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FIFFTH REPORT TO HIS EXCELLENCY THE GOVERNOR IN COUNCIL
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1.1

1. Audit of Company Accounts

During the year a number of topics connected with this

subject were considered.

(1)

Section 123 {General provisions as to contents and form

of accounts}

Under sub-section 123(1) of the Companies
Ordinance, the balance sheet of a company must give a
true and fair view of its state of affairs at the end
of its firnancial year and its profit and loss account
must give a true and fair view of the profit or loss
for the finanelal year. Under sub-sectionm 123(2)}, the
balance sheet and profit and loss account must also
comply with the requirements of the Tenth Schedule of

the Ordinance as to contents of accounts

Under sub-section 123{6}, any director of a
company who fails to take all reasonable steps to
ensure compliance with any of these or other
requireménts in the QOrdinance is liable to imprisonment
for six months and a2 fine of $10,000. (There is a
statutory defence to any charge under the sectiom,

which we refer Lo separately in (2} below.)



The Auditing Guidelines issued by the Hong Kong
Society of Accountants contemplate various types of
"qualified" reports by company auditors. The first is
the "disclaimer" type of certificate wherxe, basically,
the auditor states that he is unable to form an opinlion
as to whether or not the accounts give a2 true and fair
view and goes on to detall the reasons why he is unable
te do so. Ancother type of qualified report is the
"adverse cpinion" certificare where the auditor states
pasitively that in his opinion the accounts do not give
4 true and fair view and lists the reasons why they do

not.

The Registrar General has drawn cur attention to
the fact that while it iz not uncommon for the accounts
of listed companies filed in the Companies Registry to
contain examples of the "disclaimer" type of audit
certificate, he seldom, if ever, sees an "adverse

opinion" certificate.

The Registrar General has explained that he cannct
prosecute any director where a "disclaimer" type of
certificate has been given by the auditor because, of
course, the auditor has nof stated thit the accounts do
not give a Erue and fair view; he has only stated that
he cemnot form an opinion as te whether or nob they do

50,
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{2}

If seems to us that the reasomns why there are so
few, if any, '"adverse opinion" audit certificates in
respect of the accounts of listed companies and,
relatively speaking, so many "disclaimer' certificates
require further consideration. We have raised the
peint with the Hong Kong Society of Accountants and
they in turn are consulting their colleagues in London
cn the subject. We look forward to resuming our

discussion on this subject in the near future.

Statutory form of defence open te a director charged

with an offence under section 123. As we explained in
our Fourth Report {subjects considered during 1987),
oroviso {aj) ce sub-section 123{6) states that in any
proceedings against a perscen under the section, it
shall be a2 defence to prove that he had reasomnable
ground to believe and did believe that a competent and
a reliable person was charged with the duty of seeing
that the statutory requirements were compllied with and
was in a position to discharge that duty. We
understand that, in practice, this provision means that
directors can normally shelter behind a plea that they
delegated all matters relating to preparation of their
company's accounts to professional advisers and relied
entirelv on that advice. It seems debatable whether

they should be able to ahsolve themselves from
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{3)

responsibility so effectively in view cf the fact that
the Ordinance provides nc sanction at all against the

company's auditfors.

The situation under the Australian and Singaporean
legislations is different. In Australia, if a director
is charged with failure to take all reasonable steps o
ensure that his company's accounts give a true and fair
view, the statutory defence requires him to prove that
the information omitted was immaterial and did not
affect the giving of a true and fair view. The
position is the same in Singapore, but the director
must also prove that the failure to comply with the

staturory requirement was unintentional.

When we have concluded cur discussions with the
Society of Accountants vegarding the form of auditors'
certificates, we intend o take up consideration of
whether the form of defence available under section
123{6) should be revised in accordance with the present

legislation in Australia or Singapore.

Off balance sheet financing

At our November Meeting, we noted U.K. press
reports te the effect that, after intensive lobbying

from the accounting profession, the Department of Trade
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and Industry intended to introduce legislation which
would prohibit the non-conseglidation in annual accounts
of artificially created '"mon-subsidiaries" which had
been produced specifically to take borrowings off the
balance sheet. The proposed legislation would
reinforce the principle that accounts must, above all,

T

show "a true and fair view'.
We have asked the Hong Kong Socletry of Accountants
for their views on the need for similar legislation in

Hong ¥ong.

Inner reserves of banks

We also noted in the local press during the year,
various comments attributed to individual professional
accountantcs on the subject of inner reserves of banks.
Part III of the Tenth Schedule to the Companies
Ordinance exempts banks, insurance and shipping
companies from certain of the requirements as to
contents of annuwal accounts set out in Parts I and II

of the Tenth Scheduls.

We agreed with the Commissioner of Banking that
the subject of the form of auditor's certificate in
respect of banks' annual accounts and certain related

matters would be discussed in the first Instance
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{5}

between himself, the Hong Kong Association of Banks,
and the Hong Keng Soclety of Accountants and that he
would come back to us on this subject after these

discussions.

Tenth Schedule

We referred in our Fourth Report to the fact that
the Hong Kong Society of Accountants had reported that
their members were experiencing interpretational
difficulties with the provisions of the Tenth Schedule
as to the contents of the annual accounts. The Society
had advised us that they were consulting their members
on the amendments required and that they would refer

back to us with detailed comments in due course.

We have now heard that, after further careful
consideraticn, the Society do not feel that it would be
appropriate to make any recommendations for amendments

at this stage.



2. Registration of Charges

2.1 In September 1987 the Department of Trade and Industry
in England circulated to interested parties for comment a note
contalning cutline proposals for various amendments to the
provisions on registration of charges in sections 395-424 of the

Companies Act 1885,

2.2 We considered this document at our Meeting in March and
reached the preliminary conclusicn that a number of the proposals

would be suitable for adeoption in Hong Kong.

2.3 Hoewever, in view of the great practical importance of
the subject and the need to ensure that any proposed amendments
do not involve unforeseen difficulties for the profession, we
agreed that, before reaching any final conclusions on our
recommendations, the Law Society of Hong Kong should be asked for
their views. The Secretary duly wrote asking for these and we

await the Society's reply with interest.
2.4 In addition to considering the proposals for amendments
being discussed in the U.K., we also dealt with two specific

subjects

Section 85 of the Companies Ordinance (Entries of satisfactiom

and release of properry from charge)




2.5 This section provides that the Registrar General, on
evidence being given to his satisfaction with regard to any

registered charge -~

{a) that the debt for which the charge was given has been

paid or satisfied in whole or in part; or

(b} that part of the property or undertaking charged has
been released from the charge or has ceased to form

part of the company's property or undertaking,

may énter in the register a memorandum of satisfaction in whole
or in part, or of the fact that part of the property or
undertaking has been released from the charge or has ceased to

form part of the company's property or undertaking, as the case

may be.

2.6 It will be neoted that the provision is voluntary i.e.
there is no obligation on the part of anvone connected with the
oeriginal charge to arrange for the satisfaction of the debt to be
entered in the register of charges. This means that, in
practice, "dead" charges sometimes remain on the register because
no one wants to go to the trouble and expense of having them
formally removed. The Department of Trade and Industry's

outline cf proposals for amendment to the corresponding provision
in the U.K. (section 403 of the Companies Act 1985) discussed

whether the system should remain voluntary or whether companies



should be required to file instruments of satisfaction of
charges, with failure to file being made an offence in the same
way as failure to register a charge 1s now. The outline
recognized that a statutory obligation te file instruments of
safisfaction or release would be impossible to police effectively
and suggested that nobody would suffer in the event of

non-compliance except the company itself.

2.7 The Department asked : "Would any increase in the

filing rate be worth the additional regulation involved?"

2.8 When we considered this point in the Department of
Trade and Industry's outline, we took the view rhat it would not
be worth the additional regulation and reached the preliminary
cenclusion that the present wvoluntary system should be retained.
ihis, of course, is subject to consideration of the views of the

Law Society when these become available.

2.9 However, the Registrar CGeneral took the opportunity te
raise another peint about the provisions of section 85. He
explained that the effect of the present provision is to require
him to examine the reassignments, deeds of discharge, instruments
of release and other documents presented to him as evidence of
the payment or satisfacticn of debt or of the release of part of
the security property from the charge. He hasg to satisfy himself
that the document in each case is indeed reasonable evidence of

payment/satisfaction or release.



2.10 The Registrar General élso explained that section 403
of the Companies Act 1985 provides that the Registrar "on receipt
of a statutory declaration in the prescribed form verifying"” that
the debt has been paid or satisfied or that part of the security
property has been released, may enter the relevant memorandum in
the register of charges. This relieves the Registrar from hawving
to consider whether the insrrument emploved in each case is
effective; he only has teo satisfy himself that the statutory

declaration is in the prescribed form.

2.11 The Registrar General suggested that the U.K.
provisions are superior from both his own and the professions’
points of view and should be intreduced here. We agree and
recommend that the existing section 85 of the Companies COrdinance
be repealed and replaced by the equivalent of section 403 of the

Companies Act 1985,

Mortgages on Ships

2.12 As is5 well known, the Administration has appointed a
Steering Group to oversee the development of the modified Hong
Kong Register of Shipping and to advise the Administration with

regard te the datailed requirements for that register.

2.13 We were approached during the year by the Working Group
on Maritime Liens and Mortgages which has been established by the

Steering Group and which was considering the provisions of the

- 10 -



Merchant Shipping Act 1894 relating to the registration of
charges on ships with a view to deciding what changes to the

oresent system would be desirable.

2.14 The Working Group explained to us that sections 31-46
aof the 1894 Act deal with mortgages on ships. These are made in
accordance with either of the standard forms set out in the First
Schedule to the Act. The Registrar of Ships in Hong Kong (The
Director of Marime)} is obliged under section 31 of the Act to

record the mortgages.

2.15 In addition, section 80{2){h} of rhe Cempanies
Ordinance requires a company ilncorporated in Hong Kong to
register in the Companieé Registry any mortgage created by it on
-a ship or any share on a ship. Section 91 extends that
requirement to any company incorporated outside Hong Kong which

has a placs of business in Hong Kong.

2.16 We think that the Working Croup's representations to us
can be summarised as saying that registration of a2 morxtgage on a
ship in both the Shipping Registry and the Companies Registry 1s
unnecessary both as a matter of principle and as a matter of
practice. They thought that it was not necessary to register a
mortgage on a ship in the Companies Registry at all but that, if
we disagreed with this vlew, a2 netation system in the Companies

Registry would be sufficient.



2.17

We had a very useful Meeting with representatives of

the Working Group at which the situation was discussed in detail

and the Group's representatives explained the various special

aspects of the shipping industry which make the requirement fox

registration in both the Shipping and Companies Registries

Unnecessary.

2.18

Tecommand :

{a)

(bl

fc)

We tound the Group's arguments convincing and

That Part III of the Companies Ordinance be amended to
provide that, in the case of a2 mortgage on a ship or
any share on a ship, it will only be necessary to file
in the Companies Registry a notification that the

mortzage has been created.

The form of the notification should be agreed within
the Administration after further discussion between the
Department concerned and the proposed new Shipping

Registry.

The penalty for failure to file the notification should
be the same as the penalty for failure to file the
prescribed particulars of any other type of charge i.e.
the mortgage should become void in the circumstances

set out in section 80({1) of the Companies Ordinance.



Mortgages on Aircraft

2.19 Lastly, while considering sectien 80(2)(h} of the
Companies Ordinance for the purpeses of our discussion with the
Working Group on Maritime Liens and Mortgages, we neoted that

while it requires registration of -
""a charge on a ship or any share in a ship",

the corresponding section 396(1)(h]) of the U.K.'s Companies Act

1985 requires registration of -

"a charge on a ship or aireraft, or any share in a ship"”

(Our underlining)

2.20 The fact thar in Heng Rong a company does not requlre
to reglster a mortgage on an ailrcraft iIs the only substantive
difference becrween the U.K. law and our own on registrability of
charges. We asked the Administration about this point and were
informed that it was considered that there was no requirement for
a register of aircraft mortgages in Hong Kong. In view of this,
and also in view of the fact that we have never been appreached
onn the subject, we decided that no further action need be taken

in this connection unless and until we are approached.



3. Company Names

Sections 20-22A

i.t In our Fourth Report (subjects considered during 1987)
we explained that the Registrar General had submitted a paper to
us in which he had expressed his concern regarding the length of
Eime, now about three months, required to inceorporate a new
company, a period that is much greater than that found in other
jurisdictions. He had explained that the main cause of the
delays was the length of time it was taking to get approval for
the proposed new companies' names. He was of the opinion that
the excessive length of time taken was due, partly, to the nature
of the existing legislation and partly to the lack of rescurces

necessary to handle the wvolume of work involved.

3.2 The Registrar General had explained that in the vast
ma jority of cases proposed new company names (either for new
companies or for the change of name of existing companies) were
reserved under section 204 of the Companies Ordinance. Section
204 allows a proposed name to be reserved on payment of a fee of

$30 for a period cf three months if -
fa) It is not already reserved; and

fb} It could be reserved without ceontravention of the

provisions of section 20.



3.3 The reservation can bhe renewed on payment of a fee of
$15 for a further period of three months and there is nco limit on

the number of renewals.

3.4 Section 20 sets out the legal ecriteria on the basis of.
which the Registrar General must decide whether or not a
particular proposed mname is acceptable. It provides to the
effect that, before he approves the proposed name, he must
sarlsfy himself that it is not idantical to, or sc nearly

resembles the pame of -

any company incorperated in Hong Kong,
any oversea company reglstered under Part XI of the
Companies Ordinance, or

any statutory body,

as to be "calculated to deceive'". There is both U.K. and Hong
Kong case law to the effect that "calculated to deceive™ in this
context means "likely to deceive™ i.e. it is not necessary to

show that the proposed name is actively intended to deceaive.

3.5 The problem lies, of course, in deciding whether the
proposed name 'so nearly resembles' the name of any existing Hong
Kong registered company, oversea company registered under Part XI
or statutory body, as to be likely te deceive. There Is
considerable case law on the subject and the Companies Registry

issues gquite detailed guidelines. However, it is inevitable that

- 15 -



the decision in any particular case will be subjective to an
appreciable extent. The names reservation system Iin the Registry
has been computerised to.a large extent but the decision-making

process cannot be computerised.

3.6 There is a very large volume of applications for
reservations of names under sectiom 204, In 19833 thetre was &

monthly average of more than 20,000 applications.

3.7 The Eegistrar General had reported te us that he had
never been providedewith sufficient staff to deal with the
applications satisfactorily. However, he alsc advised us that,
even if sufficient staff were teo be provided, 1t was unlikely
that a proposed new name could be reserved under the existing
legislation in less than 10 days because of the need for a
decizion on the degree of similarity to existing names in each

case.

3.8 The Registrar General had also drawn our attention to
rhe new names system which was introduced in the U.K. by Part II
of the Companies Act 1281, subsaquently in Chapter II of the
Companies Act 1985. Basically this system provides that if a
proposed new company name is nof the same as an existing company
name, it is Tegistrable. The promoters of a company can, of
course, check this for themselves and the Registrar of Companies
is, for most practical purposes, taken out of the name-approval

process.



3.9 The legislaticn alsc provides that where a company has
been Tagistered by a name which "is the same as or, in the
opinion of the Secretary of State, too like a mame appearing at
the time of the registration in the Tegistrar's index of company
names', the Secretary of State may, within 12 months of the
Tegistration, direct the company to change its name within such

period as he may specify.

3.10 We concluded our consideration of this subject in the
Fourth Report by saying that it was obvious that, before reaching
any conclusion on what, if any, changes te the names provisions
in the Companies Ordinance were desirable, we would need the
comments of rhe usual professional and business organisations and
that we had written to them for these. We alse instructed the
Secrefary to obtain certain information for us on how the U.K.

system was workipg Iin practice.

3.1 At our February Meeting we considered detailed
information which the Secretary had obtained from the U.K.
authorities regarding the names system there and noted that it
appeared to be working sarisfactorily, with no major problems.
This view was supported by comments obtained from a leading firm

of selicltors in Londeon.

3,12 We also considered at the February Meeting the views of
the various organisations consulted. Four of them were against

replacing our present system with legislation based on the U.K.

- 17 —



model! and five were In favour of such a change. These in favour
of retaining the existing system, subject te certain amendments

aimed at making it more efficient, were

The Hong Kong Association of Banks

The Law Soclety of Hong Kong

The Association of the Institute of Chartered
Secretaries and Administrators in Hong Kong

The Heong Kong Productivity Council

3.13 Those in favour of replacing the existing system with

one based on the UI.K. legislation were

The Hong Kong Society of Accountants

The Hong Kong General Chamber of Commerce

The Chinese Manufacturers Association of Homg Kong
The Chinese Ceneral Chamber of Commerce

The Hong Keng Management Association

3.14 We think that the main objections put forward to the
introduction of a new system based on the U.K. model can be

summarised as follows

{1) The disappearance of the independent check by the
Registrar of Companies would mean that the statutory

safeguards for existing company names would disappear.



(2}

{4}

The twelve-month period within which the Registrar of
Companies could require a new company name to be

changed under the new system would cause hardship.

Theres would be a significant risk of abuse of the
proposed mnew system, particularly with regard to
Chinese mames. For example, with regard to English
names, fthe name "Mervyn Edward Software Limited" would
be registered under the new system, notwithstanding the
existence of a company named "P. Mervyn Edward Software
Limited". In addition, Chinese names which were
identical phonetically but made up of different
characters would also be registrable under the proposed

new system.
If the U.K. system was introduced here, existing
companies would have to rely on name-watching services

to protect thelr names.

We moted, however, that no one questioned that a new

system based on Che U.K. legislation could eliminate the delays

in incorporating new companies.

The parties who chjected to the sugpested new systeam

also made several propesals for improving the efficiency of the

existing system L.e.



{al

{b}

3.17

Government should provide additional resources to cope

with demand more efficiently;

Various relaxations in the policies followed in

deciding whether a proposed new name is too similar to

an existing name e.g.

(i} Allowing "series names™ i.e. a series of names
with a common "stem" and distinguishing numbers
e.g. "Widget (Number One) Limited", "Widget

{ Mumber Two) Limited' etc.

{ii} Allowing companies to be incorporated with "number
names' i.e. names consisting of the Companies
Registry incorporatinn number e.g. M"300. 472

Limited™,

The Registrar General's views on the 2nd and 3rd of the

main objecrions to the new system were

(2)

The promoters of the proposed company could protect
themselves against the possibility of a change to a new
company's name belng ordered during the lZ2-month period
after its incorporation, by making an adequate search
of existing names before incorporation. He recognised
that this meant that members of the public would have

to have adequate means of access to the Companies

- 20 -



(3}

Registry's records of existing nmames tc enable them to
make such a search before reaching a decision on
whether to incorporate in any particular case. Such
access could be accemplished either by the Companies
Registry's staff carrying out the search on behalf of
the members of the public or by members of the public
being able to make the search themselves. The actual
method cheosen if the proposed new system was introduced
would depend on the relevant technical considerations

in respect of the Companies Registry's computer.

He recognised the possibility of abuse of the suggested
fiew system in the shape of umscrupulous promoters
lnecorporating new companies with names similar to those
of existing companies in the sxpectation of the owners
of the existing companies being prepared to buy the new
companies rather than resort o appeals under the
statutory provisions or te passing—off actions in the
courts. However, the information obtained from the
If.E. authorities, where the legislation had been in
effect since 1981, was to the effect that there was no
evidence of any such abuse of the system there. He
pointed out that there were far more companies in the

U.K. with internationally-known names.



3.18 With regard to the suggestions for improving the
efficiency of the existing system, the Registrar General's wviews

were -

{a) Although the previsions of large numbers of additional
staff would obviously help te reduce delays the fact
remained that, as previously noted, he would still not
be able to reduce the perind for processing an
application te reserve a company name to below 10 days
because the existing system required a decision om
similarity with existing names which invelved a

‘substantial degree of subjectivity.

{b) (i) Fe thought that he could not agree to "series

names"” under the existing legislation.

{ii} Similarly, he thought that "number names" would be
in breach of the existing legislation. He peointed
out that Ontaric had had to pass specific
legislation to enable a 'number names™ system to

be introducad there.

3.13 We discussed this subject at length during three of our
monthly Meefings and in the course of these we alsc considered a
very considerable amount of technical material. We found it to
be one of the most controversial subjects we have ever dealt

with.



3.20 We think that the range of views put forward within the
Standing Committee during our discussions can be summarised as

follows

Against a change to a new system based on the U.E. legislation

{1} The existing system serves a very useful purpose in that it
ensures to a large extent that the names of existing
companies are protected against new companies being

incorporated with names which are confusingly similar,

(2} The new system would remove the existing protection and
companies would have to be constantly on the watch for new
names that were too similar to their own: in the U.K. this
had led to companies which can afford it employing "name-

watching” firms.

{3} The fact that the legislation in the U.K. does not appear to
be abused to any great extent by would-be-immitators doces
not mean thar a similar system would not be abused in Hong
Kong. Indeed, there is & strong probability of such abuse
in Hong Kong, becazuse the attitude to company names is
different here. The paosition regarding Chinese names 1Is
also a complicating factor which increases the possibilicy

of abuse.



{4)

The position regarding delays under the existing system 1s
not unacceptable. A businessman can always get a new

shelf-companvy when he wants one.

In any case, the existing system could be greatly improved

by -

{a) The provision of further respurces in the Companies
Registry and this could be financed by the imposition
of higher fees which would also have the effect of
cutting down the number of applications, thus reducing

pressure on the Registry.

{b} The introduction of amendments to allow "sexies names"
and "number names'"; these would be particularly
appropriate in the case of companies which never
actually carry on business, such as a company formed

solely te own a flat,

(c) The introduction of a two-tier system i.e. if a person
wanted an urgent decisicn on any particular application
he could pay an additional fee for the application to

be expedited.



In favour of a change

f1}& It should not be a function of Govearnment to ensure that no

(2)

(3)

one incorporates a company with a name that is similar te
that of an existing company. That is a matter for the
private sector and, if necessary, the courts. In any case
the existing system is not a completely reliable safeguard
because there are in fact passing-off actioms involving
company names in the courts from time to time. Under the new
system, 1f a new company was incorporated with a name which
was '"too like" that of a pre-existing company, the
pre-existing company could, within 12 months of
incorperation of the new company, appeal to the Registrar of
Companies to require the new company te¢ change ifs name.
After the expiry of the 12 months periocd, the pre-existing
company would s£ill be able to start a passing off action in

the courts.

There are many times more companies in existence in the U.K,
and many more really large companies. If there is no
evidence of abuse of the names legislation in the T.X.,

there i1s no realistic ground for antlicipating ir here.

The volume of complaints received by the Registrar General's
Department indicaces that there is indeed 2 serious problem
with delays under the existing system. The fact that it

takes an average of 6-8 weeks to reserve a company name is
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(3}

clear evidence of the problem. In fact, even some of the
c¢onsulted organisations who objected to a new system agreed
that there was a problem with the existing system; the
difference was that they thought that it could be dealt with

by amendments to the existing system.

The suggested amendments to the existing system are only
palliatives and introduce their own problems. For example,
with regard ro suggestion (2}, the fees necessary to provide
the required resources for the Campanies Ragistry would
probably involve increases to a level where they would be
Tegarded by small businessmen as.a tax on new companies. In
addition, these increases would probably not result in any
substantial reduction in demand because most shelf-companies
were incorporated by prefessiconal firms or printers who

would simply pass on the increased fees to the end-users.

As for suggestionm (b}, it was Llmpossible to rell at the
formation stage which companies would be mevre vehicles for
ownership of property and which would trade actively. As
for those which were wanted for trading, it was likely that
many buvers would want to change the ''series names' or
"number names" to conventional names before commencing
business. This would mean large numbers of applications for
change of name i.e. the problems of comparison with existing
names would simply have been postponed until aftrer

inceorperation.



With regard to the preposals for a tweo-tier system in
suggestion (c), the additional fee pavable for expedited

processing would have to be very high indeed or everyone

would use the expedited service as a matter of course.

There would also be considerable technical problems in

having a two-tier system because the present system is based

on priority according to date of receipt of the application,

3.21

_ Everyone agreed on one thing, namely, that an efficient

svstem for searching the Companies Registry's records of company

names which was available for use by the public was an essential

pre-requisite for a change to a system based on the U.K.

legislation.

3.22

After a very full debate, we agreed to recommend

{a} That the existing provisions of the Companies Ordinance

{b)

onn registrabllity of company names be amended by
deleting the existing crireria and substituting those in

the U.K. legislation;

That consequential amendments be made to the other
relevant provisions in the Companies Ordinance
including the provision of an equivalent of secfion
28{2) of the Companies Act 1985 (right of objection by

a pre-existing company); and



{c) That the bringing Iinto operation of the amended
legislation be delayed until satisfactory arrangements
are in place for public search of Government's records

of company names.

3.23 We are concerned te hear from the Registrar General
that during subsequent discussions within the Administration on
implementation of Part (c¢) of our recommendation, it has been
supgested that it might take two years or even longer for the
necessary alterations to be made to the Companies Registry's
computer system. We find it very difficult te believe that such
a delay could be justified, particularly in the light of the

urgent nature of this problem.

4. Default in Filing Annual Returms

4.1 It is common knowledge that large numbers of private
companies regularly delay filing their annual returns and in some

cases fail to file them for years on end.

4.2 The Companies Ordinance has always provided the
Registrar General with methods of enforcing statutory obligations
to file documents. For example, it is invariably an offence to
fail to file a particular decument and the company and any

officer of it who is in default can be prosecuted. Thus, in the
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case of failure to file an annual return, the Registrar General
could presecute under section 108(4) of the Companies Ordinance
which renders the company and each officer who is in default
iiable to a fine of $200 for every day during which the default
continues. Alternatively, in the case of persistent offenders,
the Registrar General could petition under section 177(2)(e} for
the winding up of a company which has been persistently in breach
of 1ts £iling obligatieons under the Companies Ordinance. The
trouble with these znd other similar methods of enforcement is
that they all inveolve court proceedings and the Registrar General
has never been provided with the resocurces necessary to undertake
such proceedings on a scale large enough to deal with the problem
effectively. HNor apparently is there any realistic prospect of

him ever getting these resources.

4.3 As a first step towards attempting to deal with the
problem, legislation was enacted during fhe year which intreoduced
penalties for late filinmg of annual returns in the shape of

filing fees which increase with the length of delay invelwved.

4.4 However, while it appears that this néw measure is
proving very effective in persuading che directors of active
companies to file their annual returns on time, there is stCill
the problem of ceompanies which have become moribund. Their
directors and shareholders have simply abandened them and, since
they have no intention of ever filing any documents again, they

are unmoved by the arrears of late filing fees building up.
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4.5 At first sight, secticn 291 of the Companies Ordinance
(Registrar may strike defunct company off register) appears to
provide a suitable method for dealing with such companies. Under
this section, 1f the Registrar General has reasonable cause to
believe that a company is not carrying on business or in
operation, he may initiate a procedure under which, unless good
cause 1s shown, he can strike the company off the register and it
is automatically dissolved. The procedure involves the Registrar
General in serving two notices on the company and inserting two
notices in the Gazette. We know from our consultaticns with
interested organisations that this procedure is regarded by the
professions as being very useful for dealing with cases where a
company has ceased trading for some time and has ne assets or
liabilities. Im such cases, the directors oftem approach the
Registrar General with the request the he exercise his discretion

ro take action under section 291.

4.6 The problem with using section 291 to deal with cases
of failure Eo file annual returns is that it involves the
exercise of his discretion by the Registrar General in each case
and, since there are thousands of cases of default, it would be
very Cime-consuming to deal with them on that basis. Further, by
the very nature of the cases it would be very difficult or
impossible for the Registrar General to get any replies from the
companies or their directors giving the up-to-date information
necessary for him te make a proper exercise of his discretion.

The only practical approach would be to have a system under which

- an -



the Regilstrar General could start the procedure autematically as
soon as the delay in filing annual retuzns went beyond a certain
limit. 1In addition, the procedure ought to be somewhat simpler
than that under section 291 to enable him to deal with the

anticipated larger number. of cases.

4.7 Afrer consultation with rthe usual professional and
business grganisations we agreed with this approach and recommend
that a new section{s) be introduced to implement the following

procedure —

(1) If a company were to fail to file its annual returns for a
period of 2 years, a notice would be served by registered
post on It and on each of its directers {ar his or her
address as shown in the last annual weturn filed in the

Companies Registry} by the Registrar -
{a) drawing its and their attention to the default, and

(b} informing it and them that, if all outstanding annual
returns were not filed within 1 month from the date of
the letter and a penalty of $X pald, a notice would be
published forthwith in the Gazette stating that, unless
all outstanding annual returns were filed within 3
months from the date of the Gazette, and a penalty of

$Y paid, the company would be dissolved on expiry of



(2)

that period. The penalty of 3Y would cover the cost of
the Gazette notice and the administrative work involved

plus a punitive element.

If no remedial action was taken by the company, the
Registrar would be able to strike the company coff the
register on the expiry of the 3 months pericd and a notice
of this would be published in the Gazette; a copy of the

notlice would also be served by post on company.

There would be a provision, similar to section 292 of the
Companies Ordinance, for all the assets of the dissolved
company to bé bona vacantia and vested in the Crown, but
subject to the claims of creditors and subject also to a
right by the Crown to disclaim any bona vacantia. Details
of a2 procedure for adjudication of any claims by creditors,
probably by the Official Receiver, would be worked out
later. These would probably have to include an option for
the adjudicator to refer the matter to the court if he found

that the dissolved company had substantial assets.

There would be a provision for an application by the company
itself, or any member or creditor thereof, to the Registrar
for the company to be restored to the register (i.e. an
administrative procedure similar in principle te the
existing provisions in section 291(7) for a petition Lo the

court for restoration of a dissolved company]. If approved,
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the restoration would be effected by a notice by the
Registrar published in the Gazetlte. The restoration would
be subject to payment of a substantial fee. The fee would
be deemed to be a debt due by the company te the party who
made the application for restoration. Section 285 of the
Companies Ordinance would be amended to provide that, for
the purposes of any subsequent liquidation of the restored

company, the fee be given priority after Crown debts.
{Note : To avoid any doubt, we confirm that the existing sectiom

291 procedure should be retained for the type of case in which it

is ecurrently used.)

5. Rights of Sharehclders to Inspect Company's Books of Account

5.1 Thevre is no general right in common law for a

shareholder to Iinspect the company's books of account.

5.2 There is no statutory provision directly on the subject
either although it is thought likely that sectlon 168A of the
Companias Ordinance (MAlternative remedy to winding-up in cases
of unfair prejudice') gives the court power to order inspection
of a company's books where there 1s oppfessinn of a shareholder.

The position is the same in the U.K,



5.3 However, our attention was drawn fc the fact that new
provisions were Iintroduced in Australia in 1986 (sections 265B
and 265C of Division 6 of Part IV of the Companies Code} which
give shavreholders a statutory right to apply to the court for
inspection by their solicitors or accountants of the company's
bnoks,.subject to the court being satisfied that the application

is made "in good faith" and "for a proper purpose’.

5.4 From the case law which has so far appeared it seems

that the right is used mostly in takeover situations.

5.5 We moted that the provisions did not appear to have

attracted any significant interest or comment in the U.K.
5.6 ' We decided ro defer further coansideration of the need

Eor a similar provision here until there was more evidence of

public interest in it in Hong Kong.

6. Report of the Securities Review Committee

{"The Davison Report")

6.1 The Report of the Securities Review Committee on "The
operation and regulation of the Hong Kong securities industry™

was published in May 1988.



6.2

We were asked by the Administration to consider a

number of the recommendations in the Report which relate to

provisions in the Companies Ordinance i.e. with regard to -

{13
{2]
{31
(4}
6.3
Follows
(1)
6.4
6.5

Registration of prospectuses.

Company accounts : true and fair view.

Section 153A {Approval of company required for disposal

by directors of company's fixed assets).

Purchase by listed companies of their own shares.

Qur views on these subjects may be summarised as

Eegistration of prospectuses

& copy of the relevant paragraphs 11.45 - 11.64 of

the SRC Report is at Annex 1.

It will be noted that paragraph 11.534 states that:
"The existing system should be rationalised and
streamlined s¢ that only one body vets and approves

documentation on new issues".



6.

6.

&

&

7

.8

In paregraph 11.45, the Report explains that new

issues are subject to vetting by and permission from

Listed securities: Registrar General
0CS (The Office of the
Commissioner for
Securities)
SEHK (The Stock Exchange of
Hong Kong)
Unlisted securities

requiring a prospectus: Registrar Geuneral

Obwviously, there are ne problems of duplication of
effort in respect of unlisted securities so we can
concentrate on the position regarding listed

securities.,

It is clear that the SRC thought that the existing
system invclves the waste of scarce regulatory
resources by duplication of effort {paragraph 11.54).
They therefore recommended in paragraph 11.55 -

"The verting of prospectuses for Issues of listed
securiries should be undertaken by the SEHK, subject to
the very important conditions that satisfactory

safeguards should be put in place and the change should



6.

9

.10

anly cccur when there has been a sufficient improvement
in the professionalism and independence of the

Exchange's Listing Divisfon'.

During our discussions of this subject, we were
Interested to- learn from the Regisrrar General that,
prior to the setting up of the SRC, he had already
recommended to the Administration that the provisions
of the Companies Ordinance on vetting and approval of
prospectuses should be removed from that Ordinance and
placed in the Securities Ordinance and that vetting and
approval should be exclusively a2 functicon of the
Commissioner for Securities. The function cf the
Registrar General would then be purely one of
registering the prospectuses approved by the
Commissioner. Consideration of these propesals had
been overtaken by the events of October 1987. The
Reglstrar General had then proposed to the SRC that the
function of vetting and approval should be transferred
to the proposed new Securities and Futures Commission.
However, as can be seeﬁ from Annex 1, the SRC had
recommended that it be transferred to the revamped

SEHE.

The Registrar General further commented that he
personally had reservations about transferring vetting

and approval of prospectuses to the SEHK. Approving
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.11

.12

prospectuses was an important matter. If required a
number of qualities. No doubt, the SEHK would possess
2ll of these in_due course, but, in the meantcime, it
would be better to have the function of vetting and
approving vested in the statutory body which would be
dealing with all other functions relating to listed
companies, i.e. the proposed new SFC. He suggested
rthat the matter might be left over until the new SFC

was operational and could then be looked at again.

All Members agreed that there was a great deal of
duplicaricn of effort in the existing system and they
agreed with the SRC that the SEHK was the appropriate
body to deal with matters of this nature. Some were
reluctant to see the proposed new SFC having any
residual function in respect of vettiﬁg and approval of
prospectuses as this would rend to result in
duplication of the functicn again, as had happened

under the sxisting system.
dfrer considerable discussion, we agreed

(a} That it weunld be undesirable te make any amendment
to the existing provisions of the Companies
Ordinance on registration of prospectuses in the

meantime; and



{b) That, when an appropriate time for change in the
systam occurs, the exact nature of the amendments
would best be left to be decided by the preoposed
new SFC, iﬁ consultation with the SEHK, in the

light of the circumstances then applying.

(2) - Company accounts : true and fair view

.13 A& copy of the relevant paragraphs 12.8 - 12.11 of

the SRC Report 1s at Annex 2.

14 4 copy of sections 123 and 126 of the Companies

Drdinance is at Annex 3.

-15 It will be noted that paragraph 12.11 of the SRC
Report states that -

"We believe that companies and their auditors should be
brought to understand that providing a "true and fair

view" is the over-riding requirement."

.16 It seems to us that this startement implies that
the need for a company's accounts to give a '"true and
fair view'" is not clearly the over-riding requirement

at present.
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17

.15

We regreC that we cannot accept such a view. We
think that the provisions of section 123(3) in Annex 3
make it clear that the "true and fair view" requirement
is the Gver—riding one and that mere compliance with
the requirements of the Tenth Schedule as to the
conténts of a company's accounts is not sufficlent. We
are satisfied that the members of the Hong Kong Society
of Accountants are aware that this is the case. Une of
cur Members who is a partner in a leading firm of
professional accountants was good encugh to provide us
with a copy of the introduction section to a pamphlet

issued Dy his firm in Jamrary 1975 when sections 123

and 126 were introduced. A copy of this is at Annex 4.

It will be seen that part {iv) of the 1lst paragraph
emphasizes that the true and fair view reguirement is

an over-riding one.

Paragraph 12.11 of the SRC Report states that
'"We understand that the U.K. law has recently been
amended to stress the over-riding regquirement''. The
position is that until 1981, the requirements cf the
U.K. legislatlon on accounts giving a true and falr
view were almost the same as those in our sections 123
and 126. We are sarisfied from references in UK.
text-books that ir was clearly understecod there prior
to 1981 that the true and fair view requirement was an

over-riding one.
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.22

{3}

In 1981, a completely new system of prescribed
formats of anmual accounts was introduced in the U.K.
in compliance with an EEC directive and the relevant
legislation required substantial amendments. The
relevant provisions are now in sections 228 - 231 of
the Companies Act 1985 and a copy of section 228 is at
Annex 5. We azssume that the reference in paragraph

12.11 of the SRC Report is to section 228(3}.

We are not aware of any demand either from the
professions or from the business sector in Hong Kong
fer a change to the new system of accounts introduced

in the U.K. in 1981.

In these circumstances and because, 2s already
explained, we consider that the provisions of sectiouns
123 and 126 already make it clear that the '"'true and

fair view"

requirement for annual accounts is an
over-riding one, we do not think that any amendment to

the existing legislatieon is necessary.

Section 153A (Approval of company requitred for disposal

by directors of company's fixed assets)

A& copy of the relevant paragraphs 12.17 - 12.21 of

the SRC Report 1is at Annex 6.



6.23 It will be seen that para. 12.20 recommends that
the Steock Exchange of Hong Kong should require listed
companies Lo seek shareholders' prior agreement before
ma jor transactions and to seek independent
shareholders' prior approval for transactions in which
a directer oxr a substantial sharehelder has a material

interessr.

6.24 Paragraph 12.21 explains that the SRC have not
considered in detail the definltion of "major
transactions” or "material interast". They suggest
that the SEHK should study the practice of the
International Stock Exchange in London in these

connections.

&.25 Footnote (3) refers to section 153A of the
Companies Ordinance as requiring prior approval for
dispesals exceeding one-third of the company's fixed
assets and states that the problem with the provision
is that the threshold 1s too high and that it refers
only to fixed assets owned directly by the parent

company itself.

6.26 We feel that bhefore reaching any conclusions on
whether section 153A should be amended, or Iindeed

deleted, we would like to see the finalized versions of
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the provision on this subject in the SEHK's new Listing
Rules which are still in draft form and the subject of

consultation with interested parties.

We note from the latest draft available to us that
the proposed approach is that any "major Cransactien'
must be wade conditional on approval by the
shareholders in general meeting and the Listing
Committee reserve the right to require that amy
shareholder shall abstain from voting if he has a

material interest in the transaction.{Draft Rule 14.10)

A "major transaction' is defined as any
acguisition or realisation of assets (including
securities) by a listed company or any of its

subsidiaries where -

{1} the value of the assets being acquired or Tealised
represents 33 per cent or more of the assets or
consolidated assets, as the case may be, of the

acquiring or realising group; or

(2} the net profit {after deducting all charges except
taxation and excluding extraordinary items)
attributable to the assets being acquired or

realised represenis 33 per cent or more of such



6.29

6.30

6.

31

{4)

net preofit atrributable to the assets or
consolidated assets, as the case may be, of the

acquiring or realising group.

We note that rthe figure of 33% is retained.

As already indicated, when the final wversion of
the Listing Rule is approved, we shall reconsider the
position regarding section 153A. Qbviously, it would
be highly undesirable for the provisions of the Listing
Rules and the section fo differ substantially. Our
feeling at present is that this subject is one which
can be better regulaﬁed by the SEHK than by a statuce.
It is usually regulated by the stock exchange
authorities overseas and there is no equivalent of
section 1534 in the U.K. legislation (although the
section is derived from recommendations in the Jenkins
Committee Report). If the final version of the Listing
Fules is satisfactory, our present intention is to make

a recommendation that section 1554 be repealed.

Purchase by a company of its own shares

A copy of paragraphs 13,7 - 13.11 of the SRC
Report, dealing with "The Hong Kong Code on Takeovers

and Mergers' is at Annex 7,
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It will be noted that the last sentence in
paragraph 13.11 reads
".... we recommend that the Administration should
favourably consider the merits of introducing a

treasury stock rule in Hong Kong' i1.e. of allowing

companies teo purchase their own shares.

We dealt with this subject in our Third Report
{subjects considered during 1986) and recommended

that -

fz) wunlisted companies only should be allowed to
purchase their own shares in accordance with the

same procedures as applied in Britian;

{b} that the question of allowing listed companies to
rurchase their shares should be considered again
after satlisfaccory legislation had been enacted

dealing with -

{1) disclosure of beneficial ownership of

shareheldings;



.34

.35

{ii) insider dealing;

{iii)distributable profits;

{iv) fiduclary duties of directors.

We have already submitted recommendations on the
amendment of the law on all of the subjects listed at
{1) - {iv), With regard to item (i}, our
recommendations on the subject were duly enacted in the
Securities (Disclosure of Interests) Ordinance 1988,
referred to elsewhere in this Report. Drafting
Instructions have already been given to the Law
DPraftsman regarding item (ii} and are being prepared
for items {iii) and {(iv). We hope that it would not be
unrealistic to expect to see legislation on subjects

{ii) - (iv} enacted by the end of 1989.

We are keeping in mind recent developments in
connection with this subject in Hong Kong, particularly
the fact that the shares of a number of listed
companies are, at the time of writing, at a discount to

their net asset values.



a single Qrdinance. In our wiew, this should invelve

private  sactor  securities lawyers, preferably with

experience of US and UK law and practice,

Duplication of effart

11.45. At prasent, new issges are subject to  the

following approvals :-

yetting by and

Type of issue permission from
Listed securites Registrar General
oCsE
SEHK
tnlisted securities Registrar General

raguiring a

pcrospectus
Marketing of CDs, Securities Commission
Ce, stc.
11..46. We believe that this involves unnecessary

duplication and have, therefore, considered in some detail
the guestions of whether prospectuses should be vetted at

all; and if so, by whom?

11.47. 0n the first questian, wa  believe it is
appropriate to distinguish between listed and unlisted
igsues. The prospectus to an issue of listed securities
provides the market with the information bneeded for
investors to assess the securities and will be Kept up to
date by on-going disclosure in accordance with market

rules. For example, in addition to regular repecrts, any

- 47 -
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price-sensitive developments will have fto bhe reported to
the market when they occur. In this case, pre-vetting is a

logical éart of the Exchange'’s regulation of the market.

11.4%. & prospectus to an unlisted issue, by contrast, is
a one-0ff snapshet intended to foxm the basis of a contract
between offeror and individual subscribers. There will be
no on-going disclosure except that reguired periodically by

company law.

11.49. The case for vetting unlisted issues is that it is
the surest way to ensure compliance with the statutory
regquirements and that high standards are maintained. The
argqument agaionst is that it should be sufficient to rely on
professional advisors (lawyers, accountants and merchant
bankers) ta ensure cempliance and the maintenance of
standards, with the regulatory body merely acting as an
enforcement agency. Indeed, pre-vetting might dilute the
rasponsibility of issuers and their advisers for the

completensss and accuracy of their offer documents.

ll.5@. In addition, thersa ara doubts abouk the
effectiveness of pre-vetting, =23 a pre-vetting authority
cannot be expected to check the accuracy ot compleﬁeness of
an oaoffer document in any meaningful way. The fact that a
documeant has.been pre-vetted may therefore give investars a

false sense of security.

11.51. On balance, we are not convinced that it is
essential to continue with the pre-vetting of unlisted
isuues. This gquestion should be reviewed by the

Administration.

11.52. A5 to who should vet, it is helpful te understand

the historical basis of the current arrangements. The



Registrar of Companies has been vetting prospectuses, for
both listed and unlisted issuvues, since 1972 when amendments
were made Lo the Companies Ordinance upan the
recommendation of the First REegart of the Companies Law
Revision Committes, In fact, the Committee pointed
out (4) that there would be advantages in the new
Commissioner of Securities alse being the Registrar of
Companies. This suggestion was not implemented, so there

has been some duplicationm of effort all alaong.

11.53. as we understand {%, Ehe Commission's Rulas have
their origins in the wvariable low listing and disclosure
standards prior to the unification of the four exchanges in
1586 and alse the uncertainty in the minds of the
authorities about the guality of regulation the new Unified
Exchange would provide. They, therefore, reprasented

minimum statutory standards for the Unified Exchange.

11.54. Netwithstanding this backgrourd, we believe it is
critical not te waste scarce regulatory resocurces by
duplication of effort. We thersefore recommend that the

existing system should be raticnalised and streamlined so

that only one body veks and approves documentation on new

izssuas.

1l.55, We further raecotmmend that the vetting of

prospectuses for issuyes of listed securities should be
undertaken by the SEHK, subject to the very important

conditions that satisfactory safequards should be put in

place and the change should only occur when there has been
& sufficient improvement in the professicnalism and

independence of the Exchange's Listing Division.
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11.56. As regards the current duplication between the 0CS
administering the Cemmission's Bules and tha SEHK

administering the Exchange's rules, we recommend that, if

the SEHK 1is to be the sole “"vetter" of listed issues, the

Commission's Rules should be tepealed, In their place,

the Securities Commission should be given reserva powers in
the main legislation to forbid, suspend or cancel a
listing. The disclosure provisions of the Commission's
Bules would hecome part of the SEHK's rulebook and ths
current Undertaking would become part ©f the SEHK's own

continuing obligations.

11.587. It is arguable that, as io London, the Listing
agreement should be dispensed with since companies and
their directors undertake in their application to comply
with the continuing abligations in the Listing Rules.
However, We believe that having to sign a further agreement
helps to pring listed companies' attentien to their

on-going obligatiaens.

11.:54. as regards the Companies Ordinance, we pelieve
that the pzospectus to a2 listed issus should continue to be
delivered +o the Companies Registry. It is important that
all the significant deocuments relating to a company should
be on the public record and, for convenience, should ke in

a single place.

11.59, As to the substantive pﬁsitian under the Companies
Ordinance, it might %be possible to give the SEHK, as the
recognised Exchange Company, authority to approve a
document as complying with the Third Schedule. However, we
recommend that a2 listing document should simply be exempt
from the Thizd Schedule requirements if it complies with

the SEHX's rules and is approved as doing so by the SEHEK.




11.864. As to unguoted securities, there is a strong case
faor the Registrar General transferring its responsibilities
to the new Securities Commission ({8C){3], the body
charged with having specialist expartise on new issues and

related commercial matters. We therefore recommend that,

if it is decided to vet unguoted issues, the task of

approving the prospectus should £fall to the specialist

statutory securities market regulator i.e. the nmew SC.

11.61. To 2chieve this tramsfz2r of responsibilities,
nrovision would need to be made in the Companies Ordinance
to enable tie Registrar General to register a document
which had been approeved hy the 5C 25 conplying with the
Third Schedule.

Summar
1l.62. Ta sum uvp, *he problems are -

fa) that ths requirements are overly complex,
difficulic to use bezause they are
scattersd through too many statutes and
ruleooexs  and, in many cases, badly need
updating to ecater for developments in

securities market practices; and

(b} that the admimistration and application of
the law and rules is alszo overly complex
with duplication of aeffort by the
Registrar General's Department, the 0CS,

the Securities Commission and the SEHK.

(5] See Chapter IX.



11.83.

fa;

(b}

(<)

{d)

Our main recommendations therefore are -

that statutory provisicns on new issue
documentation and advertising should be
thoroughly reviewed with the objective of
their being consolidated and updated in a
single statute; and that, in particulaz,

there should he a review of -
{1} the "private placement" exsmptions;

{ii) the scope and consistency of the
"professional investors" exemptions;

and

fiii) the effectiveness of Sactions 72-74

of the Securities Ordinance;

that the Administration should review
wnether it needs to continue pre-vetting

the documentation to unguoted issues;

that, where there is wvetting, it should be

by only one body rather than two or three;

that, in particular, once its Listing
Division is sufficiently improved, the
SEHE should have saole responsibility for
vetting and approving listed issues, and
that to facilitate this -

(i} the Commission's BRules should be
repealed, with the SEHK rules being

expanded where necessary;



(iiy listed issues” should be exempted
from the Third Scheduls; and

fiii} the new SC should have reserve
powers to act if SEHK falls down on

the job; and

{e} that, 1if pre-vetting of unlisted issues
continues, tha new 5¢ sheould assume
responsibility from the Registrar
General's Department for vetting and

approving prospectuses.

1i.64. Fimally, it 1is essential that the traonsfer of
responsibilities to the SEHK should only occur when its
Listing Division has proved itself up to the job. We

therefore recommend that the pew 58 sheuld initially aundik

the SEHK Listing Divisica at six monthly intervals and that

its role under . the Commission's Rules {(2nd the Registrar
General's gols under the Companies Ordinance) should net be
transferrad until it 1is satisfied that the SEHK iz up to
the 1ob. Tor this purpose, the new SC should appeint
ortside inspectors, with international experience, to

advise 1t,



12.7. The main problem  areas highlighted in the

submissions were : -

{2) disclosure in annual accounts and

Prospectuses;
{b) disclosure of material sharesheldings;
{c} directors' dealings; and
(d}) approval of major transactions.
We gXamine sach of these areas 1in tha following

paragraphs,

Accounting information

12.8. The consensus of expert opinion i1s that the
disclosure requirements relating to the published accounts
of listad companies 1in Hong Xong are broadly in line with
intexnakional practice. .The mzjor preblems with published
accounts ar2 that compliance with the existing regulations
is wunsatisfactory and is not adeguately monitored, and
that companies are reluctant teo disclose additional
information, beyond that specifically required, even where
this appears to be necessary for the accounts te give a
true and fair view of the company (which is required under

the Companies Ordinance} .,

12.9. The following specific enhancements have been
called for - -



{a) disclosure of related party transactions:
in parcticular, there is no requirement to
disclose mzterial, non-arm's-langth
transactions hetween related parties or
major transactions between a listed group
of companies and a private group under

common control;
(k) disclosure of substantial shareheldings;

{c} disclosure of dealings with shadow

directors;

{d) full profit and loss accounts, identifying
inter alia cost of sales, operating
expenses and interes:t income and expense
{as reguired by the Fourth Schedule to the
UK Companies Act 19%8%). The present
pracedures only reguire the disclosure of
turnover, operating prefit and certain
narrowly defined categories of expense;

and
{a) five year summaries of resglts and

financizl position.

12.1¢. We Dbelieve that the proposed enhancements are in
the =right dirsction and therefore recommend that the SEHK

should carefully review current disclosure ragquirements

with a view to making improvements.




12.11. Moreovey, there is concern that accounts may nct
always show a true and fair view; although current
regulations may be complied with to the letter, companias
may not go far encugh to provide a true and fair view. We
believe that companies and their auditers should be brought
to understand that providing a “true and fair view" is the
over-riding reguirement. We understand that the UK law has
recentiy begen  amended to Stress the ovar-riding
requirement. Hang Kong should consider following sult. We

tnerefore recommend that the Companies Ordinance should be

amended to provide that the requirement for accounts to

show a true and failr view overrides cther provisions.

Material shareheldings

12.12. In June 1387, the Government published the
Securities (Disclosure of Interests} Bill which 1s, te
guote the loog title, a bill "to regquire certain persons
holding shares in or debentures of listed companies to
disclose their interest in those shares or debentures®,

The main abjects aof the Bill ars : -~

fa}l to force disclosure of sharenoldipngs of
18% or more within five days of the duty
arising, The Bill looks through corporate
interests to get at the reality of the

controlling shareholder;

{b} ke give companies the right to reguire a
shareholder to provide information about

his holding;
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Tench Suebeduls,

{2} The directors sheil cause to be mada out in every calendar
year, and o be fzid before the companyia—sereral mecsing: a
balaace shezt as at the datz 29 which the prafit and loss account, or
the income and sxpenditurs account. as the case may be, is made op.

{3} lianvperson being a dirsszor of 2 company fails o ke all
rasonacle sfeps to cpmm pl}' with the provisions of this secrion he
shail. in respect of each offence. be liabie on summary conviction ta
imprisonment for § months and to 2 fne of 510,000;

Provided that—

{a) nanv proczedings against 2 persen in cespect of an offence
under this section. it shali be a defznce 19 prove chat he
had reasonable ground to believe and did belisve thar z
compeatent and raliable person was charged with the dury
of sezing thar the provisions of this section were compiied
with and was in a position to discharge thar duty; and

(#) a person shall not be senwenced to imptisonment for such
an offzace uniess, in the opinion of the court dealing with
the casz, the ofenes was commirted wilfully.

{ Repiaced, 80 of 1974, 5. f2)

123, (1) Every balancs shezc of a compagy snall give a true and
fair view of the state of aifaies of the company as at the end of its
Rnaneal year. and every profic and (oss account of a eompany shall
Zive 2 crue and fair view of the orofic of boss of the company for the
fnzneiat vear.

(2] A company's balancs sheat and profiz and loss account
shall comply with the recuirements of the Tenih Schedule, so far as
applicable tharzto,

(7} 3ave as exprasiiy providsd in toe following provisions of
this secoon o in Part (11 of the Tenth Schedule, the requirements of
stizseciion (2} and the said Schaduiz shak be without prejudice sither
0 e geaeral requirements of subsection {l) or @ any other
reguirernens of this Ordinance,

(4) The Finanecal Secretary may, on the 2opiication ar with
the consent of 2 company’s direcrors, modify in relation to that
company any of the requirements of this Grdinance as to the matiers
to be stated in & company's baiance sheer or profit and loss account
(exceqt the raquirements of subsection {13) for the purpose of
adapting them (0 the circumsiaaces of the campany.

{3} Subsections {1} and (2) shalt nac apply lo a COmpany’s

arifil and loss aceoune jf—
{a) the company has subsidiaries; and

() the profit and loss account is framed as 4 consolidated
profit and loss account dealing with all or any of the
company’s subsidiaries as well as the company and—

ﬁt its annual general meeting or al such other general meeting of the mea o
cumpanv 25 may be specified bv the egurt gnder 5ubs:ctmn J.'.récﬂla.) e o

- 5? —

T .
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{fy complics with the reguirsments of this Ordinancs
rziating 10 <onsolidated profit and loss accounts; and

{if) shows how much of the consolidated profic or lass
for the financial year is dealt with in the accounes of the
COMmpany.

(6] TFany person being a director of a company fails to take ali

ra1300ahie 502ps (o $ecure compliance as raspects any accounrs faid
befora tha company 'n general mesting with :he Trovisions of this
sectiom and with (he other requirements of this Ordinance as o the
mattess 13 2e stated in accouns, he shalk, in raspect of cach offence,
be liable on summary conviction to imprisonment far & monihs and
w4 Aoz of 510.000: '

Frovided thai—

() inaoy peocerdings against a person in respact of an ofence
urgar this sectign, it shall be a defence to prove that he
had reagonable ground {9 balievs and did believe rhar a
comperent 2nd reliable person was charged with the duty
ol seziag that the said provisions or 3he said other require-
meqts, 25 [he case may pe, ware complied with aad was ina
pusition o discharge thae duty: and

(£) a person shall oof be septencad w imprisonment for any
such offence unless. in the opinion of the court dealing wirch
the cazz. the oficnce was committed wilfullv,

(7% For ihe ourocses af this section and the Toilowing pra-
vi3i0ns of (G OTdinancs. excopr wiar: e CONLEXT Diberwise
aquires —

el anv referenes to a balance shaar or profit and fass aceouqt
siail include any notes therson or docutaent annexed
therate giving information which i3 required oy this Ordi-
nance and 15 therehy allowed o be o given: and

{#) aay referener (o 2 profit and jess accounr shall be taken, in
thz case of a company not trading for prafil. as referring to
its income and expenditers accounc and refersnces to
oroili or 0 loss and, if the company has subsidiaries,
references ko 2 consolidated profic and loss account shall be
consirued accordingly.

: { Replaced, 80 of 1974, 5. 12)

124 (1) Where at the end of ts financizi vear z company nas
subsidiartes. accqunls or statements {in this Ordinance referred o as
“group accounis”) dealing as hereinafier meneoned wich the state of
affairs and profit or loss of the company and the subsidiaries shall,
subjeci to subsectan (2), be laid before the company in general
meeling wien the campany's own balance shezr and profit and less
account are so laid,

{2} Motwithsianding anything in subsection (11—

Crbdigation to lay
up accounls
are halding

SRR Y.

(L7 F.. 150,



S
ST

Camganies [CAP. 12

ber
(]
v,

fa} a consolidated balance sheat dzaling with the state of
affairs af the company and alf the subsidiaries to be dealt
with in group accounts;

(&) a consofidared prafi and loss aceouno dealing with the
peadit or loss of the company and those subsidianes.

(3) If the company's directors are of optcion that it s Deeer
for the purpose—

{a} of presenting the same ar equivalear miormaion abour the
stat2 af aifairs and profic or losz of tha campany and those
subsidiaries; and

(&) of 30 presenting it chat it may be ceadily appreciated by the
company's mermbers,

the group accounts may be prepared in a foem ather chan that
reguirad by subsecuion {1, and in parteular may consist of more than
one $¢t of cunsalidated accounss dealing resgectvely with the com-
paav ind gn: group of subsidfiaries and with other groups of sub-
sidiaries. ar of separate accounts dealing with each af the subsidianes,
or of sizlzments expending the informanion abovt the subsidiarias in
the cOMmpady's Own ACTAUNLE, or ady combination of those forms.

{33 The group acoounts may be wholly or pantly incorporared
in che companry's awn balance shaet and profit and loss account,
{ Replaced. 8 of 074, 5. 12)

{26, (V) The group accounts [aid befpre 2 company shall give a
irze 2nd fair view of the siate of affairs and profit or loss of the
vompany 2ot :ha subsidiaries deall wizh tharsby asa whale. 30 faras
sonegrns members of the company,

3% Wher2 che financial vear of a subsidiary does not comeids
with that of tag holding company, the 2roup accounts shall, uniess
the Financial Secrelary on the application or with the consent of the
holdicg company’s directars otherwise directs. deal with the sub-
sidiary’s siate of affairs as at the end of its dnanciai yzar ending with
o7 las: before thar of the holding company. and with the subsidiary's
profit or loss for that Ananciai year,

(3) Without prefudics to subsection { 1), [he group accounts, if
preparsg a3 consolidated aceptnts, shall comupiy with the require-
maats of the Tenth Schedule, so far as appiicsolz chercte, and if not
50 prepared sball give the same or equivalent lnformation:

Provided chat the Financial Secretary may. on the application or
with the consear of 2 company's direc tors, modify the said require-
ments in relation to that company for the purpose of adapting them
to the circamitances of the company.

{ Replaced, 80 of 1974, 5. {3}

127, (1) Aholding company's directors shall secure that except
where in their opinton there are good reasons against it, the financal
year of @ach of fis subsidiaries shall coincide with the company’s
own fnaneial year,

Cuantents af
WP SCCOUNLE. )
1948 2 35 g |32 '

Tmth Scheduk. |

Fizancia| year of

bedding comipany )

and subsidiary, e
1P 3,z 190, :
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INTRODUCTION

The Camoanies [Amendmendd [No, 4 Ordinacce 1974 hag gean anacted to give 2ffect to cerrain
recommendanons contsingd it the Second Report of the Companies Law Revision Committzs
refaring (o company accounss and directors’ repons. The ameadmens are extensive and the major
revisions may be brefly summarised as follows:—

(i} company halamce sheszts must now show 2 true sad feir view of the stace of affairs of the
company and prodt and loss accounts must show a grue and fair view of the company's
orofit or loss for its Bnancia{ period;

(iit companies with subsidiaries must prepare audited group accounes which must also show a
trur and fair visw of the state of affaims and gmofit or loss of the company and the sub-
sidiarizs daaic with thersby, so far 25 conceras members of the company;

{iiii considerable additional informarion must be given in balance shesrs. profit and loss
accaunes and dicecrors reports;

fiv) i is emohasised char the conczor of a "true 2nd faic™” view for both she balancs sheat and
the oeefit and loss acgount averrides the requirements of disclosure as provided for in he
Comoanizs Ordinance and it is therefore possibie thar accounts may be deemed not w
show & wus and fadr view even when all the provisions of the Companies Ordinanes -
garding dizciasars of information have besn complied with.

These ravisions o 2 iarge sxcent bring Hong Kong in fine wicth the curment company law requirsments
in ¢he Uniees Kingdom.

Section 1411 of this Ocdinanes refers to the "Accpunts of czrrain private companies”. Thess
companies ¢ nor Nave o comply with 2l the requirements as o disclosure and special aiention
should be gaid o rhis section,

The referincss in the Tilewing pages refer 1o the Companiss Ordinance. as amsnded, and the weoiens
as get out Gelow and shown against each parderaph indiczte the soezoial type of company exzmpras
fram thar parcicuizy raguirement—

8 = Bankineg Company
| = Insurance Company
5 = Snipping Company
B = Private Company [to which Section 141D apolies (ses pacegraphs 97-100)

1t is emohasiszd that thiz bookiet has been prepared to highlighe. for clients’ use. the more importaat
amendments. Czmain minor amendments to the Companies Ordinance have not been referred to in
ihis booklet 2ad. accordingly, it should Aot be regardad as a substituce for the statutory provisions
conizined in ihe Comoaniss (Amendment) (Mo, 4) Ordinanes 1974, which should be refemmed w ca
potnts of difficuliv. An attzmpt has been made te intzrprer cermain secrions of the Ordinance but as
this is a legal mater, clients should approach their solicitors for advics in cases of doubt.

Tae Firm will be very pleased to assist clients in regard 0 any queries they may have regarding the
implementation of th=se far reaching amendments to the Campany Law of Hong Kong.

Hong Kong, 13:h Japuary, 1975 5




Companier Act 1983 e b 159

Form and content of company fndividual and group accounts PART ¥1i

228 (1} A company’s accounts preparad under section 227 CRartER |
shall comply with the requirements of Schedule 4 (so far as Form and
applicable} with respect to the form and content of the balages tootent of
siest and profit and loss account and 2oy additionzl informa- ﬁ?ﬂﬁf -
tion ta o provided by way of notes to the accounts, ) )

{2) The balancs shest shall give a true and fair view of the L
state of afisirs of the company as at the end of the financial FoEm
vear; and the proft and loss account shafl give a true and fair
view of the proft or loss of the company for the financial year. et

{3) Subssction (1) overrides—
{a) the requiremeants of Schedule 4, and

Vs {5} zll other requiremeants of this Act as to the matters
A to be incloded in a compagy's accounts or 10 nNotes to
those ascounis :

and accordingly the following two subssctions have effect

{23 If the balance skeet or profit and loss account drawn wp
in accordance with those raqurements would not provide suffi-
cient inforrmauon to comply with subsection (2), any necessary
acditionz! informatior must be provided in that balancs sheet or
prof: and loss aczount, of iz & note to the accounts.

(3} II, owing to special circumstaaces in the case of any
tompany, comolisnes with any such requirement in relation to
the balance shast or proft and loss account woeld prevent com-
pliznes widh subsacuoa (2) (even if addidonal icformeticn wers
provided in accordance with subsection (4)), the dirsctors shall !
depart from thal requirement in prepaning the balance shest or !
profit and loss account {so far as necsssary in order to comply :
with subsection (210,

_———

{5) IE the diractors depait from any such requirsment, particu-
lars of the departure, the reasons for it and its #fect shall be

given in a cote to the accounts. e

(7} Subsections {1} to (6) do not apply to group accounts pre-
pared under the neat section ; and subsections (1) and (2} do pat
apply to a eompany’s profit and loss account for require the _
notzs otherwiss required in relation to that account) if— ' ‘

fa} the company has subsidiaries, and
(5) the profit and loss account is framed as a consolidated

account dealing with all or amy of the company's
subsidiaries as well as the company, and—

(D complies with the requirements of this Act re- o R g s
fating to consolidated profit and loss accounts, and
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(i) shows how muoeh of the conselidated profit o
loss for the financial year is dealt with in the com.
papy’s individual accounts.

If group accounts ars prepared, and advantage is taken of this
sabsection, that fact shall be disclosed in 2 aete to the group
ACCOMILS.

229.—{1) If at the end of iz financial year 2 company has
subsidiares, the dirsctors shall, as well 23 preparing individual
accounts for that vear, also prepars group accounts, being
accouats of statements which deal with the stite of affairs and
profit ar less of the company and the subsidianes.

(2} This does not apoly if the company is ar the and of the
finapcial year the wholly-owned subsidiary of another body
corporate incorporaled in Great Britain,

(3) Group accounts mesd not deal with a subsidiary if the
company’s directors arte of opinion that—

{g) it is impracticabie, or would be of no real value to the
company’s members, 0 view of the insignificant
amounts invelved, or

(&) it would involve expense or delay out of proportion to
the value to members, oo

fc} the result wouid be misleading, or harmoful o the busi-
oess of the company or any of its subsidianes, or

{d} the business of the holding company and that of the
subsidiary are so diffzrent that thev cannet reasonably
be rreated a5 a singls undertaking ;

and, i the dizectors are of that opinion zbout fach of the com-
pany’s subsidiaries, group accounis ars not required.

{4} However, the approval of the Secretary of State is requred
for mot dealing in group accounts with a subsidiary op the
eroupnd that the result would be harmful or oo the ground of
difersnce betwesn the business of the holding company and that
of the subsidiary.

{7 A holding company's group accounts shall be consolidated
ACCOULLS COMprising—

{z} 2 conseclidated balance sheet dealing with the stats of
affairs of the company and all the subsidiaries to be
dealt with in group accounts, and

() a consolidated profit and loss account dealing with the
profit or loss of the compaay and those subsidianies.

{6) However, if the directors are of opinjon that it is better for
the purpose of presenting the same or equivalent informaten
about the state of affairs and profit or loss of the company and




12.16. We recommend that the SEHE =should introduce 2 Code

governing securities transactions by directors of listed

: - companies, This would complement the insider trading laws.

Major and related-party transactions

12,17, Rule & of the Undertaking between a listed company
and the SEHE, prescribed wounder the Securities (Stock
Exchange Listing] Rules, requires a listed company to
deliver to the Commissioner for Securities a draft press
notice giving brief - particulars of any notifiabla
transaction as soan as reasonably practicable after
agreemaent in principle has bheen reacned and, as sooOon as
practicable thereafter, o cause the notice, as amendsd to
take account of any comment by the Commissioner, to be
delivered to the SEHE and published in the newspapers.

Briefly, notifiable transactions are defined as : -

fa) any acgquisition or disposal of assets by

the coempany, including its subsidiaries,

which -

fi} accounts for more than 13% of the
company's a2ssets; or

(ii) involwes their directors or chief

executive; and

{b) any transactiocn by a subsidiary which is -

fi) a loan or other financial assistance

to a parant company:




fii} a provision of secwerity for- the
discharge of any obligations of a
parent company; or -

(iii) other than in the ordinary course of

business.

12.18. It was argued in submisgians that -~ thesea
regquirements Jdo not go far enouéh and that there is a need
generalliy £o tighten the rules and their implementatién,
hecause public investors ino Hong Kong companies are not in
a satisfactory position wvis-z-vis managing shareheclders,
particularly where a company is family controlled. It has
been suggested that mwmany Hoeng Eong businessmen 4o not
distinguish between their own interests and those of their
outside sharsholders; or, 1f they .d¢, that they do not
sufficiantly understand their obligation to put their

fiduciary dutises first.

12.159. However, 1t has also been suggested that investors
in Hong Kong invest in particular companies precisely
because they believe in the business acumen of the managing
sharehoelder and that b©he can help them by helping himself,.
It was, ftherefore, argued that a generzl tightening up aof
the rules 1in this arsa would not be appropriate in the
particular circumstances of Hong Kong's corporate worid,
We believe that +there is scme merit in this argument.
Nevertheless, we fesel that it is anomalous that Hong Kong's
major corporate antities should escape internaticnal
standards 1in this area when they have a large body of local
and international professional and institutional
shareholders and are now actively investing and acquiring

companies in other countries,

1




12.29. We recomuend therefore that the SEHKE should

reguire listed companies to seek shareholders' prior

agreement before major transactions, such as large

acquisitions or disposals of assets are entered info and to

. seak indspendent  shareholders' prior approval for

transactions in which a director o©or a substantial

shareholder has a material interest(3},

12.21. We have nct considered in detail how to define
major transactions or material interest. We suggest that,
in dewviging such rules in Hong Eong, the Exchange should

study the practice of the International stock Exchange in

London,

{3} The Companies Ordinance, at $.155a, reguires such
approval for Adisposals exceeding 173 of the <ompany's
fixed assets. The problem with this provision is that
the thresheld i{s teoo high and it only refers to fixed
assets owned directly by the parent company itself,



13.6. We wounld, however, point out tnat the subject is
: sxtremely complicated, in particular the definition of an
insider, the question of tipper/tippee liability(4},
the distinction between mere possassion and
misappropriation of price . sensitive information etc.
Furthermore, the call for tougher sanctions against insider
trading should not be regarded as synonymous with a call
for its criminalisation. We believe that penalties such as
desegregating proflts, debarring directorships and freszing
voting. rights could be effective deterrents. Howsver, as
we have neot considered the guestion in detail, we are not
in a position to make any recommendations in this regard.
We note that work on this area 1is currently being
undertaken by the Administration and urge that this be

completed as soon as passible.

{C) The Heng Rong Code on Takeovers and Mergers

12.7. The Hong Keong Code on Takeovers and Mergers is
basad on the arliginal 0K Code of the mid-19%68s which has
now been substantially revised and up-dated. This has
prompted calls from professional advisers for a review.
Some have also argued for & Hong Kong eguivalent of the UK
Eules governing sSubstantial acguisitions of shares (the
so-called Bawn Rald Rules}), which in broad terms restrict
the speed with which a persen can increase his sharsholdiag
from 15% to 38%; and require accelerated disclaosure of

share purchases relating to such ascquisitions,

13.8. The main focus of cencern, howaver, has been that
companies are not willing to comply with the Code. We

belisve that gilven the relatively small numher of hostile

oy e ey — v ———— Tt b o TR TER M R B e g oy TR M M S ey ————

{4) In the OS5, any insiders ?assing on price sensitive
information (tippers} and certain persons receiving
such information (tippees) may be liable to penalties.




hides in Heong Kong, the issues which are most important in
Londen are noct as pressing here. The main proklem in Heng
Kong appears to be non-compliance with the reguirement for
& genaral offer once a shareholding exceeds 35%. In this
respect, 1t has been suggested that the sanction of a
public reprimand has not been sufficient to enferce the
Coda.

13.9%. We are of the wview that the general offer
requirement 1s fundamental teo ensuring bread equality af
treatment for all shaiehmlders. The guestion af whether a
breach o©f the Code should be made a criminal offence and
the sanction for such a breach 1is, however, vexed.
Different major markets have adopted different approaches.
In the time svailable, we have nct considerad the guesticn

in sufficient detall to make detailed recommendations.

13.18. We recommend that the new Securities Commisslion

should revisw the Hoog Kong Cods on Takegvers and Mergsers

cancentrating on -
fa] general housekeeping improvemnents;
) the administration of the Cade; and

fe) the enforcemant previsions and the

sancticns backing the Code.

Morecver, the review shenld noi simply opt for
incorporating the new UK provisions but should consider the
main issues that arise 1in the 1light of the particular

mature of Hong Eong's corporate finance market.

13.11. Before we leave the subject, we wish to draw the
Administration’s attention to one particular point. We
believe that, whatever the merits of the post-crash

temparary waiver of the triggezr point and creeper provision



{3)
of the Code ' such ad hoe departures from a

fundamental principle create undesirable precedents and, in
the long term, tend . .to undermine the credibility of the
gentire body of rules, Wa are of the view Ehat if the
gitnation demanded such an initiative, it would have been
preferakle to  introduce a relaxatien similar to the-
treasury stock rule applied in the U5, 1.e. to allow
companies to purchase their own stock for retirement. Such
a move, whils offering similar possibilities to the action
taken in the aftermath ¢of the October crash, would have
benefitted &ll shareholders to an egual degree. 1In any

case, we recommend that the ddministration should

favourably rconsidsr the mwerits of intreoducing a treasury

stogk rule in Hong Eong.

{0} Margin txading

13.12. Another area which reguires uwrgent attenktion is
the regulation of margin trading by members of the Stock
Excnange of Heng Kong (SEHK)., The submissions atleged that
some brokers have been allowing 1¥08% margins to clients and
that unrealised profits on margined shares are accepted as
security for Iurther margin trading. While we acknowledge
that this did noi% c¢reate any sericus difficulties for
brokers in the events of Octaber 18587, 1t has been

suggested to us that this was because the market closed

{53} Under the Hong Kong on Takeovers apd Mergers Code, any
person with 35% or more of the voting rignts of a
COMPanY fthe trigger point) and any person with
between 35% and 5@% who acguires more than an
additional 5% of the voting rights within any lZ-month
pariod {the creeper provision), must hid for the
entire share capital of the company. ©On 26 October
1987, the Commissiopner for Segurities apfnodnced a
one-month waiver of these two provisions subject to
full disclosure and a reguirement tg place out the
additional shares within 12 months.



7. The Draft Securities and Futures Commission Bill 1988

7.1 As Is well known, one of the main recommendations of
the Report of the Securities Review Committee ("The Hay Davison
Report™) was that the existing Securities Commission and
Commodities Trading Commission, together with the Office of the
Commissioner for Securities and Commodities Trading, be replacad
by a new body to be known as the Securities and Futures

Commission.

7.2 In the last quarter of the year, we were asked by the
Administration for our comments on two drafits of the proposed
Bill for setting up the new body. We understand that these
drafts were also the subject of consultations with a wide range

of professional and business organisations.

7.3 We held 2 special Meeting on 15th October for the sole
ourpose for considering the First Draft and spent all of the
December Meeting comsidering the Second Draft, the other business

scheduled for that meeting having to be adjeourned.

7.4 As well as points of principle, many technical points
were raised but we do net think that it would be appropriate to
deal with the latter in this Report and we therefore restrict
curselves to commenting on the more important polnts of

principle.



First Draft

7.5

To be strictly correct, this document was a set of

proposed clauses rather than a draft Bill in the conventional

sense of rthe term.

{13

7.6

Constiturion of the SFC

e made a number of comments on the relewvant

clauses

(A)

{B)

We suggested that it should be made clear that the
functions of the SFC would include helping to

foster a healthy securities industry.

We ncted that the provisions vegarding membership
of the Board were so framed that, at a full
meeting, the executive directors would have a

ma jority of votes., Some of us thought that it
would be preferable to have equal numbers. Others
wondered whether the minimum number of 7 directors
would be enough tc deal with the SFC's heavy
workload. However, it was recognised that these
provisions were in implementation of the SRC
Report regarding the SFC 1.e. "a small board,

preferably with seven members : a chairman, deputy
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(2)

chairman, two other full-time directors and three
non-executive directors™ (paragraph 9.38 of the

S5RC Report]).

{C) WWe observed that the draft did not actually
specify the differences between the respective
functions, powers and duties of execulive and
non-executive directors and simply provided for
these to be specified in the individual letters of

appoeintment.

Board of Appeal

We noted that the relevant clause provided that
the Securities and Futures Board of Appea:r would
consist of rhe nen-executive directors of the SFC, one

of whom would be the chairman.

Some of us considered that such a Board would be
seen as not being sufficiently independent and would
not inspire full public confidence. These Members
censidered that the Beoard should be made up of third
parties appointed by the Governcor. They thought that
if third parties were not invelved in the appeal
process, the Bill might as well give the SFC £final

authority, with no appeal provisions at all.



7.

7.

10

11

(3)

Other Members, however, thought that the draft was
entirely acceptable. They pointed out that the
non—executive directeors of the SFC would be independent
and respected members of the public who could be relied

en to deal with appeals in an unbiased manner.

After a lengthy discussion of this subject, both
an the principles invelved and with reference to
comparable existing bodies in Hong Kong and the U.K.,
we were unable to reach a common viewpoint on the

proposals.

Powers of intervention in intermediaries business

This part of the draft contained a number of
provisions, the general effect of which was that where
the SFC considered that there was "a reasonable
likelihecod that a registered person is insolwvent or 1Is,
or i1s likely to become, unable to meel his obligations
as a registered person' the SFC could "assume control
of and otherwise manage and carry on the business of
the registered person.... or direct a person other than
the registered person to assume such control and manage

and carry on such business".
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We fully understood and appreciated the poliecy
intent to protect the interests of clients and other
creditors, but noted that, where the registered person
was a company, the proposals appeared to cut across all
the normal provisions of company law to the effect that
a company 1s controlled by the directors and general
meetings of sharehclders. We alsoc noted that the draft
did not appear to contain any provisions to deal with

anomalies resulting from this situation.

{These provisions were deleted from the Secomnd
Draft but we understand that they are receiving further
consideration for possible relnstatement at some future

date.)

Informaticn, investigation and entry to premises

(A} We noted that the clauses on this subject included
provisions te the effect that an investigator
appointed by the SFC could require not only the
registered person under investigation but, as
appropriate, a fellow campany director, his
partner, aemployee, agent, banker, auditor,
selicitor and {if the registered person was a
company} any significant shareholder to, inter
alia, attend before the investigator who might

"require him to answer truthfully, and to the best



of his ability" any gquestion '"whether
incriminating or neot" relating to the registered

person or other person being investigated.

.15 There was a separate provision that any
statement made by a person under the foregoing
provision could "be used in evidence against him

{or otherwise )",

16 In effect, these provisions would, if
enacted, have taken away the normal right to

silence.

17 These draft provisions can be contrasted

with the corresponding situation where an
inspector is appointed under the Companies
Ordinance. Under section 145{(34) of the Companies
Ordinance a person is not excused from answering a
question put to him by an inspector on the ground
that the answer might tend to incriminate him but,
if such person claims, before answering the
question, that the answer might tend to
ineriminate him, neither thequestien ner the
answer are admissible against him in criminal
proceedings other than a ch;rge of perjury in

respect of the answer.
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We recommended to the Administration thar the
Bill be amended to provide that any incriminating
statement made by a person under the proposed
provisioné could not be used in subsequent legal
proceedings against him, except in a charge of

perjury in respect of the statement.

(B] We also noted a proposal to allow an investigator
to enter the business premises of a registered

person without a warrant.
We advised the Administration that we were
oppesed to forced entry to any premises without a

warranl.

(5} Annual Report

We recommended the insertion of a new provision in

the Bill requiring the SFC to publish an annual report.

Second Draft

7.

22

{1} Board of Appeal

We noted that the new draft provided for an

Appeals Tribunal consisting of -



7.

23

The Chairman of the Board, who must be a barrister or a

solicitor;
A non-executive direcrtor of the SFC; and

A member who is not a director or an employee of the

SFC.
We suggested that it would be desirable to provide
specifically that the non-executive director of the S¥FC

should not have taken part in the decision under appeal.

Regulation of registered perscn's business

(&) We were pleased to note that the provisions on the
right of silence of a person being questioned by
an Investigator, which we had found unsatisfactory
in the First Draft, had been amended to bring them
into line with the cerresponding provisions in the
Companies Ordinance. We also found the new
provisicns on the investigator's right of entry to

premises acceptable,
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We noted a clause giving powers to an authorised
person to enter business premises of a registered
person and "inspect and make copies of any record
or other document or part thereof, or make or take
any abstract of or extract from, any record or
document relating to the business te which such

certificate of registration applies".

Some of us felt strongly that "record or
other document' should be restricted to records or
documents which the registered person was obliged
te kKeep under the companies legislation and the

securities legislation.

Others, however, felt that the registered
person should not be provided with an excuse for
refusing to produce documents for inspection.
These members felt that the practical purpose of
an investigation was to find out if a registered
persont had complied with his statutory
obligations and that, if a provision along the
lines sugpested was inserted, it would be open to

serigus abuse.

After discussion, we suggested a compromise
provision that the authorised person could inspect

anything on the business premises but could only
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make coples of, or take extraets from, records

relating to the reglistered person's business.

{3} Restrictions on dealing with assets

We noted the provisions of a clause that the SFC
might, as regards any assets Iin Hong Kong or elsewhare,
and whether they were assets of the registered person or

not, by notice in writing -

{a) prohibit the registered person from disposing of
such assets or prohibit him from dealing with them

in a manner specified in the notice; or

(b} require the registered person to deal with such
assets in, and only in, a manner specified in the

nctice.

We supported the obvious intention of the clause
to give the SFC power to intervene to protect assets in
the interests of clients and other creditors. However,
we expressed the wview that, unless additicnal provisions
were Inserted, the powers would be liable to be largely
ineffecrive in practice. This was because the
restrictions imposed under such a section would be an

inhibition on the registered person concerned, but would
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{a)

not place an Inhibition on the assets themselves. The
registered person would still be able to sell the assets
to an innmocent third party (although the exact legal
status of such a sale might be open to guestion; please
see the discussion of this aspect in (4} below). Of
course, the registered person would have committed an
offence under the section and could be prosecuted for
this, assuming he could still be found, but if the sale
was valid, this would not be much use to the creditors.
We polnted oul thart section 67 ©f the Financial Services
Act 1986 provided for assets to be vested in a trustee
and that such a provision would prevent the registered

person from disposing of them.

Legal status of contracts made in prohibition of

restrictiong imposed by the SFC

Various clauses in the draft Bill gave the SFC
substantial powers of Iintervention, including powers to
prohibit a registered person from doing many things e.g.
prohibiting him from carrying on certain types of

business, from disposing of certain assets, etc.

When a statute prohibits something, the question
inevitably arlses of the legal status of any contrackt

which 1s in breach eof the prohibition. It is a fairly
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commo?l misconception that any contract entered inte in
contravention of a statute is void. The actual
situation, however, is much more complicated.

Halsbury's Laws, (4th edition: 1972) states in volume 9,

paragraph 424

"In deciding whether a statute affecting a contract
contains an implied prohibition of the contract or
things done thereunder so0 as to render it unenforceable
by one or both parties, the whole context and purpose of
the statute must be taken into account and no single

consideration, however important, is conclusive.

Paragraph 426 states
Somerimes a sratutory provision affecting a contrack
will make express provision as to the civil righrs of
the parties and in that event the provisions of the

statute must, of course, be applied.”

As a matter of principle, we thought it highly
desirable that the Bill should clearly state the legal
status of any contract entered inteo In contravention of

an order made by the SFC.

However, the only express provision on the subject
in the Second Draft was to the effect that where a

contract -
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(a) relates to a security or a futures contract: and

{b) purports Lo have been made on the date of a notice
served under a notice of powers of intervention

vested in the S5FC,

then nothing in the clause or in the notice shall render
the contract unenforceable by a party thereto whe proves

that he acted in good faith.

The very limited nature of this provision is
apparent e.g. it relates only to a security or futures
contract made on the date of the notice, It does not
deal with such contracts made after that date. Wor does
it cover, for ezxample, the sale of a flat by a
registered person in breach of a prohibition of disposal
of assets. In Hong Kong, real properiy quite often
forms a substantial part of a registered person's
assets-. What would be the status of such a sale,
especially in view of the fact that the Second Draft
does not provide for the SFC to register any notice of
inhibition in the Land Office wihen it prohibits a sale

of assets?

The limited nature of the proposed provision can
be contrasted with section 129 of the Banking Ordinance

wtilch simply states
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"The contravention of any prohibitien in this Ordinance
or in any Ordinance repealed by this Ordinance on the
entering into of auy contract shall not render that

contract unenforceable.™

The situatien is perfectly clear and all contracts

remain fully enforceable by the parties thereto.

We are mot necessarily suggesting that there
should be a similar provision in the present Bill.
There 1s room for considerable debate. For example,
some of us feel that only parties who have acted in good
faith should be entitled to enforce contracts. Others
feel that, while there should be realistic criminal
sanctions for the breach of any statutory prohibition,
any contract entered inte should, in a commercial
society like Hong Kong, remain fully enforceable in the
same way as 1s provided for in the Banking Ordinance.
These members also point out that if contracts were only
to be enforceable by clients, this would be unfair
because the clients would be exercising the optien with
the great advantage of knowing markel movements

subseguent to the effective dates of the contracts.

What we do feel strongly is that this is a subject
which requires a policy decision and clear provisions in

the Bill. If the eventual policy decision is not to
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follow the precedent of the Banking Ordinance and some
contracts will thus be unenforceable, we also feel
strongly Chat there should be a requirement for the SFC
Lo enter an inhibition in the Land Office registers when
they issue a nctice prohibiting disposal of any infterest
in land by a registered person, so that third parties
will be fully aware of the situation. Consideration
should also be given in such circumstances to reguiring
notice of the prohibition of disposal being given in
respect of any assets which are registered in public

registers e.g. listed shares.

{This particular draft provision was not included
in the published Bill but we understand that the subject

is under further consideration.)

2. The Securities (Disclosure of Intrerests) Bill 1983

We took up the question of compulsory disclosure of

beneficial ownership of shareholdings in 1%85.

8.2

In September 1985, we issued & press statement

explaining in some detail that we had drafted an Interim Report

to the Finmancial Secretary in which we stated that we were very



strongly inclined te think that the time had come to introduce
legislation along the lines adopted in the U.K. We explained
that the Interim Report had annexed teo it an Qutline of the
suggested basis for legislation in Heng Kong. We also explained
that, before actually submitting the Interim Report to the
Financial Secretary, we would like to have the benefit af the
views of any interested members of the public and invited them to
apply for a copy of the Interim Report and Outline of
legisiation. The Secretary wrote separately te ten prefessional
arnd business organisations enclosing copies of the Interim Report

and CQutiine and inviting them to comment.

8.3 There was a good response to the request for comments
and, after consideration of these, we amended our proposals in
certaln respects. We Chen submitted our amended reécommendatiouns

tc the Financial Secretary in December 1985.

8.4 Our recommendatioms were approved by the Financial
Secretary and the Executive Council but drafting of the
legislation took longer than expected and the Bill was not
published uncil June 1987. Because it was anticipated that there
would be a great deal of interest in the proposals, it was
published as a White Bill and a 3-month period was allowed for

public comment.



8.5 A preat many comments were received from the public and
wa were asked for our views on these by the Administration. We
considered them at our Meeting in March and recommended

amendments to the Bill where we thought appropriate.

8.6 We also recommended the enactment of subsidiary
legislation consisting of Regulations setting out further

exemptions from the neotification requirements in the Bill.

3.7 We were pleased to note that the Securities (Disclosure
of Interests} Ordinance 1988 was gazetted on 15th July and that
the Securities (Discleosure of Interests)(Exclusions) Regulations
1988 were gazetted on 26th August. However, the legislation will
only come Into operation on a date to be appointed by the
Govermor by notice in the Gazette., No such notice has yet been
published. We appreciate that if would not be practical te bring
the new legislation into effect until the new Securities and
Futures Commission is in being and has the necessary resources,
but we hope that the operational date will not be postponed for
tog much longer because we remain firmly of the view that this
legislation has a very important part to play in the regulation

of the securities industry in Hong Kong.



9. Section 161B (Particulars in accounts of loans to

ocfficers, etc.)

Section 161BA (Further provisions relating to loans to officers,

etec. of authorised financial institutions}

9.1 Section 161B was introduced in 1984. It requires
certain information on loans by companies to their directors and

other officers to be included in the company's annual accounts.

9.2 In our Second Repeort ({subjects considered during 1985)
we explained that, after consideration of representations from
the Homg Kong Assceiation of Banks, we recommended that
amendments be intreduced te the section in respect of loans by
authorised financiazl institutions i.e. banks and deposit-taking
companies. Basically, these amendments were to provide that the
information on loarns to directors and other officers of
autherised firnanecial institutions would not require to be
included {n the institution's annual accounts but would instead
De ser out in a statement which would be open to inspection at
the institution's registered office by members of the public for
14 days before and ¥ dawvs after the institution's annual general

meeting.

9.3 These recommendations were eventually implemented {in

the Companies (Amendment} Ordinance 1988.



9.4

At cur September Meeting, we considered a letter from

the Associaticn of the Institute of Chartered Secretaries and

Administrators in Hong Kong which raised three points

{1}

(2]

The phrase "maximum aggregate" in sections 161B(4B){b)
and (4C}(b). The Association suggested that "aggregate
maximum" would be preferable, We appreciated the
Association's argument in support of this view but
reached the conclusion that the existing provision was
not causing any substantlal problem in practice and
that, subject to any further representations being
received from interested parties, the provision should

be left in its present form.

Section 161B(4A)

The Association drew attention to the situation which
might arise in the case of a banking group with its
holding company incorporated in Hong Kong and banking
subsidiaries incorporated overseas. The fact that the
sub—section applies only to "any loan made to any
person by the authorised financial institution or....
any guarantee entered into or security provided by the
authorised financial institution in comnection with a

loan made to any perscon' means that loans made, and



{3}

guarantees or securlties provided, to a director or
other officer by an overseas incorporated subsidilary
would still bhave to be included in the holding
company's annual accounts. We agree that the intention
was that details of such loans, guarantees and
securities should appear in the annual statement, not
in the accounts and that the sub-section should be
amended to that effect. However, 1t appears that the
point would only arise in a very limited number of
cases and we suggest that the amendment be held over
until there are other amendments to be made to the

secrions.

Copies of statement of loans

Section 161BA{10) provides for any member of the public
to require a copy ok the annual statement of leans to
officers. There is no time limit on when such copies
mav be required and the Assoclation suggested that one
should be imposed i.e. that members of the public
should only be able to require such a copy during the
period of 14 days before and 7 days after an aunthorised

financial institution's annual general meeting. We



agreed to defer censideration of this point to see if

any complaints are forthcoming from authorised

finanecial institutions on the subject.

10. Section 209A (Power of court to order winding—up

to be conducted as creditors' voluntary winding-up}

10.1 The Registrar General has proposed substantial
amendments to the section and we are proceeding with

consideration of these as a matter of some urgency.

11. Section 341 (Interpretation of Part XI}

i1.1 In cur Feourth Report {subjects considered during
we explained that we had received representations from the
Association of rhe Institute of Chartered Secretaries and
Administrators in Hong Kong suggesting amendments to the
interpretation of the phrase "place of business" contained
section 341 of the Companies Ordinance. We noted that the
Assoclation's suggestions were based on provisions in tﬂe
corvesponding Australian legislation which set out various
circumstances where a company is deemed not ko be carrying

business in a particular State. We also explained that we

19873
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on

had



obtalned the views of other organisations on the proposals and
were enguiring inte the effect of the legislation in Australia,

after which we would return to consideration of this subject.
11.2 We resumed our considerations at our April Meeting.

11.3 We noted that research had shown that the Australian
legislation contains an important difference from our own
provisions on registration of oversea companies in that it
prohibits overseas companies from either establishing a place of
business {(the only critericn for registration under Part XI of
our Ordinance) or from commencing to carry on business {the basis
used in rthe Revenue legislation in Hong Kongl unless it is
repistered under the Australian equivalent of Part XI of our
Grdinance. Clearly therefore the Australian requirements for
reglstration bv overseas companies are, in principle, more

comprehensive than cur own.

11.4 The Australian leglslation does not define "a place of
business', it does list certain circumscances which do not
constitute "carrying on business" and this helps in the
interpretation of 'place of business". As already indicated, it
is this list of circumstances which forms the source of the

amendments to our legislation suggested by the Association.



11.5 Does the Australian approach solve all or most of the
problems associated wich interpretatiﬁn of "place of business'"?
Apparently not. In his bpok "Australian Company Reglstration
Fractice" [1672) Mr. F.J.0. Ryan, the Commissioner for Corporate
Affairs, New South Wales, commented that, although the definiticon
of what is not teo be regarded as "carrying on business' is
obviously of considerable assistance, "it is often a matrer of
greart difficully to determine whether a foreign company has
establiszshed a place of business or commenced to carry on business
so as to bring it within the registration requirements of the
Act. The question is largely cne of fact to be determined
according to the circumstances of each case. The Commissioners
will seldom assume the responsibility of advising that a forelign
company has nol established a place of business or commenced rto
carry on business, this being a matter for determination by the

company cor its legal advisers".

11.6 We also mnoted that the Law Society of Hong Kong was of
the general wview that to define the establishment of a place of
business by reference to specified exclusions was undesirable,
particularly when the exclusions imposed relate in character
rather than to the carrying on of business. They also thought
that it was arguable that any faulet (if such there was) lay
rather in the revenue treatment of persons establishing a place
of business in Hong Kong than in the registration requirement,
which was not burdensome in itself and perhaps Imposed a useful

discipline.



11.7 In the end we felt that the question which we had to
ask ourselves was whether we should recommend the suggested
amendments when it was known from the Australian experience that

they would by no means solve all problems.

11.8 After careful consideration, we decided that we would

not recommend any amendments to section 341.



Appendix 1

Terms of Reference of
the Standing Committee
on Lompany Law Reform

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

(2) To report ammually through the Secretary for Monetary
Affairs to the Covermor in Council on those amendments to
the Companies Ordinance that are under consideration from
time to time by the Standing Committee.

{3} To advise the Firmancial Secretary on amendments required to
the Securities Ordinance and the Preotection of Investors
Ordinance with the objective of providing support to the
Securities Commission Iin its role of administering those.
Ordinances. :
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Meetings held during 1988

Fortieth Meeting
Forty—first Meeting
Forty-second Meeting
Forty-third Meeting
Forty-fourth Meeting
Forty-fifcth Meeting
Forty-sixth Meeting

Forty-seventh Meeting
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9th January
6th February
5th March
16th April
/th May

4th June

Znd July

3rd September



Forty-eighth Meeting - ist October

Fortv-ninth Meeting - 15th October
Fiftieth Meeting - ath November
Fiftv-first Meeting ' - 10th December



