpanizs, in negotiatiens regarding draft proaspectuses would be much
stranger if Sectien 28D (5) were amended to make it clesar that the

Reglstrar could refuse %to register where in his opinion a prospectus did

nogt Tully comply with the Companies Ordinance or contained misleading
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infoarmation, He polnted out that the correspeonding provision I the New
Soutn Wales legislation (Sectisn 203{2){2) of the Commanies (New South
Walesz) Code}, which shows every sign of having been based on the same
Jenking Committee's rseommendaticn which led to our provision, does refer
to the opinien of the National Companies and Securities Commissicn. The

g=ction does not, however, Trovide for an appeal to the court.

7.6 We agree with the Registrar General's views and recommend that
Zection 32D (5} of the CUompanies Ordinance he amended to read as follows

{oroposed additions underlined)

"(5) The Registrar mey refuse ta register a prospectus deliivered

to him for registratlion if ke is of the opinion that it

does not comply in all respects with this Crdinance or that
it contains any information likely to mislead or misleading

in the form and context in which it is ipcluded.®

8. Sectilon 48 (Prohibition of provisien of financial assiastance

by a company for the purchase of itz own shares)

8.1 In the Standing Committee's previcus Annual Report, the history
of the unstcecessful attempt in 1980 to revise the existing section was

givern in same detail,
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.2 ™= Fepoart concluded by explaining that we had instructed the

Secrebary:

(

1

=

)

To draft proposals for an amended section 48 which would

allow unlizted companies only to provide financial

assistance for the purchase of thelr own shares, based on
the nroposed new versicn of section 48 which appeared in the
Companies (Amendment) Billl which was published as a Whita

Paper in 198C but subject to -

{a) incorperating all the exemptions and clarifications in

section 42 of the U.¥.'s Companies Act 1981,

{b) bringing the statutory declaration requirements into

Iline with those in the 1581 Act,

{z) 1incorporating the net assets/distributable profits

provision in section 43(2} of the 1991 Act,

{d] imposing heavy manetary and custodial penalties for

breach of the provislons.

However, the provisions in section %3(B) of the 1981 Act

regarding an auditors report were not to be included;

To send these proposals te the ysual profesasianal and

business organisations for their views; and
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{3} To inform the organisations at the same time that the
Standing Commities will copsider recommending that listed
companiss be aliowed to provide financial gsaistance for the
rurchase of thelr own shares in due course, after
satisfactory legislation has been enacted on the fellowing

four sub)ects:

{a) Disclosure of beneficial ounership of shareholdings,
(6) Insider dealing,

{c) Distributable profits, and

{"d.} Fiduciary duties of directors.

8.3 Tn implementing part {1) of our instructions, tae drafting of a
suggested new version of section 48, the Secretary found that the only
practical approach was to adopt and adapt the form of the up-io-date
legislatian in the U.K. {sectlons 153—158 of the Companies sct 1985). Tt
would not be practical to inelude & copy of the draft in this Report
because of its size (85 closely-typed pages) but anyone interested can

obtain a copy by contacting the Secretary to the Standing Committee,

8.4 Tie draft of the proovosed new legislaticon was elrculated 4o the
psual professlions] and business oarganisations wilth a reguest for their
comtents. Beplies were received from four of these and a eonsiderable

number of palnts were raised, perhars the most important belng -
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{1} Why was it consldered not necessary to have the reguirement

for an auditers' report in the provosed legisiation? and

{2} Were some of the statutory definitions appropriate for Hong

Kong?

B.s Discussions are continuing on these points and we hope Lo be able

to agres on our fingl recommendations early next yesr.

4. Section 79 {Payment of certain d=bts out of assets subject

to floating charge In priority to claims under the charge)

and

Section 265 (Preferential payments}

0.1 In the Standing Committee's Reports for 1535 and 1986, we
considered the guestion of "when is a floating charge not a fleating
charge" for the purposes of section 79, which deals with preferential
payments where a receivar 1z sppointed on behalf of the holdars of any
debentures of a company secured by a floating charge and the company 1z not
in the course of bheing wound up. Problems wers being caused by the
argument that, 1f a floating chargs had crystallised automatically before
the receiver was appeointed {and such autometie crystallisations were
becoming increasingly commen} then the charge becams a fixed charge and the
provigions of section T9 no longer applied. This, of course, meant that
the preferred creditors under section 269, particularly employees, lost

thelr preferantial rights in the receivership proceedings. To deal with
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this problem, we recommsnded the scluticn adopted in the LK.'s Companies
Aot 1585 i.e. o change the refarence to "a floating charge" in section 79
to a reference to "a charge which, as created, was a floating chargs". A

simple soluticn to 2 very technical problem.

o.2 This recommendation was implemented by the Companies {Amendment)

Ordinance 1987,

9.3 At the same ftime, the Administration decided that as our section
265(3B} dealt with the problem of a similar fleating charge where thers was
a winding-up In progress, and as the U.K. had adepted the same amendment to
their equivalent of section 265({3B) as the Standing Committee had
recommended for secticn 7%, our section 265(3B) should also be amended by
changing the referance to "a floating charge" to “a charge which, as

greatad, was a floating chargs™.

gk 4 leading firm of =clicitors has written to the Standing
Committee suggesting that the amendment te sectlon 265(3B) may be unfair to
the helder of the floatineg charge in circumstances where a recelvership is
5311l ir existence at the time of commencement of the winding wup of a
company because, secticons T9 and 205(3B) may no longer be mutually

exlcusive in thelr coperaticn.

F.5 We have asked the usual professional and business organisations,

and alsa certain Government Pepartments, for their views and when these are

avallable wo shrll resume conslderaticn of this point.
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13. Section 103 [Power for company o keep branch register)

10,1 Under secticn 103 the Reglstrar General in his capacity as
Registrar of Companies mey issue an annual licence to any Company wnose
objects compri=ze the transaction of business outside Hong Kong, empowering
it to keep in any pliace in which it ftransacts a substantial part of its
business, a register of members, An annual fee is payable at the rate of 4

cents for every $100 of the paid up capital of the company.

1.2 The Second Report of the Companies law Revision Committee
recommended extensive amendments, The Commitiee saw no need for any
restricztion a2z to the plarce at which a branch register may be kept or for a

gystem of annual licensing.

10.3 The recommendations in the Seccond Report have not been
implemented. Instead, minor amendments were effeeted by the Companies
{Amendment) Ordinance 1984 to desl with a number of minor anomalies in the

drafting of the section.

lD.ﬁ The Begistrar General reported to the :Standing Committee that he
had received the first-ever application by & company for a second hranch
repister. This had revealed & number of stlll-sxisting anomalies in the
sectlon relating as to whether meore than one branch register could be
permitted and, if 1t could, whether a separate fee should be charged for
gach register. He suggested thas the Standing Committes consider what
amchdoent Were necesgary to deal with these anomaliss or, aliernatively,
consider whether hasic amendments of the nature alresdy recomuended by the

Conpanies Law Bevision Committes were required.
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1o.g We rcoreider that we snould nave the wiews of the ususl
professional and business ocrZanizaticons before reaching any decisions and

S

when these grz available we shall resume our consideration of this sub]ject.

11. Section 123 (General provisions as to cohtents and form of accounts)

1.2 Subsections 123{1} and {(2) require 2 company’'s annual accounts -
(2) %o give a true and falr view of the state of the company's
affairs, and
(b} 4o comply with the requirements of the Tenth Schedule to the

Coampahties Ordinance as to the cantents of accounte.

1.2 Section 123(6) sets out the penslties {6 months impriscnment and
a fine of $10,000) applicable to any direetor of a company who fails to
take all reasonable steps to secure compliance with the requirements of

subsections (1) and (2), but thers are twoc provisos -

Provieo (a)  states that it shall be a defence for the director to prove
that he hsd reasonable ground Lo believe, and did helieve,
that 2 competent and reliable person was charged with the
duty of =esing that the said requirements were complled with

and was in a position to discharge that duty; and

Provizo {t) states that the dirscter shall not be imprisoned unless, in

the opinicn of the ccurt, the offence was committed wilfully,
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131.3 There is a similar statutery defence ic being charged with an
affence urder section 122 i.s, failyurse 40 lay z balance sheet and profit

and loss acccunt befoare the annual general meeting of a2 company.

11.4% The Begistrar General has pointed out to the Standing Committee
that opur secticn 123(6) was 1lifted straight frcm.section 14G{6) of the
U.K.'s Companies Act 15h8. A new section 149{6) was substituted by section
L2{1) of, and Schedule 2 tg, the Companies Act 1976, The new form of
defence in the substitated versicon of section 149{A} 15 repeated in the

Companies Act 1985, section 285(3).

11.5 The Reglstrar Geperal has submitted to us that we sheuld
reconsider the statutory defence in seection 123(6) in the light of the new
provisicns in the U.K, ard the corregpending provisions in Singapere and

Australia.

11.6 We have asked the Registrar Gereral for further informatien about
the use of the statutory defence in Hong Kong and alsc about the
eorregponding lagiclation in other comparable jurisdictiona. We shall

resume consideraticon of this subject when this information iz available,
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12, Gessilon 14D {Zower of shareheolders of ceptain private companies

o waive compliance with requirements as %o accounts)

1=.1 Section 1410 i3 an unusual provision with no direct equivalent in
the UK'a companies leglslation. It was introduced by the Companieg
(Amendment) Ordinance 1974, which implemented many of the recommendations
of the Second Report of the Companies Law Reavisicn Committee regarding
company accounts., Section 131D itself, however, did not form part of those

recommendations.

12.2 The section provides that where all the sharsholders of a private
company agres in writing that the section shall apply with respect to a
financial year of that company, then the normal provisions regarding the
company's annuwal acecunts, directors' report and auditors' report shall not

apply and instead they shall comply with the much simpler requirements of

the section regarding the directors’ and auditors' repert and of the
Eiéfenth Schedule regarding the annual acvounts. The section does not
appiy %o a private company which has any subsidiary or iz a subsidiary of a
Hong Keng company or which carries on banking insurance business, is a
registered dealer under the Secvrities Ordinance, aceepts loans of money at
interest by way of trade or business, other than banking business,
aotherwize than on terms involving the issus of debentures or other
securitizs, or owns or operates ships or aireraft engaged In the carriapge

of cargo between Hong Keng and places outside Hong Kong,

12.3 In a case where section 1hiD does apply, subsection (1)(e)

provides that the auditers' report shall state —
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(1)

{i1)

whather or not ihe auditors have obtained all *he

informatisn and explanations which they have requiraed; and

whether in their opinion, the palance sheet referred to in
the report is properly drawn up so as to exhibit a true and
correct view of the state of the company's affairs
according to the best of thelr fnfeormation and the
exdlanations given o them, and as shown by the books of

the company.

12,4 I+ will be noted that the auditors' report does not deal with the

company's annual profit and less account at all.

12.5 Toe Hong Kong Society of Accountants wrote to the Standing

Committes raising two points with respeci to the provieions of saction 1M1D

which were cgusing them concern -

{i}

Under section 141D auditors are required to state whether
in their opinion the balance shest of a company exhibits "a
true and correct view" of the state of the company's
affairs. Under the normal provieions of the Companies
Ordinance, i.,e. section 141(3), auditors are required to
state whether the balance sheet glve “a true and fajr
view"., MNelther "a true and correct view™ nor "a true and
falr view"” 1is defined in the Ordinance. The Society were
concerned that most companics which produeed accountz uwnder
gection 141D appearsed to belisve that It exempted them not

merely from the full reporting requirements of the
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Ordinance but also from the rigouw-s of a full audit and
thers was consequently pressure on auditors not to carry
cut ail the procedures which the Spetety belleved to be
necessary. The Soclelby hoped that the issue of an anditing
gurideline on this topic, drawing atterntion to the Scclety's
view that a full audit should bBe carried out, would help to
resolve the difficulties experienced ty auditors in this
regard. They also believed, however, that the existence of
dual reporting requirements which are not defined in the
law woiuld inevwitably result in deouble standards which
shoutd be discouraged. They therefore recommended that
section 141D should be amended fo require the auditors to
remort or whether the halance sheet gives a "frue and fair
view'" on the basis of the disclosure exemptions permitied

under the section.

The auditors' repert is not required to deal with the
company's profit and loss account. The Soclety believed,
nowever, that this should be regquired since & balance sheet
on its own 1s not sufficlent to give a true and falr view

of a company's affairs.

The Society alse pointed out that, iIf their views on amendments

reguired to secticn 141D wore accepted, it would be necessary to cancel the

exsmption In Section 1%1D{1){a} from the provisicns of section 121{2)
{which'requires a company to k=ep such books of account as are necessary to

give a true and fair view of the state of the company's affairs).
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1=.7 After carefil consideraticn cof the Doints raised by the Society,
we agree that they are reasonable and recommend that sectifon 141D he

amended -~

{1} to reauire the zudftors Lo report on whether the accounts
ghow a true and fair view on the kbasiz of the disclosure
;xemptions permitted under the section;

{2} by extending the references to the company's balance sheet
in the secticn to includs the company's profit and loss

acoount; and

(3} by deleting the exemption from section 121(2).

Y3, Sestion 157d {Prchinhition of loans <o directors, ete.)

&

Section 161B (Particulars in accounts of loans to officers, etc.)

13.1 . The Hong Kong Scciety of Accountants wrote to the Standing
Committee setting out a number of problems arising from the practical
implementation of sectisns 15TH and lElB, e.g. they did not contain
Provisions corresponding to the U.K. provislonsg in respect of "quasi-—loans™
to directors and the legal status of such loans In Hong Kong was therefare

unclear.
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13.2 The Standing Committes consulted the usuzl professional and
business crganisations for thelr views on the Soeciety of Accountants'
comments. Thelr repliza were detafilsed and consideration of geveral aspects

of this subject is continuing.

14, Section 141 {Particulars in accounts of

directors emcluments, pensions etc. )

14,1 The Hegistrar General has pointed out to us that there 1z =
reference in section 161{5){a) to seetion 163(4) but that section 153{4)
was deleted by the Cotipanies (Amendment) 1%8h, being replaced by the
provisions of seeticn 163B {2) and {3} of the amended Ordinanca. He
suggested that, from the context, the reference in 5eé£i§n 161{5}{a} shoulad

now be to section 163 (3).

k.2 We apres and recommend that section 1&1{5){a)} be amended by

deleting '1563{4)' and substituting *‘163B{3)'.
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15. Section £33 {Statutcry dezlaration of solvency in ease of

propasal to wind up voluntarily

15.1 Section 233{2)(a) states that the statutory declaration of
solvency made by the direciocrs of a cospany for the purposes of the
proposed members' voluntary winding up of the company shall have no effect
uniless "it 1z made within the 5 weeks immedlately precedlng the date of the

passing af the resolution”,

15.2 The Registrar General reported to the Standing Committee that
there have, however, been cases where the statutcry declaration bears the
same date as the date of the resclution far winding—up, and there used to
he argument as to whether in such a case the declaration could be sajd to
nave been made within the 5 wesks lmmediately preceding the date of the
passlng of fhe resalution. Thé Registrar General tock the view that the
word "date' means 'day' or ‘day of the date' and thus hed a policy of
rejecting a declaration which was not of a date earlier than the date of

the passing of the resclution for winding—up.

15.3 The view taken by the Reglstrar General colncldad with the view
taken by the Reglstrar of Companies in England on a similar provision in
the 1948 Companies Act. That provision, however, had been amended by
section 577 of the Companies Act 19835, the relevant part of which read as

follows ;
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"fal it is made within the 3 weeks immediately preceding the
date of pessing of the rescluticn for wlnding-up, or on

that date but before the passing of the resclution”

{Empasis added}.

15.h4 The Registrar General's view of the effect of the existing

provision in section 223{2)(a) has been upheld in a recent court decisziomn.
He considers that, as a matter of practiee, it iz deslrable that directors
shall be allowed to make She statutory declaraticn on the same day as, but

heforse, the resolution for winding—up, as in England.
15.5 We agree and recommend that section 233(2){a) ve amended to read:
"{a) it iz made wishin the 5 weeks lmmediately preceding the
date of the passing of the resolutlon for winding up the

company, or on that date but before the passing of the

resoluticon, and is delivered...." etc.

16. Section 305 {Inspection, productlon and evidence of

documents kept by Registrar)

161 Section 305(3) provides that a copy of or extract from a document
registered at the Companies Registry, which ie certified by the Registirar
General as Registrar of Companles to be a true copy, shrll in all Iegal
proceedings be admissible in evidence as of equal validity with the original

document.
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in.2 The Registrar Generzl hasz informed ths Standing Committee that,
under the abave provisien, it iz stil]l necessary, If a certified copy of a
document Tegistered in the Companies Fegistry is being produrced in court
prcgeedings, for a duly authorised officer frem the Companies Hegistry to

attend at court to producs the copy.

15.3 The Registrar Gereral Nas submitted ta us that it would be more
approprlate to amend section 305[3], along the lines of similar provisioms in
the Evidence Ordinance, Cap. 8 section 23, and the Land Registration Ordinance,
Cap. 228 section 26A, to provide that a document purporting to be such a copy
or extract and duly certified shall be admisslole in evidence in any
proceadings before any court on its productlon without further proof and

tanat, untlil the contrary is proved, +the <ouwrt spnall presume that the signature

and certification 1z genuine and that the document is a trae znd correct copy.

16.4 We agree with the Registrar General and recommend that sectien 305(3)

be amended az suggested by him,

17. 3ectian 333 (Documents ete. to be delivered to Registrar

by oversea companies which establish a place of business in Heng Keng)

17.1 Section 333 was substantially amended by the Companies {Amendnent)

Ordinance 1984,

.../F.39



|
Tal
O
|

iT.2 A new provision was inclyded requiring an oversea company sSeeking
registration under Part XI of the Companies Ordinance  to produce, amongst
octher decuments, under section 333 {1){e) a certified copy of the company's

cartificate of incorporation.

iT.3 The Registrar General, =5 Regisirar of Companies, has informed the
Standing Committee that experience has revealed a serious complication with
this requirement, namely, that a considerable number of oversea companies and
domiciled in jurisdisctions which do not have a Companies Reglstry as such and
therefors cannot produce a certificate of incorporation. The Reglstrar
General explained that he had been following & policy of Accepting the nearest
equivalent which was usually 2 ceryificate of registration or an exiract from
the commercial reglster But that there were continuing practical difficulties
in this regard. He therefors sugfested that 1t was desirable that he be glven
stétﬁ%éry discretion in the mattsr and that section 333(1) be amended
aceordingly, possibly by the addition of a third sub-paragraph toc the provisc

to the suvbsection as follows -

"{iii) If the Registrar is satisfied that it 1s not the
practice to issue a certificate of.inCUrﬁﬂration in the
conpany's place of incorporation, a certified copy of such
other certificate or deocument, which establishes to his
satisfaction that the company is duly incorporated in and

under the laws of that place, will be sufficient.”

7.4 We agrec with the Heglstirer General's suggeshion and recommend that

section 333{1) be amendad accordingly,
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18, Section 341 (Interpretation of Part ¥I)

18.2 Part XT of the Companiez Ordinance reguires an dversea company to
register with the Begistrar of Companies in Hong Keng If 1t estabiishes "a

place of business™ here.

18.2 The interpretation of the phrase 'place of bhusiness' has always
caused problems in practice. The definition in section 3kl states that it
ingludes a shars transfer or share registration office and any place used

for the manufacture or warshousing of any goods but deoes not include a

placs not used by the company to transact any bueiness which creates legal

cbligations. The words underlined were added in 1984 in implementation af
recommendations in the Second Report of the Uompanies Law Hevizicon

Commities designed to make the definition clearer.

1E.3 The Association of the Institute of Chartered Secretaries &
Administrators in Hong Keag wrote to the Standing Committes, however,
stﬁting that it had become apparent that significant difficulty was still
being encountered by the way In which "place of business" was Ilnterpreted.
They thought that although the statutory definiéion excludad such places as
were not used for the ecreation of "legal oblipations™, it was slmoat
impossible to do anything without ereating some kind of legal obligation.
The Asscciation therefore requested the Standing Commitfee to consider
amending the definitign of "place of business" 1n section 341 to

provide that an oversea company shall not be regarded as having established
a place of business here s2imply by reason of meeting only one of the

following tasts -
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{v)

(e}
{d)
(e}

{n)

it is or becomes a pariy to an action or suit or an
administrative or arbitration proceeding or Effécts
settlement of an action, sult or other proceeding or of a
=lazim or dispute;

it heolds meetings of 1ts directors or shareholders or
carries ocut other activities concerning its internal
affalrs;

it malintains a bank account;

it effects a zale through an independent contractor;

it solicits or procures an corder that becomes a bhinding
contrant omly if the order 1s accepted ocutside Hong Hong:
it creates evidence of a debt our creates a charge on
Property;

it secures or collects any of its debts or enforces its
rights in regard to any sécﬁfities relating toc auch debts;
it conducis an isclatad tiransaction that 1ls complet=sd within
a pericd of 31 days, but not being cne of a number of
simiiar transacticn repeated from time to time; or

it invests any of ite funds or holds any property.

We have noted that the tests listed are very similar to those laid down in

Australian legizlation dealing with circumstances where 3 company iz deemed

not to be carrying on business in a State,

18.4 We have aobtained the views of two other organisations on these

propesals and at the same time are reconsidering the effect of the

legislation in Australia, we shall return to the guestion in dus eourse.
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1%. Tenth Schedulsa {Accounts)

1.0 Under section 123{2} the annual balance sheet and profit and loss
account of a company must comply with the regquiremsents of the Tenth

Schedule.

19.2 Faragraphs 9{Ll)(a), 12{11), 13{1)(g} =and 31(a} of the Tenth
Schedule contain references to "listed ipvestments" and "unlisted
investments", For example, paragraph 9{1)(a) provides that & company’s
balance shoet must shew under separate headlngs "the aggregate amounts

respectively of the company’s listed Ilavestments and unlisted Investments".

1%.3 Paragrapn 31{a) of the Schedule defines "listed investment as
meaning an investment as respects which there has heen granted 2 listing on
the Hong Kong Stock Exchenge, or on any stock exchange of repute cutside

Hong Komg, and provides that the expressicn "unlisted Investment" shall be

construed aceordingly.

19.4 Erior to 1GBh, the terms "gquoted investments™ and "unquoted
investments™ had been used In the Tenth Scheduls but these had been amended
ta "listed investments™ and "unlisted investments" respectively in that

¥ear to bring them into line with the corresponding British legislation.

19.5 4 leading firm of accountants wrote to the Standing Committee
suggesting that the amendment had had undesiraple consequences because, in
their view, the ferm "listed investment" appeared to have a more restricted

meaning than “"quoted investment". Thiz meant that -
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{a) The resuliing disclesure was misleading to the readers of
accounte since those investments which were gquoted but not
listed [e.g. shares con the USs Over-the—counter markei or
the UK's Unlisted Securitiss Market] were treated as
unlisted iavestments, aithcugh thelir market value was as

ragdlly available as that of listed ilnvestments.

{b) The reguirements were causing significant difficulties for
soMe Companies, particularly overseas securlties dealers
{acorperated in Hong Kong, where investments holdings were
complex and where accounting systems were rnot designed in
surh a way that lncome from lizted investments ecould readily

be extracted from guoted investment income.

15.6 We consulted the Hong Wong Soelety of Accountvants for thelr views

an ths matter.

1%.7 The Saciety replied azreeing that thers was a problem and gdding
that this was part of a larger problem, namely, econtinuing interpretational
diffieulties experienced with the Tenth Schedule's requirements. They

racommended that the Schedule be reviewsd by the Standing Commities with a
visw to 1ts complete revigion. They advised that they were requesting

thelr members views on and experlence of the Tenth Schedule's requirements
and that they would revert wilh detailed comments in due course. They also
recommended that considerstion be given to Inecorporating into the Companies

Ordinsnce g provision which sets cut the relstionship hetween the Tenth
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Scheduie and the statutory requirement that the annual accounts show a true
arnd fazir view. The suggested that section 220 of the British Companies Act
1985 might be an appropriate model,

19.8 We informed the Society that we awaited the cutcome of thelr
cansultations with thelr members with inter=st. We will resume cur

consideration of this gsubject when the members' comments are available,
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Appendix 1

Interim Reports submitted to the Finaneial Secretary during 17

Second Interim Report dated March 1587 : Insider Dealing
Third Interim Beport dated July 1887 : B Shares

Copies of the Reports are annexed,

Appendix 2

Terms of Refersnce of
the Standing Committee
on Company [aw Reform

({1} To advise the Financial Secretary on amendments to the Companles
Ordinance as and when experience shows them to be necessary.

{2} To report annually through the Secretary for Monetary Affairs to the
Governor In Council on theose amendments to the Companies Ordinance
that are under consideration frow time to time by the Standing
Committee.

f3] To advise the Financial Secretary on amendments required to the
Securities Ordinance and the Protection of Investors Ordinance with
the objective of providing support io the Securities Compmission in its
role of administering those Ordinances,

Appendix 3

Membership of the Standing Committee
as at 31st December 1947

Chalrman ! The Hon. Mr. Justice Cons
Memberz Mr, Malcolm A. Barnett,

The Hon. Mr, Thomas Clydesdale,
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Ex—officin Membhers

S&cretgzx

D.E. Connolly, JFP,
EKenneth Fang Hung, JF,
maymond F.L. Kwok,
Andrew L1 Ewock-nang, JF,
Eric X.C. Lo,

#.J. Pearson,

Professor L.G. Bdward Tyler

Mr.

Charles H, Wilken,

Professor P.G, Willoughhy, JF,

Mr.

Mr.

+

Mr.

C.H. Wong, JF,

F. Charles Wrangham,

Stephen S.K. Ip, Deputy Secretary for Monetary
Affairs (1), as representative of the Secretary
for Monetary Affairs,

Hoel M. Gleeson, (QBE, JP, Reglstrar General,

A W. Wieolle, Commissioner of Banking,

Ray Astin, JP, Commizsioner for Securities and
Commodities Trading,

J.E. Zulan, Conzultant, Commerciazl Crimes Unit,
Attorney General's Chambers

P, Murphy, Beglstrar General’'s [Department
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pendix &

Meetings held during 1087

Twenty-ninth Meetlne
Thirtieth Meeiing
Thirty-Sirat Mesting
Thirty—second Mesting
Tirty—ihlrd Meeting
Thirty—fourth Mesting
Thirty-Tifth Meeting
Thirty-sixth Meeting
Thirty-seventh Meeting
Thirty—eighth Meeting

Thirty-ninth Meeting

Sth Jamuary
Tth February
21lst February
1lth March
Lth April

#nd May

Bth June

hth July

Jrd October
Tth November

12%h Decamber



SECCNT INTZRAIM REPCAT OF THEZ STANDING

COMMITIEE CON COMPANY LaW REFUEM, DATED f47 MaRCH 1987

Insider Tealing Legislation

The present legislation with respect to insider dealing,
wiichh is to be found in Part XIIA of the S;;urities Ordinance, was
enacted in 1978, In particular Seetion 1418 defines when insidsz’
dealing takes place, =zad Sectien 1410 eatatlishes the Insider
Dealing Tribunal, which is, upen request by tne Pinancial Secretary,
Tequired ia debtermine in any particular circumstances whether culpable
insider dealing has taken place, the identity of persons involved
therein, and the extent of their eylpability. GCulpsbility is not
dafimed within the ordinanee, Buil Sgction 1410 s2ts out sircumstances
in wniszh a verson is, or may be hsld to te, no! culpable, Perscos
fouzd %o be culpable may be namec in the repert published by ths
Triwenal, but there is no provision in the rdinance for z2ay furthex
ganegtion,

2. dzart frem a preliminarcy consideraticn in 1984 the Standing
Comzittes has now discussed the legislaticn fully a2t soZe sever mestings,
the last being on the 21zt February., Members are unanimcus in ths view
that the preseni legislation is not satislactory. Fublie censure is not
a sufficient, if any, deterrent 1o those intending te take wnfair
advantzge of confidential price—sensitive Inforiation in £heir passession.
More effective deterrents are essential,

3. Tha Cemmittee are also concerned over the breadth of the
concept of eultahility. wWhile culpable inaider dealing may in some

inztances comprenend conduet which is downzight dishoneat, it is new
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confizmed by the judicial review ol the Clougn Tritunal's Es=porxi
that it may at the other extreme extend to eonduct which s no
mere than simple negligence in a directer's econirol of hia cown
aompany'a affalrs, In the Comaitiee's view, daapite judicgial
suggesticn te the contzary, many commercial pen do eguatie

culpable iasidsr trading wilh {racd oo dishenesty and find
diffieculty in acgsnting lsss raprehensible conduct as insidar
trading a2t 211,

4. T+ 15 alan felt that a {inding ol eulpable insider
trading basad cn conduct wnieh is basically honest, alihough
repreheunsible for other reasons, may be migunderstood by persons

in gther jurisdicilons wno would not zppreciale the fimer poinis

of pur legislation vis-a-wis their owen and who ave unlikaly to zead
the repory of an Insider Dealing Tribunzl in detall, but would
rely instezd on mors ganeralised wress reports, Tﬁi% misunderatznding
could unf:irly detmact from the repuistiions of the individual in

guagtian 2ad of the Hong Xong commsrciazl community in general.

1
1~

£ the Tritunal is to be reiained the Commitizs wpould
therafars recommend ihat the gquestion of culpability as such be
removed frem the aabit of the inguiry and the term "insider dealing”
be reserved for conduct which is deliberately intended to Lake
advaniage of privileged information. Eawever the Commitfee azres
concerned that lesser conduct fending in the same direction should
not be izrored; and suggest the inftraduciticn of some othar temm
which would indicats conduct, iacludiag negligence, which is rot

in itszell irnszider dealing but which mey lezd to, induce or allow

+
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ingider cdealing by oibers. An arresiing name or description is
degirable t3 make the distinction iomediately glear, but this

ahould not be beyond the wit of the drzftsmzn. Moreover a

clear definition of the comceapt within the legislation will assist
those in ths legal professaion who at the-gcment experience Aiffieculty
in advising what may or may not be zezastable in this raspect.

G, Pustherzmore the definition in Section 141B is nat as
extensive 23 that found in other jurlsdictions, and, agsin if the
Tribunal is %2 be retaired, the Committes would rscoamend amendments
be made to extiend the aection {a) to caver cases in which %he
relevant inforzation relates not to the corporation with which

ne perscn andsr incwizy is cun;ected tut to some other corporation
with which inzi earmoraiion is invelved: znd (o) to maks it clear
that tigcees are liatle for acting on infozwation which tas been

7. Kosever,the creial questionﬂwhi,h has given risze o much
anxzious considsaraiien within the Comzities 2nd on wolech we still
Temzia diviZsd, is whether insider dezaling sphould be made a orime,
subject to rawmal criminal processz, or whneiher the present Tribunal
should be retzined, but with extended powers, It has been sugzested
that 1t migh®t be helpful to await the cutcome of the Investlgations
currently ieking place in London, a2nd in particular te =as whati,

if any, convietions a-e obtained. But in the light of the woarld-wide
publicity given to those investizetions, =nd to the extensive activities
of the Segurities Bxchange Ceommlszion in the Uniied States of pmerica,
it was ihought that ihe image of Eeng Xong 2= a reputable finzncial
centre would ;e gericusly tarnished if it were not segen to be giving

active consideration to the problem here.
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B, We have been advised by the Atvtorney General that there
is no legal impediment to the imposition of fipanclal pepaliies
by the Tribunal, although questions may be raised as to the

need then for mens rea or as to the necessary stancdard af procf.
We have already coemmented on the Iormer;- AS to the latier we
ngte that altheouzgh Mr, Justice Kempster io his rewview of the
Clough Tribunsl's Repart c;ncluieé thzt the Triburnal had

applied & standard higher than that actuzlly required by the

law, the Trisunal had in fact insisied that the dealing be
"agtablished beyond douht by the most cagent evidence”, We

would expect zubseguent tribunals ta do likewiae,

Criminaligation

3. if criminalisation is tu be adopted g3 2 maiter of
policy & canvanient precsdent is immediately availables in the
fara ol the Trglish legislatieon which esould he coaveniantly
adaoted ir Zong Xong witn ag substeniial changs,

10, Thavs zre two forcible argamenis in favour of this
courss.  rirsily it has a wvery greal det2rrent value. Thes mezTe
rossibility of imprisenment has an in terrorem value far in
excess of the financiz) pendlties fhat might otherwias be
imposed znd which would probably be looked uvpon as no more than
caleculable comzercial risks.

11, Secenaly, the failure of Hang Koang to take the uliimate
step may decrez:e intermational confidence in Hong Kong as a
fimanzial centre of integr»ity. Moat ol the major finaasial
jurisdistipgns fnroughout the world have elready made insider

dealing an affence, zlthough it iz insteresting te notz that the
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federal legislatien under which insider dealers a=e uzually
ehargad in the Tnitad Siates of America deals with securities
frauds in general te-rms and does not specifiecally rafer o
inzider dealing. Fong Kong is sesn as _the odd man out.

12. Furtherzore, say those in favour of eriminalisatiaen,
it is a questisn of basic morality. They observe that as leng
agz as 1973 the Second Regport of the Companies Law Ravision
Conmitiss reconzended that insidsr Cealing should be made

2 crimiral offence {paragragh 7.139), Th2 Committee refsrzed
ta it thzre 25 "these dishonest transzctians™, and later mentioned
with aparoval the comments of an Amezicen court that "i{he fraud
invalved in buying or s=lling on the basis of inside information
15 based First on tos usex's relabtienship with the corporaztion
peing such &% to allew him aecess io informaiion intsndzd only
for 2 cormoraiz purpese and not for iz personzl benefiy, znd
scocndly upon the inherent unfairnes; invelved whers g party
takes zdvantage of such Informaiion %oowing It is umavailable

to those witd whom he 1s dealirg.". For this reason those who
advocate crimlialisation would limit it to 'real' insider
dezling arnd would net extend criminal sanctions te nezligent
conduct of the kind referred 4o in paragraph 5.

i3 The mzin argument against crimipalisation is the
difficuity of obisining sufficient admissivls evidence to

obtain ecavicticns, Tre track recerd so far in those countriss
where it has already been adopted is sezen to be extremely poer,
For exasanle in fngland, where insider desling las been“a_c;imE'
since 1950, aut cf 100 referrals by the Steck Exchange only 9 nave

regul tad in presecution, and of thess anly 9 have led to a sonviction.
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However, the recent spate of prosecutions there may alter the
situatiom.

14. The relevant powersa of an inspeétor appeintad either

by the Flnaneizl Secrcetary oo by the Securities Camalssion,

witieh go furiher than those accorded,_until last year, ino

2 gsimilar inspesior in Enzland, ars to be found ie Sectionm 145

of the Companies Urdinance and Seetien 127 af the Sacurities
QOrainznee, In effzct ine person being questiensd is bound

to gngwer all questions that are put to him, but if, belare
ansWwering, he claims that the answer might tend to incriminate
nim, then n?ither the question nor the answer may be subseguently
given in evidesce against him in eriszinel proceediags. Those

on the Comaliies wio nave experienge in eriminal prosscuiions

are aof tre gpinian that only by ramovel of that proviso, that Ls
by depriving the suspect of nis "right te silance", cowld prosecuticns
be mpunted with confidence or the ¢riminal process be made truly
effepctive, The "rignt to silencs™ has long been considersd ons

of the mosi important bastions of justice and to remove 1% would
ke a mest serious siepn. Whether that has been done in England by
Sectiona 177 and 178 of the Financizl Services Ackt 1986 is 2 mecot
point, although highly respectable autherity suggests that it-

haa [Prafessor Guﬁer, informally, in a letter to one member of the
Committee). We respectfully think itha guestion will have to await
judieial dacision. In =zny event it would, 2t this stage of Hong Kong'fs
evolution, be 2 most dangerous precedent,

Tne Toibunel Sysfem

i5. By contrast Tribunal proceedings a-s investizative in
nature and do nat lend themselves to such tactical manseuwyring,

Procedure ig alse much more flexihle, HNo partieular charge as
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such ne=d be laid and, within the caalirzs of ia terms cf reference,
the Tribunal Is free to pursue Its investigations in such directions
ard against such peraons as it finds apprepriate during the ceouras
af its entire proceedings. This, too, may of course result in
unduly pralonging process, but lessons have been learn® from
expariencs and 1t is not expected that the terms of relsronce

of any fuiurs 4frivunzl will be so widsly doavn as the last., I

ia alao expzeted that more uae will be wmade of imspeciora in the
preparatsery stazes ¢f the ingwiry, 2ad possibtly in suppori of the
Tritunal during thae course of fthe imquiry ifaelf.

16, Trose in faveur of refaining the Tribunzl se= it as =z
Fong Konzg solutien fo a Eong Kong provlem., They racognlse thzt the
zatures ©F L1is own, in partigular thail many, if not

mest, of thz major listed compaalies arz controlled, nat by professionzl

managers, but by sharenclding directors who will intervene in the
marke: from $izs %o time as they think neceasary for the protection of
shara vaeluss. The ovhers point to what thoey see as 2 groving
internztionzl flaveur within the market and are firmly of the view
that contralling shareholding directors, however well Intentioned,
ciginy to be discouraged from thus trading Lo their own shayes.

7. Thoge in favaur are alsg concerned to pressrve what they- view,
in a matzer of thls nature, as the very considerable advantages
enjoyed by the inauisitorial, 23 opposed fo the adverscial system
enployed by the Tribungl. fThey alse point gut that to extend

the povers ¢f the Tribunal at this stege would not necessarily
preclude reconziderziien of eriminalisation in the fulure snould

e that thia was desiprable.
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Conzlusian

15, I+ became apparent in the ccurse of our discusslons that
however long they mizght be cantinpued totzl agfeement was not geling
te be reacned, It was therefore thought acpropriate te concluds

the metier by rezording the number of these in support of the
varigus options. IS was thus found that one member supported

erimpinalisation to the extent of depriving 2 suspeci of hia

right to silesce, six further members wers in faveur of this

L]

cgurse with the powers of inspectors %o remain as $hey now stand,
and ten mambers prefecred to retain the present Trikbunal sysien

wiin extended powars,
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thne Tribunal could profitably be

extendad 1, 33 3 matier of policy, the Tribunal system wers to ha

retained, and in this respeci the Commities is in generzl agreementi.
20, Tt is thougni that the most usaful approsch is to excluds
of landers so fax as is possible, {rem the field whers thelr conduct

has offended, In its First Report foz the yezr1984 the Commitiee

recommendsd tnzt 2 finding of culpable imsider dealing should be 2
furiher goound for application to the courxt under Section 157E of the
Companies Ordinacce, Thatl section providss tnat, brosdly =spezking,
whers 2 person has been found guiliy of poiing fraudulenily in fthe
formaticon or management ¢f = company, the court may mske an arder
that he ghzll ruu, for a porisd gengrally nof in excess of Fivs
years, wiithpui the leave of t.he.cgurt, be g dirsetor or a liu_uiniator.
or a raceiver cr manage}-uf the property of a campany or take part

in the mznagzement of a company in azny way.
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21, On further consideration this appears'tm he an
unnecassary duslicutien of progeedings. The Tribunal will
already be In passessien of all the relevant material and its

Chaizmarn will be at least a High Court Judge. It seems ic the

Commitbee thep that i1 weuld he pore appropriates, and certainly

more convenieni, for the gueation to ®e considerad by ihe

Trincnal itseif., It therefore recommends thai the Tribunzl

be emoowerezd to maXe such an order as would be cpen in other
trpumstancss 10 3 eosurt under Seation 1572, At the saze time

the Committies rezlise that nat all offenders or pofential offenders

will he direcicrs of limited compzniss o divestly invalved with

marnzgeaznt of the same, but may bhe Iizstesd persons engeged in

professions or pocupations cliosely involwed with the secuzities

mark=t. Sc thai such eilers may beeuelly deterred the Commitize

gimilar power be given to the Tritunal to disgualify

advice in relaticn o sezurities or from desling

r way of profession, or, whzrs suach persans ars

|

mzimoers of 2 srafession or a2ssociatign which has its own
digsinlingry procedures, formally to repori their conduct to

the apsrogrizte committes,

22, 15 is also thought highly desirzble that an offender
should be required to disgerge any profit improperly made or the
emount of eny lozs improperly avoided, That in itself is uwnlikely
to kave ouch deterrent value, but in addition the Cozmitiee suggsst
the possibility of a financizl penalty of up to three $imes the

eaalty of that king

&

ot

amopnt of that prafit, It 1s 4thought tha

el

togethnzr with the publicity of iis amaguneessat, —woeld give pause
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for thought to these tamoted to mishenave or to manage their companies!
affaira too casually., The figure of three lsg taken frem American
legislatlion and annexed herets is a draflt praovision, adopted from

an Australian sugzgestion, which might prove auitable for enacting

the regommendations comtained in this paragraph.

Z3. For conduct falling within the lesser statuiory definitian
now progosed the Commities suggest & vower in the Tribunel to recoxd
a formal note of censdure or "no ordez”,

24. enfargement of fair desaling in the ceckel is an expensive
undartaking; if L5 hecessary onlyY because there are those who
transgress. The Commities see ao reason why those who have heen
found to irznsgress should not canvribuie finangially Tewards the
cest of such enfarcement and recommend therefcre that whers the
Trivunal makes any order i resvect al 2 person, it may alse make

an order {or gasis in such ameount as 1t thinks L&,

25. The feemities are not inclined for the memant $o recommend
the intrpductien of spacific civil reaedies, whether ta be brought
privately or by the Ceommissicner for Securitiss, Sericus problems of
cezisztion would arise and it migni be difficult to resirict the
1izhility of the eoffender within limits rezscnabdbly proporticnazte to
nis misgenduct, If the Tribunal's povwers 2Te increased in the wanhner
suggested it may be desizable fo gnzple the repart of or the reserd
ef evidence given befare the Tribunzl to bz used in tne enfgrcement
of individuzl rights te compensztion held bty partieg affected by
insidsr dezling in 2 particulzr case, That is samething the Comaities
would like to censider in due course, In the mzantime, it may be
necegsary for any 2@ending legislation to previde that the Tridunzl'g
pawera arez withou! prejudies tq such isdividual rwights, although

this ig eminmently 4 matiter for the dralteman concerned.
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Appeal

26. The only avenue by which @ persen at present aggrieved

by the decisien of a Tribunal can gquestien its correctness is by

way of judicial review, This is a pracesding In the High Court,
conducied by 2 single judge of that court with recourase thersafter,

1§ approgriate, to the Court of Appeal. Baoth at [irst instance

and on appz2l onply questions of law can be raiged, Ths Tribenzl's
decision in other resgects cannoi be challenged. In the Committee's
view the Jurisdiction of judieial review 1s too restrictive in the
context of 20 Iasider Dealing enouiry. 4 neracn’s veputafion, and
pernaps Nis or her whole commercial caresr, ig at stake., And 1f the
Commities's oiher recomaendalions are zccepisd there may be significant
sums of maney also 2t risk, In thesa circumstances the Committees feel
a genezzl rignt of aospeal is merited,

27. MoTeaver judicial review iz net narmzlly available in
respeetl of d2cisions of the High Court, 7Yet the Chaircan of the
Tribunal mush bz 2t least a Judge of that Court, and in the two held
so far hes been a Justlce of ppopezl., The detecmination of questicns
of law within an inquiry are for the Chairman 2lene. It may the-a2lors
pe tacughi invidious that they should be subject to Teview by an
autherity of equal or perhaps lesser standing., The Committes therefore
recommepd that judieial review of 2 Tribunzl's decisien be expresaly
excluded by legislaticn, and that insfezd 2 general rignt of zppeal
to the Opurt of Appeal be granted.

Public Hearings

25, The Clough Tribﬁnalfrecoﬁmended that, subject to 2
digcretion to sit In gamers where the intaerest of Justice =20

required, the sittings of the Tribunal should be in ﬁublic.

Tneir repart guoted the comments of the Salmon Report {hat
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invastigatians condueted behind clased dacrs -

"will always tend to promote the suspicion,
towever unjuatified, that they are not being
conducted sufficienily vigoroualy and thoroughly
ar thet something is being hushed up.®

gnd continued -

" The maisn purpose of the inaider dealing
legislation ia to preserve the integrity of the
market ovlace for the benefit of the fnvesting
pudlie a2t large, We suggest that if ingquiries
ints suspectsd culpable lnsider deelings are not
neld in publie, then public confidence in the
iﬁplsmantation of the insider dealing legialziion,
g indirectly in the market place, will be
diminisned, If a connected persen, who is of high
standins or a professionzl man, Is found not culpable
al insider dealing it may b2 bec2use nis conduct azs
besn whelly vindicated ar, at the ather exftreme,
taczusz the finding of the Tribunzl was the equivalent

af 'cot provan', As the lzv stands now, he zlone can
decids whether or not thne public is to mow the facts

end ins raason Wity the Tribunel has fgund himp not

29, The Standing Commities racogzaised $nz force of the arpuments
thus set out, but the majority are concernad 2t the unwarranted
prejudice thzt would be caused to thoss who in the End.are cleared

of £11 wrongdoing and for this resson would prefer that the bearings
continue 10 be held in private.

Enforcement

50, Trne Commitiee cannct emphasize too strongly tneir view that
the provisics ef 21 effactive legel process will not in itself prevent
the occurTence of insider dealing. It iz enly part, alheilt an esgsential

nart, of a coaposite attack. The first step must be the enactment of the

disclosure pravislons censequent wpon the recemmendztions made by the
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Comml ttee in [ecember 1285, Without that legialation it will be
impassible ta de mers than scratsh the surface. The naxt step

is to provide the Commissiomer for Securities with sufficient
resourszes to moniiar regularly and cempranensivaly the infammziien
that wiil thus be disclosed. It is anly by such zsurveillance of

the market that hs will be able to¢ pinpeint aituations in which
insider dezlings m2y havs taken place. Thirdly, it will be

neceassacy then to 2ake proper and therougn investigetion to see
whether that is infesd the caze. Only then can penal actian be

taken ageinsi the offender,

33, For the Cormmiszaigner to car;y cut effectively what will

pe expected of Bim he wlll need 2 s2pable and qualified staff, This
will af czurss c¢ds: money, although, 25 we suggested earlier, soms
mzy pernaps be racouped il an offender is successfully dealt with,
Zven so, ihers will be ziznificant inliial outlei at least., However,
wnless the zdninistration is willing to make sufficient investment

in thiz way, azzndzent to the legislstion will oring only cosaetic
changs to the situsiiosn.

Education

3Z. The Clough Tzibunal’'s Report on the trading in Interpaiienal
City Holdings Ltd cnmmentéd on the lamentabls and generxal ignarance
of the law in this respect. There may even 3till be sema who do not
think insider dezling is to Lhe daplerced, The provision and enforcement
of effective legal process will be one wzy in which the dishonesty of
the practice will wndsubfedly be brought home. There may be others,
For Exampla..if the Tribunal system 3z to be retoined it mey be that
ita pubhlic image uill'ﬁé enhanced if, rather than a2ppointing =

geparate tribunal ca each accasion, scmething on 2 more permanent
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looting wers to he established. Asgzin, the ﬁummissioner for
Securities has drawn our attention to the requirement of the
Leondan Stock Exehange that all companies listed on the Exchange

or trading on the unlisted securities market must, i regard ig
insiger dealing, passess ané aparaie iniernal compliznce procedures
.which arz no less siringent than the Model Code publisnsd by the
Landgn Staclk Zxehange, Wea propose to consider in the future
whether simiier requiremenis might be suitably imposed here

through the Listiag Rules, Thers may well be other avenues of
appraach which have nok vet been suggested. Howevel we have

ke fi¥ not to d2lax

o

theon he rpresentzilon of this rzporl further,

iy

for we are gatisfied That, for the sake of econfidoncs both within

the territory =2nd outside, thers ig an urgent peed that s=ems

action be taken sven to indicate that Hong Keng is neot prepared

ta countananes Mrirper insider dealins within iis own marked,

iy



ANNEX

Finamciz! nenalties for insider dealing

The Tribvunal shall have power to Inelude Lo its Report an order
requiring 2n insider dealer to pay ints the gensrzl revenue:
{2) the amount of the profit gained from oz
he amount af the less aveided by acy
peTchase ar Aaalz of 2 sscurity ol a
B O DAY (or of 2n ontion or other right ta
" purchase or sell such a sesurity) mads by
him it the course of the insider dealing: and
{8) =n additisnal sum of up to three times the
z2cunt ol the said profif.

For the purpeses of ihis sectien, the profit

L]

asiulting from

at

ar tha loss avoldad by 2 purchase cr szlz is ths difference

W

batwsen the price a2t which & security was purchasad er sold
ard thes criece at whieh it traded a2 reasonzble tize alier the
v e

informzilon ralating to the purchase or sale becams public,

multipliad by the number of securities purch2sed ar sold

in cannszcilen wiih er as a result of the insider dealing,



TEIRD INTERIM REPGQRT OF THE
STANDING COMHITTEE ON COMPANY LAW REFORM: B SHARES

The phrase "B shares" is a convenient expression
‘to desecribe shares of a2 company whichy; althougn Forming part
of its common stock, nave been accorded greater or lesser
voting rights, either by direct allocation or by being issued
with a diffsrent par value from that of the other ordinary or
"a" shares. The position 15 scmetime referred to zs "dual
class capltalisation”, especially in the United States of
america.

2. Five companies s¢ capitalised are presently
ligted on tne Unifisd Stock Exchance -

f. Swirs Pacific Limited

2. Hong EKong Realty & Trust Co. Ltd,
3. Lane {rewford Limiked

4. Local Propasrty Co. Lid,

5., ERezlty Development Co. Ltd.

"t.i

3. 2nt pr oposals to follow suit by kthree fucther
well-known comnaq1es, namely Jardine Mathescon Holdings iid.
Hutchison Whampoa LU and Cnesung Kong (Holdings) Ltd.,
cacsed conzidersble concern within the Eerritory. The
proposals have since been withdrawn, out the Standing
Committes have heen asked to consider khe s*tuation and in
partlc lar “"wheiher ox nobt the present ability of CDMQ&HIEE
to issue shares with vobting rigqhts disproporticnate to their
nominal valuz is in the general interest of shareholders, and
in khe public intsrest, and if not, to identify whekher any
changes to the present legislakive framework are desirable”.

4, Comments have been sought and received from the
companies goncerned and from professional and commercial
organisations, An ilnvitation through the press to the
general public kas brought answers from three interested
individuals.

5. The Committse have alss ¢btsined, through the
good oFfices of the Becretary for Monekbary Affairs, copies
©¢f the many and detailed submissicons made to the Securities
and Exchangs Commission of the United States of Amsvrica in
the course of that Commission's inguiry into a praposzl by
the Mew York Stecx Exchange Inc, to resile from iks normal
practice of refusing listing to companies having classes of
common stock with disparate voting rights. (We understand
that the American Etock Exchange Inc. has less stripngent
voting rights reguirements, while the Wationzl Association of
Securities pealers Inc. in this respect imposes no
regstricblions wihabtsoever.) :



6. The guotekbion of companles with B shares on the
t.ondon Stock Exchange, which we a2re kolé presenkly lists
fifty—£five such compantes, including for example Reuvkers
BEoldings B.L.C., Great Universal Stores P.L.C. and Whitbread
& Co, P.L.C., and the few exceptions on the HNew ¥York Stock
Zxchange, such as Ford, General Metors and Dow Jones is
largely historic. But the pracktice is ¢ommoen on octiler major
amarican mackeis and in Canada. We understand too that
legisltation in many states of continental Eurcpe permits
equity financing by the issue of securities which do not
carry voting rights at all.

-
]

1. The lezding argument against B shares is thak
they breazcn the democratic principle of one shars one vote
and thes facilitzisz the control of 2 company by 2
self-perpetrating oligarchy. Academic submission t2 the
Securiiies aad Exchange Commission placed great emphasis vpon
this factor and suggested that with management being thus
accountanle to.no one but itself, and hawvwing little financial
stake in a company, tne economic performance of the company
would inevitzbly dseline, to the detriment of the gensral
sharerglders, Ressarech in the United S:iates has shawn that
when B shares are issued as part of a2 recapitalization of an
existing listed company, the A shares almest invariably
suffer 2 £all in walu=, usuzlly in the order of 3%, A
further and mors direct result would be the inability of the
general sharaholders to participate in the increass in shave
value wnick useally accompanies a tzke-over bid because a
predator will n@rnally prefer to concenbtrate on acguiring,
probably a2t a highsr price, the shares which carry the
greaker voting rights. He may even make no offer at all for
the other sharss, That however is unliksly to be the case in
Eong Kong, fGr Evle 22 of the Code on Taxsovars and Meszgers
provides that "the offeror muskt make arrangements to ensure
“hat the intsrssts of the holders of zll classes of egquity
share capitzl ..... are safequarded and should make
appropriate offers or praposals to theose holders," 1In
addition, the effsct of Rule 33(1) of the Code is that where
a person has acqulired shares which carry 33% Or more af the
rotal wvating rights of a company, he is obliged ko make an
offer for the shares owned by the other holders of any class
of voting shares in which he already has 2 holding, and "2
comparable offer shall be extended to the holders of any
other class of eguity share capital whether sucn cagltal
carries voting rights or not"., Rule 33{4}) lays down how ths
cffer price is to be calculated and specifically states that
"the Commitites {on Takeovers and Margers) showld also ke
cansulited where there is mors than one class of shave capital
involved®,

B. In the presenkt circumstances it is the possibility
oF a hostile take-over bid that will probably underiie the
Sdesire of & company bto lssue 8 shares. Euch sharas can be



affectively used to build up a sound, although not
necessarily invincible, c¢efence against an akttack of that
kird. Anrd it is undersiandable that cempanies controlled by
founding families or entrepreneurs should wish to retain that
control, vet still have the opportunity to employ equity
financing when needed, Qther factors, for example, national
securiiy or the interests of the community as 2 whole, may
“alse 1n particular circumstances make it desirable ehat’
ultimate control should De concentrated in particular hands,
althouch thers is support for the view that the use of B
cnares for these purposes 1s normally accephable only when a
company first applies for & listing ané there is no guestion
of protection for mincrity snarehelders. In addition to
these circumstances a flexible aporoach, which is not
available in a ocne shavre one vohe situation, can be usefal
with regard to corporats restructures and mergers.

9. Section 114A{1){e) of the Companies Crdinance,
Cap. 32, provides that "in the case of a company cziginally
having a share capital, every memier shall have 1 voke in
respact ¢f ezch share or each $100 of stock held by him, and
in any other csse every member shall have 1 vote.," This is
reflected in 2rt. 64 of Table A which providss that "Subject
to any rights or rezstrictions for the time being attached to
apy <¢lass aor classes of shares, on & show of hands every
member present in person shall have 1 vote, and on a poll
every member shall pave 1 vokbe for each saare of which he 1is
the holdez".

10. However a company may pravide by its own Articles
for the alleocatlon of wvoting rights in any way that it
wishes. If sc, tne express provisions will displace those
contained in the statute, Moreover a company always retains
the ability to change its Articles and thous the voting rights
attached to any parcicuelar ¢lass of spares. The mebkhed of
doing s0 will be governed by its Memorandum or Articles, and
further statutory provisions are ko be found in Section 63A
of the Ordinance. There are both statubory and common law
safeguards agzainst the unfair use ©of the power ko change a
company's Articles. Filrstly, Secticn 64 of the Companies
grdinmance provides that ten per cent of the holders of a
special class of shares may appeal bte the court agalast any
change 1n the articles warying their rights. Secondly, under
Secticon 1684 of the Ordinance, any sharsholder can apply to
the court for protection wheve he considers that his
interests are being unfairly prejudiced. Thirdly, the common
law provides that any c¢hange in a company's Articles muskt be
made not only in accordance with the technical provisions of
trhe Companies QOrdinance, but z2lso bonza fide for the benefit
oF a company 2s & whole. <The provisions of Section 633 of
rhe Companies Qrdinance are exiremely complicated and in
themselves alene illustrate how difficult it would be to



craft effective controls over differentizl wvoting rights. It
would alsc be a radical depariure from established
legislative peolicy in this and similar jurisdictions.
Horeover the inherent inflexibility cf any such legislation
might well give rise to other problems as yet unforesesan.

11. If lecisiation corntrolling such a hasie fundamental
as wvotbting rights were justified in principle, it would
logically have to apply to all companies incorporated ugader
the Ordinance, and ke Commibttees are firmly of the wview that
private and unlisted puoblic companies showeld remain free to
arrange thelr constitutions according to their own needs and
dezsires. A similar view was expressed by z2ll thosse whom the
Commikecas consuiisd and who had addressed their minds to this
particular aszeck.

12. Tre Commitbtes Rave t0 accepk khat in the
varticular circamstance af Hong Eong's reversion to Chinesge
sovereignty in 1597 an issue of 2 thares czuld be used by a
majoriky intsrast ta free substanktial povriieons of its capital
fcr transfer overseas while s5till maintaining actual conkrol
within ths territory. The zadoption of such a practics ko any
Slgnlflcaqt extent could easily lead o a lessening of
ronfidence in Hong Xong a5 a major finazncial centre, fThe
Commitbaos ars thersziore oppossed fo the indlscriminaie issue
of shares of thiz kind. Nevertheless it is felt that thsre
iz a legitimate nasd for their continved availehility in
exceptional cilrcumstances of the kind mentioned above and
perhaps in otnecs. For the reasons given the Committee do
not think that suitazle restriciions can be satisfactorily
achieved hy legislative amendment, It is felt that contrel
snould be maintzined instead by approval on a cass te case
basis governad by listing rules promulgazted by the Securities
Commission under Secticon 14 of the Securitiss Qrdinance,
Cap. 333. 8Such 2 course was advocates by several companies
and organisations in their submissions to the Committee.

13. The Committee do not wish to sesm to usurp the
functioan of the Commission to establish the appropriate
criteria but would respectfully suggest the consideration,
inter a2liz, of 2 requirement that the issue be supported by
the prior approval of a substantizal number of sharzholders,
ogther than those who hoeld a2 contrelliag interest in the
company, and psrhaps that of a specific ratioc between the B
angd other shares. {Such suggestions would, of course, be
dependent ugon the passing of legislation of the kina
proposed by the Securities (pDisclosure of Interesks) Bill
1987 published last month following recommendations in our
First Interim Report of Decembsr 1585). A reguirement that
any nzw issue of B shares must in any event bes coffered ko all
exizsting shershcolders ©n & pro rata bzsis woulé bs in line
with severzl] commenks we recelived,



14. The Committee do not feel that any particular
action is necessary with regard to the {ive companies which
have already issued B shares., These have been accepted by
and imncorporated into the existing market. TFurthermore, to
interfere with established conktractwal rights would be
cantratry to generzl principle and might raise guestions of
. compensation. Any futures isspe of further B shares by the
companies would, of coursze, require approval in the manner
suggested. - :

15. For thesze reasons the Committee do nobt recommend
any change to primary legislation.

0D, Cons
Chalrman

July 1987.



