REVIEW OF THE
HONG KONG
COMPANIES ORDINANCE

CONSULTANCY REPORT

EXECUTIVE SUMMARY

MARCH 1897



REVIEW OF THE

HONG KONG

COMPANIES ORDINANCE

CONSULTANCY REPORT

EXECUTIVE SUMMARY

MARCH 1997



PREFACE

This Executive Summary and the Consultancy Report ont which it is based have been
prepared in the context of the ongeing, comprehensive review of the Hong Kong Companies
Ordinance undettaken by Ermanno Pascutto.

Cally jordan prepared this Executive Summary and the Consuitancy Report with imput
from Ermanne Pascutto and with the assistapce of L. S. Sealy, John Howard, David Goddard,
Yanessa Stott, Philip Smart, Yue Xiang, Wel Yao-Rong, Tan Ramsay, Bruce Welling, Walter
Woon, Johan Henning, Jean DuPlessis, Gordon Walker, Eamonn O Connell, Martin Chester,
John Brewer, Susan Zimmerman, W. Bran Scholfield, Mary Saulig, Connie Crosby, the
students at the Faculty of Law, MeGill University (Jepnifer Yang, Peter Nagy, Rod Elkott,
Steve Wishart, Phil Duffy, Karen Cheong), Marianne Hald, Agnes Lee, Ruby Tsang, the
Corporations Law Simplificarion Task Force (Australia), the Canada Business Corporations
Act Directorate, the Corporate Governance Branch of Industry Canada, the Department of
Trade and Indvstry (U.K.), and in particular, the Companies Regisiry (Hong Keng) and
Working Party members.

Inmitiation.  In his budger speech of March 2, 1994, the Fmancial Secretary
announced the Hong Kong Govermment’s intention to undertake a comprehensive review of
the Companies Ordinance (Cap. 32}

We have tried iz the past to respond to developments In the corperate world through
piccemes] amentdment of the Ordinance. [ believe we have eached 2 stage when a thorough
eview has become essentizl. We now need an Ordinance for the 21st century. [ have
therefore asked the Secretary for Financis] Services to take this forward.

On November 23, 1994, the Hong Kong Governinent appoinied Mr. Ermanno Pascutto, the
former Deputy Chairman of the Secarities and Futures Conunission in Hong Kong, to lead
the review of the Hong Kong Companies Ordinance {the Review). Cally Jordan, an Associate
Professor at the Faculty of Law, McGill University in Montreal, Canada was engaged on a
full-tiine basis to research and prepare the reports associated with the Review. She relocated
to Hong Kong in order io do s0.

Need for the Review. Companies law can remain relatively stabie for long
periods of time; it is not in need of constant wajor revision. Nevertheless, the last major
review of the Companies Ordinance reported in 1973; the recommendations which ssued
frém that review looked to bring the Companies Ordinance 1932 broadly into line with the
U.K Companies Act 1948. By the time the recommendations were implemented in 1984,
many of them were nearly forty years out of date.

The Standing Committee on Company Law Reform (SCCLR) was created in 19384 to
ensure that the Companies Ordinance remained responsive to the day-to-day needs of the
business sector and the comrmunity at large. In the years since 1984, the SCCLR has been
very active and many of its recomumendations for legislative amendment have been acted on,
It bas atternpted to stay abreast of a mulitude of legislative developments in the United
Kingdom. A more fundamental question has been the extent to which Hong Koag should



it
continue to ook to UK. companies law as a model at all.

Ome of the main difficulties faced by the SCCLR over the last decade has been the
growing complexity and questionable relevance for Hong Kong of the UK. Jegislative model,
In the past, Hong Kong, like many other corntries, borrowed and adapied its legislative
regime from the United Kinpdom. This used to be a relatively straight-forward process in
Hong Kong, aided by the political, educational and professional integration with the Unitad
Kinpdom. Times have chanped, both in Hong Kong and the United Kingdom.

The Review Process. This Review picks up directly from the 1973 Second
Report of the Companies Law Revision Committee on Company Law and the work of the
SCCLR. The Terms of Reference for the Review reflect the major issues faced by the
SCCLR in recent years. In response to the Terms of Reference, the Review began with the
preparation of two background repors, one an overview of the current Ordinance (its
legislative history and a brief analysisy and the other, a comparative survey of companies law
in a number of jurisdictions (the United Kingdom, Ausiralia, New Zealand, Canada, South
Africa, the United States, Singapore, the People’s Republic of China, France, Germany, the
Eurcpean Union, and Bermuda). The overview and the comparative survey were published
in January 1996 and are availzbie in English and Chinese at the Government Publications
Centre. The legislative history of the current Ordinance and a summary of the Comparative
Survey appear as Appendices 1 and 2 to the Consultancy Report.

For purposes of investigation, the issues raised in the Terms of Reference were
regrouped inte five broad areas or modules, to be addressed sequentiatly. This approach was
adopted primarily in order to discuss and determine the acceptability of an overall direction
to the Review. Much of the consideration of the substantive issues that ensued would depend
on this overall approach. It was also hoped that this approach wounld accelerate the process
of consideratton and coordinated legislative action. The five modules were:

Module 1:  Identification of Core Company Law

Module 2:  Corporate Formalities

Muodule 3: Shareholders’ Rights, Remedies and Communications
Module 4; Directors” Duties; Corporate Governance Issues
Module 5: Foreign/International Business Corporations.

Working parties were formed to advise on a module by module basis, drewing on various
areas of specialised expertise. The working parties also ensired channels of communication
with the professional and business commanities having the greaiest imterest in the Ordinance.
A hist of working party members s inciuded at the end of this Summary. Continuity from
one working party 10 another was provided by the Companies Registry and Mr. John Aflen
of the Attorney Geperai's Chambers. Each working party met a oumber of times for a total
of 23 meetings. For working party purposes, & vanety of reporis, background memoranda
and briefing books were prepared. A list appears at the end of this Summary.

Comments and assistance were provided over the Internet and in personal interviews
with academics and others around the world. In addition, law reform bodies in Australia,
New Zealand, Canada and the Uniied Kingdom, the Company Law Committee of the U K.
Law Society and consultants to the Commission of Legislative Affairs of the National



People’s Congress, all provided valuable and timely information. Professor Vanessa Stott
from Hong Kong Polytechnic University and Professor Philip Smart from the University of
Hong Kong both assisted in preparation of background papers. In particular, the Horg Kong
Companies Registry and the Secretary to the SCCLR, were & constant source of comment and
assistance.

The Review engaged three outside consuitants at various times. Mr. David Goddard
provided the betetit of his experience with very recent law reform initiatives in thig area in
New Zealand. Professor Fen Sealy, the S. J. Berwin Professor of Corporate Law, Gonville
and Caing College, Cambridge University provided ongoing assistance and commentary at
every stage of preparation of the Consultancy Report. Mr. John Howard, ome of the three
original members of the Dickerson Committee responsible for the highiy successiuf Canada
Business Corporations Act, also provided assistence and commmentary in the final stages of
preparation of the Consultancy Report.

The Cousultancy Repornt draws on the working party papers and delibezations to
putling the framework for a new companies ordinance for Hong Kong and makes detailed
recommendations with tespect to its substantive provisions.

The publication of this Executive Summary and the Consultancy Report does not
imply that the views and recommendations contained in them are endorsed by the Hong Kong
Government or the Standing Committee on Company Law Reform.
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TERMS OF REFERENCE

The Government's policy of minimum mierference in the marker;

the ecomomic and kegal systems m Hong Kong;

Hong Kong's stams 45 an iniernatonal firancial and business centre;

the parbcular and unique aspects of the corporaie culiore in Hong Eong,

recent developmemnts in companies law and reguiation in cther compazable jursdictions; and
the existing framework of securitesrelated Baw and regulation in Hong Koag,

consider and make recommesdations on the following matters:-

AL {a)
{b)

The proper aines and chjectives of the Compagies Crdinanct

Whether private and pahlic (and, in particular, listed) companies shouid continue to he subject to the
same regilatory repme, under the Ordinance., in relation for exremple o requirements for accounts, of
whether they should be the subject of distinct and scparate reguiation in the light of, inter afiz,

(0 develapments o the role and responsibilties of the Securities and Fumres Commission sicce
its establishment i 1989; and

(if} the fact that 50% or mare of the companies Jisted on the Homg Kong Stock Exchange s
incorpotated overseas,

and if the lager course of action is proposed, B make recommoendibons &5 to the namie of the respecive
regulatory fegimes for privawe and publicflisted companies.

B. The scope for and desirabiliy of -

(a)

tationalismg and smmplifying the Onjinance, including o greater nse of sybsidiary lepislation andfor
atlministrative armangéments;

) streamfining and simplifying the procedures preseribed under the Ordinapce, inciuding in relation o the
incorporation of a company end He submssion of remers:

) codifying duties and responsibilities and stipulating pinimum qualifications and capacities for Sompany
directors,

{d} ncludmg more specific stehtnry asslitance for mimarity shareholders, and other persons who deal with
companits, who wish [0 foresmll, or w seek rédress gpamst, misconduct or gbuses by a company andfor
its direcinrs {including through casier access tn the Judicial process);

e} exiending financial and other discloguce requirements, baving regard alsn o existing non-saunory rales
i respect of Hsbed companies;

] rmtonalismg ad making more effective the eoforcerment provisions and sacerions under the Ordinance;

{g} extending regulatory powers m relatiom © fhe investipation and itspection of 2 company’'s affpos; and

h) providing alterpative forms for the consthuion of a company .

C. Whether Part XT of the Ordimance js sufficient 1o reputate the activities of companies incorporsted overseas with

a plece of business in Homg Kong .

D. The relevance with regpect (o Hong Kong, of the development of iniemabional busingss companies .
E. Snch other relzied matters as the Secreiary for Firancia] Services mzy from tioe 1 Gme specify.

MNovember 23, 10094

Hong Kong



EXECUTIVE SUMMARY

H The Consultancy Report on the Review of the Hong Kong Companies Ordinance is
the last step in a two year process but oniy the first step towards preparation of new
cormpanies legislation for Hong Kong.

2. The recomnmendations in the Consultancy Report are primarily based on modem
companies legislation in the United States, Cznada and New Zeajand. These countries aif
share comipon lepgal roots with Hong Kong. As new ag some of the recommendations may
seem, they do not represent a break for Hong Kong companies legislation so much as a
natural progression. The overall organisation and stnkture of the existing Ordinance is
retained, with certain parts being consolidated and others subdivided into more balanced and
cohergnt vams.

3. This Summary is imended to provide an cutline to the Consyltancy Report and follows
its general structure. All of the recommendations of the Consultancy Report, part by part,
are mcluded at the end of each section. Not all recommendations are discussed and reference
should be made to the Consuftancy Report for greater detail.

COMPANIES AND COMPANIES LAW: THEIR PURPOSE

4, A Basic Building Block, The cotnpany or business corporation is a basic butlding
block of modern commercial activity. By limiting the persomal liability of the mdividual
participanis in the enterprise, the company serves to promote risk-taking business activity.
Because the company has a separate legal identity and, in theory at least, perpetual existence,
the company provides greater stabilizy to a business enterprise than may be found in cther
arrangements. The company is aot susceptible to the vagaries of mortal existence. The
company provides continuity in the event of the death or disability of the individual business
people involved. The company can carry on.

5. The use of a company also makes it easier to "grow" or "sell" a business. The
corporate form provides the strachire and organisation that can easﬂy accummodate business
of increasing size and complexity. Successful private compames can "go public”, by
soliciting public investors thms reducing their cost of funds. There are many circumstances
which may make it desirable to segregate various business operations and assets. Companies
can effectively do this. The compary form also makes it simpler 10 sell a business. Rather
than a time-consuming and tediows transfer of individual assets comprising the enterprise, the
transfer of shares in the company can quickly and easily tvansfer control of a business.

5. Companies Law. Company law itself does several things. Company law determines
the procedures for creating the entity.

7. Company law provides a structure for the ordering of the private inferests of the
participants in a business. Companies are owned and operated by pecple. Where ownership
and management are the same, there is a high degree of identity of interest and lietle need
for formality. Where ownership and mapagement diverge, there are different interests to be
balanced. The role and responsibilities of decision makers need to be specified as well as
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their accountabiiity. They are dealing with other people’s money as well as, in most cases
in Hong Kong, their own. Passive invesiors, in compames big and small, need the means to
agsess their investinent and the desirability of contiouing in ther relationship with the
company. Company law shouki provide them with the means of doing so.

8. Businesses grow and change and die. Company law must provide the mechanisms
for this to happen. There must be a means to permit fondamental changes to the nature of
the business and the structure of the company. There must be a means to dissolve and
lignidate the company in a cost effective manner which protects the interests of creditors and
shareholders.

9. Although company law is concerned primarily with the ordering of private interests
and enterprise, there has always been & public interest in the operations of companies. Ia
the interests of creditors and the investing public, company law determines the information
requited to be on the public record as to ownership, management, organisation, focation of
the business, essentialfy where io find the business and the people running it. Company law
also functions to promote fair dealing penerally int the commercial marketplace.

1¢.  Company law serves a variety of other purposes in different jurisdictjons. In the
People’s Republic of China, for example, company law has been designed to facilitate the
transition to a sociafist market economy. Company law there is the wvehicle for the
transformation of state-owned enterprises. In Germany, as well, companies law has served
to promote state industrial policy, particularly with respect (0 management-labour rejations.
And, in many places, including Hong Kong, companies law can play handmaiden o Inland
Revenue,

1l. In common law countries, companies law has had a profit-making focus. This is still
the case, despite a debate, largely academic, as to the other "constituencies” served by
companies law: creditors, emplovees, the environmoent, the public at large.

12.  The recommendations in this Report are very traditional in this respect; they focus
on the ordering of private interests and the profit-making purpose of the company, The
approach adopted has been that of a "core company law", a term coined recently by the New
Zealand Law Reform Cominission.
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MAJOR CONSIDERATIONS FOR THE REVIEW OF THE HONG KONG COMPANIES
ORDINANCE :

13,  The recommendations of the Consuitancy Report fake into account the inrernationai,
regional and iocal comext m which Hoog ¥ong companies law operates.  The
recommendatzons are also responsive to general trends in compamies (aw around the wosld.

14.  Hong Kong Companies Law in the International Arena. Hong Kong is a major
international centre for trade and finance, out of all proportion 1o its size. Professor Michael
Enright, formerly with the Harvard Business Schoocl, recently identified Hong Kong's
"unique set of strengths" which inctude a balance and interaction between govertmnent and
business as well as berween local and overseas firms. This particular balance has been
highi ¥ successful .

15. Hong Kong’s place at the centre of the rapid internationalisation of trade and finance
has several impertant implications for its commercial !law. The presence of a recognised and
fairly sophisticated body of corunercial law in Hong Kong has undoubtedly been one of it3
airractions for internmational businesses locatng in Hong Kong.

16.  This has meant that Hong Kong legislation, in important commercizl areas such as
companies, insolvency, finance, does not exist in isolation. It operates in the international
avena and 15 held up to international scmtiny as never before.  Ar the least, Hong Kong
companies legislation should meet internarjonal expectations. In its currens state, it does not.
This fact has ramifications for Hong Kong’'s competitive position in Asia.

17.  There are several generai trends discerubie in compames law around the worid. The
use of electronic commuynications and information technology has speeded vp business
transactions as well as making them increasingly internatiopal. This in turn has led to calls
for the elimination of unnecessary formalities as well as simplification of business processes
and the legislation governing them. New Zealand, Canada and the United States all have very
streamlined corporahons statutes. Australia followed in their footsteps with its Corporations
Law Simplificaticn Task Force.

18.  In commercial legislation, there bhas been greater specialisation and focus., The
traditicnal scope of companies {aw has been narrowed; it is no longer the repository of the
great body of law associated with commercial activity. A "core company law” approach has
developed or been adopted in the United States, Canada, New Zealand amd even the United
Kingdom:.

19.  With the rise in importance of capital markets, both domestically and internationally,
the regufation of financial markets and the protection of public investors has surged to the
forefront leading to the development of a distinct body of law, securities reguiation. It has
also led 10 sharper distinctions between private companies (with no outside shareholders) and
public or listed companies {with a significant number of public mvestors). Great innovations
in the financial insguments used for financing business has resulted in the peed for flexthie
capital structures. No longer is debt simply debt and equity simply equity.
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20.  Heightened commercial activily aiso brings with it the greater likelihood of disputes.
In conwnercial matters, there are indications of greater reliance on pragmatic rather than legal
dispute resolution. The courts are a last and least favoured resort. Legal actions are
expensive and time consuming. Comnercial arbitration and non-binding mediation are

gaining in popularity.

21. ifinally, in companies with public shareholders, the dynamics of the relationship
between investors and management has changed, Public investors are no fonper necessarly
passive, especially given the rise in prominence of the institutions] investor. There have
heen repeated calls for greater accountability on the part of those entrusted with other
people’s mooey.

22, Hong Kong Companies Law in the Asia Paciflc Region. Hong Kong 15 very
much a regional business centre as well as an international one. As Hong Kong has taken 3
lead in the region in the development of is financial roarkets regulation, companies
legisiation which would set the standard In the reginn would be a natural compiement.

23 History has made the Asia Pacific a region of great diversity, politically, economically
and legally. Ags documented by Gordon Redding and others, a unifying thread in the
commercial activities of the region has been the phemomenon of the overseas Chinese
business empires, large and small. The overseas Chinese business commumity provides the
cotnmon denominator for business structures ard practices throughout the region, Legislation
in Hong Kong should be responsive to it. A notable characterstic of overseas Chinese
commercial operations is the predominance of family controlled businesses. Almost 90% of
all Hong Keng Iisted companies have one shareholder or one family group of sharcholders
owning 25% or more of their entire issued capital.

24 Another factor of signilicance in the Asia Pacific region is the mix of the two major
Western legal traditions, the civil law and the common law. Each legal tradition has a
distinctive appreach to business cnlerprise Jaw, using different structural techrques and
balancing different interests. Under the Basic Law, which will serve as Hong Kong's
constitution afier Fune 30, 1997 the common law system will contimue in Hong Kong for the
next 50 years,

25, Hortg Kong Companies Law in the Local Commercial Context. Much of the
credit for the phenomenal economic specess of Hong Kong has been atiributed to the non-
interventionist, free market policies of the Hong Kong Government. Balanced against the
desirability of these non-interventiomst policies, however, are concerns of fair dealing m the
market place. These concerns have been acute with respect to the public capital markets.
Both the Stock Exchange of Hong Kong and the Securities and Futures Comumission are
determined to promote integrity m the market and pood corporate governance. In addition,
the Commercial Crime Burean in Hong Konp has jurisdiction with respect 1o commercial
froud,

26. Role of the Companigs Registry. These generalised concerns with fair deaiing
have also focused attention on the role of the Companies Repisiry. The Registry has
traditionally been the primary source of public information with respect to companics



registered in Hong Kong and makes a considerabie effort 1o ensure the credibility of the
public record. In addition to its important role as a public record keeper, the Companies
Registry also acts as policy advisor on companies law and related legislation. A difficult
issue which has arisen over the course of the {ast few years has been that of "enforcement”
and the degree to which, if at all, Investigatory powers, along the lines of those exercised
by the U.K. Depariment of Trade and Industry, should be exercised in the public interest by
the Registrar of Companies.

27.  The nature of the complaints received by the Companies Regstry does not appear to
indicate a compelling need for nvestigatory activity similar to that undertaken by the UK.
Department of Trade and Industry. The Companies Registry wouid continue t¢ admimster
the legislation it oversees and apply appropriate sanctions for administrative misdemeanours.
As for the level of public intervention in imernal company matters, there should be less
necessity for action on the part of the Companies Registry under the type of legislation being
proposed. It is highly "enabling” as opposed to "regulatory”; the goal has been to propose
legislation which 15 self-executing and self-enforcing. The oversight of the public interest
mvoived in bamking, insurance, insolvency, and capital markets regulation is left to the
Monetary Authonty, the Insurance Commissioner, the Official Receiver, the Securities and
Futures Commission and the Stock Exchange of Hong Kong. Allegations of outright fraud
would continue to be taken to the Comunercial Crime Burean.

28, Hong Kong Comparrves Law through the Transition. The recommendations in
the Report are merely a first step towards a new companies law for Hong Kong. The
process of reform will extend well beyond the politicat transition of 1997, Typically, law
reform efforts in this arez take a pericd of five to seven years from inception to full
implementation. o this case, as the Review is recomnmending the enactment of a new
Ordinance (rather than a consolidation or line by line reform of the current Ordinance), the
Review i5 also recommending a three to five year transitional pericd. Durving this period,
ali new incorperations would be effected under the new Ordinance and existing cornpanies
would continne under the new Ordinance by simple reregistration procedures. Tlis
transitional procedure has been used successfully in several jurisdictions.

29 Ovearseas incorporation by Hong Kong husinesses. A curious anomaly in some
respects, given that Hong Kong kas rapidly risen t¢ prominence as a major international
business centre, is the equaily rapid rise of the use of foreign incorporation by Hong Kong
businesses. In some respecis, this is a phepomenon sparked by a conjuncture of political and
cominercial forces unique to Hong Kong. Although there is abundant speculation as to the
implications of political risk for Hong Kong businesses, strictly corminercial facters emerged
from working party discussions as primarily responsible for the wave of offshore private
cCompany Incorporations. Approximately 50% of Hong Kong listed companies are
incorporated in Bernmda, an offshore jurisdiction of convenience. It has been estimated that
there may be as many as 100,000 British Virgin Islands companies in Hong Kong, of which
only 1,000 or 50 are registered under Part XI of the current Ordinance. These are astonishung
statstics, likely unparzlleled in any other jrisdiction.



MAJOR AREAS OF REFORM

30. Until recently, Hong Kong, like many other jurisdictions, looked exclusively to the
United Kingdom in strycturing its public institutions and formulating its legislation. The
rezsons were obvipus. There is stll much mert in altgning Hong Kong legislation with that
of other jurisdictions. In company law, the United Kingdom, however, no longer provides
a model that is easily emulated. In fact, Hong Kong companics law has been looking
elsewhere for direction for quite some time now. Other commoen law jurisdictions including
South Africa, Singapore, New Zealand, Australia and Canada have done the same,

31.  This Report recommmends a shift to a new, coherent Ordinance, drawing on new
models rather than cobbiing bits and pieces of foreign legislation jopether with the current
Ordinapce. The piecerseal approach to legislative chatige in company law, along U K. lines,
has been criticised both in the United Kingdom and in Hong Kong. The new medel will
provide a coherent legislative framework for commercial entities in Hong Kong, internally
comsistent, conceptually clear and well artcuiated.

32. The recommendations that follow are drawn primarily from four interrelated sources:
the [J.5. Model Business Corporations Act (I 984) (as apnually revised), the American Law
Instiute Principles of Corporate Governance (1994), the Canada Business Corporations Act
{(und its provincial variants) and the New Zealand Companies Act 1993, The Model Business
Corporations Act and the Al Principles of Corporate Governance represent the expression
of modern and sophisticated thinking for companies 1law. The Model Business Corporations
Act provides the structiiral and conceptual framework upon which to build new legisfation,
a3 it did for the Canadian and New Zealand legisiation. These U_S. sources can also provide
ample annotation and a rch body of commentary to inform the legislation and guide
practitioners and the judiciary alike.

33. The Canadian and New Zealand iegislation both impart Commonwealth sensibilities
to the U.S. model; they share the same reots with the Hong Kong legislation. In parficuofar,
the prevalence in both New Zealand and Canada of majority held, publicly traded companies
and family controlled bitsinesses (again, characteristics shared with Hong Kong} argues for
a different balancing of sharcholder/management powers than in the United States.

34.  As well, uniike the United States, Canada and New Zealand tend to be considerably
more litigation averse in commercial matters. Alternative dispute resolution has flourished.
Ontario, the major commercial jurisdiction in Canada, has just made mandatory mediation
a precondition to any non-family faw civil lingation. Mediation and other ajternative dispute
resofution mechanisms should be highiy suited to Hong Kong businesses. The New Zealand
and the Canadian legislation also provide the additional benefit of working iegislative modeis;
this 1s legislation which is operating in the real world, i the case of the Canadian Jegislation
for over 20) years. Finaliy, the use of internationally recognisable models for companies law
will ephance Hong Kong's role as a centre for international and regional business.

35.  The overall objective of the following recommendations is the simplification,
rationalisation aud tmoderntsation of Hong Kong companies law. The recommendations
propose a new structure and conceptual basis for Hong Kong companies law and addresg
every aspect of it.
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1.00 GEMERAL RECOMMENDATIONS FOR A NEW BUSINESS CORPORATIONS
ORDINANCE '

36, Simplification, Raticnaiisation and Modemisation. The Report has adopted a
"core company law" apptoach to new companies legislation for Hong Kong. Compares law
should confine itself to the birth, life and death of the enterprise. Capital markets regulation,
mseivency, the creation of personal property security interests, all would be dissociated from
company law. The decision to adopt the core company law approach has been primarity
dictated by the emphasis in the Terms of Reference on simplification, rationalisaiion and
modermisation. [t i3 aiso highly consistent with the current dixection being taken in these
matters In Hong Kong. By removing specialised and technical areas of the law from the
Companies Ordinance, the resulting legislation is greatly simplified. For example, removing
the insolvency provisions ajone from Part V, Winding Up, would reduce the bulk of the
current Ordinance by approxmmately one-third.

37.  Smmplification and modernisation do pot stop at substance. A sample of model
legislation is included as Appendix 10 to the Consultancy Report to illustrate the clarity and
conciseness which is possible in modemn legislative drafiing in this area. Simplification of
drafting style, and a move away from the Victorian {or earlier) language of the U.K. stamtes
is aiso under consideration generaily in Hong Kong as ancillary to the preparation of
hilingual legislation.

38. Modern language, modern ideas. The sample of model iegislation exemplifies the
language of a tnodern corporate statate. Substantively, the recopunendations of the
Consultancy Report draw from modern corporate legislation; they reflect current isgues and
current thinking.

3%.  The overall approach recommended in the Consuitancy Report is that of adoption of
a "core company law" in line with existing legisiative models in the Unitad States, Canada
and New Zealand. This approach is most responsive to the Terms of Reference for this
Review. The goal is to provade a sirnple, efficient and cost effective means of incorporating
and maimaining a business. The legislation should be permissive rather than prehibmve and
written in a clear, concise language. There shouid be a balance struck between the interests
of management or majonity shareholders on the one hand and shareholders cr minority
shareholders on the cther.

40. Business Corporations Ordinance. In line with modern legislation elsewhere, the
pew Ordinance should be a "Business Corporations Ordinance”. It should deal axclusively
with profit making enterprises. The current Ordinance would continue to apply to not-for-
profit enterprises and consideration should be given to their separate treatment,

41, Securities Regulation. Capital markets regulation and the protection of the
investing pubiic should be ieft to more specialised legisiation under the oversight of the
Securities and Futures Commission, and to the extent applicable, the Stock Exchange of
Heng Kong. The distinction between securities regulation and companies law has been
evolving in Hong Kong over a mumber of years and is well accepted in Hong Kong.
Companies law and securities faw apply in different circumstances and have different
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objectives. Securities regulation operates to protect local investors and regulate local trading
in the securities of listed or public companies, jwrespective of junsdiction of incorporation
of the issner. Where there is substantial identity of place of incorporation and place of listing
or public offering, then place of incorporation may serve the pirposes of both company and
securities law as the jurisdictional pexus. Historically, this would have been the case in the
United Kingdom. It is today the case in Anstralia and New Zealand where 99% of listed
companies are locally incorperated.

42.  The very great importance of Hong Kong as an interpationa) finapcial centre has made
it crucial to consider carefuily the legal regimes in Hong Kong implicated in capital market
activity. The current Ordinance was not drafted at a time when Hong Kong had achieved
such international prominence. Less than 30% of Hong Kong lisled companies are
incorporated under the Hong Kong Companies Ordinance and the regufation of their capital
markets activities is not appropriately deslt with by local companies legislation.

43,  The securities faw aspects of the curent Ordinance should be pared away and
reenacted in securities legislation. The Securities and Futures Comrnission is in the process
of rationalising and consolidating the provisions of the existing eleven Ordinances that deal
with securtties law matters in Hong Kong and has also embarked upon a three year plan
designed to build a modem securities Iaw regime. '

44.  The recommendations in thiz Report are complementary to the efforts of the Securities
and Futures Commission in this respect. The recommendations are also premised on there
being a comprehensive, modern secugties law regime in place. Great care should be taken
to avoid creating regulatory gaps, which would result in importan information and
protections not being available 0 the public investor. To this end, the following general
reconanendations are made: '

] In order to avoid regulatory gaps and to eliminate existing deficiencies in
statutory securittes regulation, the securities regulators should enact
comprehensive new provisions in respect of the regulation of fisted and other
public companies.

L An vpdated version of the prospectas provisions currently found in the current
Ordinance would be reenacted as securities legislation.

. In addition, a regine penerally applicable to listed and other public compames
might include the following:

Any pew provisions would be applicable to all histed companies
regardiess of mrisdiction of incorporation #nd to certain other public
companies (e.g. these which make a public offering in Hong Kong);

Companies to which the legislation applied:
- would have a stamtory obligation to issue and file annual and

interim financial statements as well as to issue and file
announcememnts of material/price sensitive mfotmation;
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- would commit an offence by including misleading information
iR, or omiging matepal ioformation from accounts,
shareholders circulars, annmouncements of material/price
sensitive information, takeover and share repurchase circuiars;

- might be subject to sanctions in relation to the issuance of
misieading documents. Criminal sanctions for pon-compliance
are not necessaryly desirabie; an administrative tribunal might
be established where cases would be based on the ¢ivil standard
of proof; civil penalties couid be created such as those that may
be imposed by the Insider Dealing Tritunal (i.e. fines and
banning offenders from the market) together with statutory civil
liability so as to provide a means for investors who suffer
financial loss to seek compensation;

. An alternative (0 enacting separate statutory obiigations might be to bolster the
contimyous disclosure requirements already found in the Listing Rules by
providing statutory backing for such Rules. However, this would not address
the issue of non-listed public companies.

45.  Insolvency. Aiso complementary to law reform intiatives currently underway in
Heng Kong, is the recommendation to remove from the Companies Ordinance those
provisions dealing with insclvency. The Law Reform Comrmission’s Sub-Committee on
Inselvency is considering in detail the Winding Up provisions of Part V of the current
Ordinance as well as other associated issues such zs the refationship between receivership and
winding-up. A Law Reform Commission Report can be expected in late 1997 or early 1998.

46.  This Review recommends that the insolvency provisions of the Companies Ordinance
and the Bankruptcy Ordirance be combined in 2 separate, comprehensive Insolvency
Ordinance. Counsistent with the proposed “core company law" approach, the
recommendations for a new Companies Ordinance deal exclusively with solvent dissolution
and lhiquidation.

47,  Charges. The Review has made no substanuve recornmendations with respect to Part
I of the current Ordinacee. Rather, the recommendation is for separate consideratzon being
given to the creation of a modern, comprehensive regime for the ¢reation and registration of
security interests in personal property. Existing Part IH of the current Ordinance is based on
the U.K. system of registration adopted some fifty years ago and has beer described as
archaic and highly unsatisfactory.

48.  The pranding of security interests in personal property is a technical and self contained
system in modern commercial law. It invoives a wider range of issnes and legislation than
that contained in Part I of the current Ovdinance. Individuals give secunty as well as
companies and yet there may be no public record to consult or protection given to creditors,

49.  This recommendation is made with some urgency. Since inception, the problems
relating 1o the curremt inadequate systern governing the creaiion, registration and realisation
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of security interests over personal property have been repeatedly brought to the attention of
the Review. Of the numerots sfudies don= in this area in various jurisdictions, the
overwhelming consensus s that the North American personal property security interests
regime, modetied on Article 9 of the U.S. Uniform Commercial Code or & variation of it,
is the worid standard. It is possibie to create fairly readily a comprehensive, cost effective
system. Such a system is particularly adapted to the application of soplusticated information
technology.

50.  Financial Institutions. With the rapid rise of Hong Kong as an international
financial centre, the proper supervision of financial instimtions will continue to gain in
importance.In addition, international pressures for coordination of regulatory approaches
among jurisdictions will continue 1© have an influence on the regulaiory regimes applicable
to financial institutions in Hong Kong as elsewhere. It has always been the policy, for
example, of the Monetary Authority to devise a supervisory framework which conforms as
much as possible with international supervisory standards, in particular those recommended
by the Baste Comumittes.

5i. The Hong Kong Monetary Autherity would like to see the companies legislation
continue 0 serve as the basic legislation goverming the "core company law" aspects of
financial mstiturions in Hong Kong, essentially incorporation and its incidents. The Banking
Ordinance and the Insurance Ordinance, however, would provide an overlay to the companies
iegislation, imposing additional reguirements and regulation in keeping with the natire of the
institutions to be regulated. As 1o those provisions of the current Ordinance that now pertain
exclusively to authorised financial institutions o Hong Kong, the Monetary Authority would
be prepared to accept their "migration” to the Banking Ordimance, if it is practically and
techricaily feasible.

532. Single Regime, Although discussed at some length, the Report is not recommending
separate legal regimes for public/listed cotpanies and private companies. This is primanly
a function of the "core company law" approach which has been put forward. The basic,
streamnlined provisions, applicable to the crestion, operation and dissolution of compamnes
would apply equally to all companies. All companies wouid have the benefit of a simpitfied,
flexible company law regime.

53.  Those aspects of a company’s activities involving the capital markets {and raising
Issues of protection of the ipvesting public) have been recharacterised as matters more
properly the subject of securilies reguiation and betier left to the oversight of the Steck
Exchange of Hong Kong and the Securities and Futures Commission. A fairly traditional
definition of pryvate company has been retained and provision made for private compan:es
to operate m 2 highly informal and consensual manner more in keeping with comunercial
realities.

54.  Structure of new Ordinance. Lastly, this part of the Report cutlines the proposed
structure of a rew Business Corporations Ordinance. As noted above, the proposed structure
for a new Ordinance builds on the traditional organisation of the current Ordinamce but
breais ou! separale parts for Capital Structure, Directors and Executive Officers,
Shareholders Rights and Remedies from existing Part IV of the current Ordinance. Two new
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parts are created, Fundamentai Changes and Private Companies. Winding-up has been
replaced by Soivent Dissolution and Liquidation. Leaving aside some miscellangous parts,
the Ordinance has been divided into ten more balanced and logically coherent Parts.

1.07

1.02

1.03

1.04

1.0&

RECOMMENDATIONS

Aims and Dbjactivex. The proper aims and oiyectives of companies law in Hong Kong
shouid be: '

to provide a simple, cficient and cost effective method of Mcorparation and ongoing
Corporate Maintenance;

to be enabling and permuissive rather than regulating and prohibitive;

to the exiemi possible, (o be self-cnforcing 30 as to avold imservention of public
authoriries and to limiz the pecessity of recourse to the fudicial system,

te be wnitten i0 clear, concise Janguage so as o be accessible ks husiness people as
well ag lawyers and accoumtanis;

to focus on "core company law”, the birth, lfe and death of the enterprise;

to strike & balanca between the imerests of manzpement or majority sharehoiders on
the one hand and sharehelders or minority sharelolders on the other band, i keeping
with modern commercial pracuces,

o promoete contioulty, stability anod certainry n commercial dealing;

to refrain from being a vehicle for Implementation of industrial relations, tax, social
ot Maneary policy; '

te take account of and to meet intergational expectations with espect to the
incorporation, cperatica and administration of modern companies.

Busheass Comorations Ovdinance. Hoog Kong should implement a modern, streamlined
Business Corporations Ordinanes drawing cn the most appropriate aspects of existing Nerth
Asverican and Commonweaith models. Continued primary reliance on the UK, model of
companies law is ot advised.

Single Aegime. With respect to core company law matters, the same reglme ghonid be
applicable 10 both public and private companies, In addition, the new Ordinance showid
provide a basic optional regime for private companies that wosid facilitare their operaticn in
an tnformal and comsensual manngr.

Sacwities Reguiation. The new Orndinanca should not regulats the capital markets activities
of cootpanies nor the pratection, in the largest sense, of public investors; this should be left
1o the SFC and the SEHK. With the removal from companies legislation of securities
regulaticn, the SFC should consider the feed to re-enact exitsing, updated or comprehensive
Dew pTovisions in securities legislation. In the process of extracting the securities law aspects
from companies legislafion, careful consideration oewds to be given to the dangers of creating
regulatory gaps as well as the need 1o address amy inadequacies in existing stamrory
reguiation,

Insalvency. The new Ordinance shouid not appiy 1o insolvent winding up; matters pertaiging
to insplvency should be left to & comprehensive Insolvency Chrdinance.
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Chargas. A study should -be undertaken with a view 1o introducing a separaie,
comprebtnsive togime goveming secirity interests in personal property (such a5 reccrmmerded
by the U.K. Diamond Report). It would permit the elimination of Pan II1 of the Ordinance,
Charpes. Uniil such time, Pan I would comtinne jn effee; in conjunction with the new
Drdinance. -

Financial Institutions. The new Ordinance would contimie 10 serve a5 the basic Iepislation
goveming the “core company law" aspecis of regulated financial instimtions in Hong Kong,
essentially incorporation and its incidents; the repulatory aspects would be detsrmined by the
Heng Kong Monctary Avthority and the Insurance Authority, as appropriate and would
preferably appear in their related legislation,

Not-for-profit Enterprises. The new Crdinsnce wonld not be applicable to not-for-profn
enterprises, currertly formed as conzpanies limited by puarmmtee;, the carrent Ordipance would
contimue to apply 10 sch entities until such time as considerapion is given to therr separate
treatipend.

A new Not-for-profit Carporations Ordinance, Senous consideratjon should be given to
imgplementation of an Ordipane: govetnmg Incorporsed not-for-profit organisations.

Structurs of a New Ordinance. The follawing structure. js proposed for the organisation
of a new Ordmance:;

OUTLINE FOR A BUSINESS CORPORATIONS ORBINANCE

Pary 1: Interpretation

Part 2: Administration of the Ordipance

Part 3: Incorparation; Capacity and Powers

Pan 4; Capital Struchure

Pari 5: Managemenl and Adpinisiration

Part & Directors and Execurive Officers

Part 7: Sharshotders’ Riphis and Remedies

Part 8: Fundamental Changes

Part & Sotvent Dissohrtion and Liguidation

Parp 10: Private Companies/Claosely Held Corporations
Part 11: Foreign Corporatioms/Oversez ColRpanies
Part 12: Tramsitional Provisions

Parr 13: Cotreral
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2.00 ADMINISTRATION OF THE ORDINANCE

55, Part 2.00 of the proposed Ordinance would be primarily a consolidation and updating
of Part VII of the existing Ordinance with tespect to the dperational aspects of the Companies
Registry. The Companies Registry is afready In the process of appiying information
technology to s operations.

56.  There are virmally no major changes recommended in this Part, other than perhaps
the eliminaticn of the Twelfth Schedule on offences. With the shift to a more enabling, self-
enforcing and less regulatory model of legislation, many minor offences should simply
disappear or the regulatory burden shift to other more appropriate enfities such as the
Securities and Futures Commission. Those offences retained should be regrovped into more
generic categories and matched with appropriate sanctions.

RECOMMENDATIONS

2.01 Consoldation and Updating Part VII. The provisioms of Part VIR of the cxising
Ordinance, General Provisions as to Registration, shonld be consolidated, and if necessary,
bpdated in this Part. In particalar, provisiom for the electropic keeping and filing of notices
and other documents should be made,

2.02 Hole of Ragistrar, The wie of the Repgistrar shonid continue to be primarily an
administrative and policy advisoiy coe.

2.03 Charges. Pending reconsideczion of the legislative txeatwent of "Charges™, the Companies
Registty would contiouve irg administragen of Pary i1 of the current Omdinance,

2,04 Subsidiary ledqislation. Subsidiary legisiation and stapdard formg should be used extensively
to deal with techuical filing requiremests, fees, etc. in order to facilitate timely updating and
arnepdment.

2.06 Offences. With respect to offences, the Twelfth Schedule shonld be elinppated; such
offeaces which are 1o be cetained or created should he regrouped 10 more generic categories
in thig Pant of the Ordinagce and accorded 2ppropriate sapcrions,

206 Enforcement. To the extent possible, companies legislation should be self-enforcing and
self-executing, investigation and nspettion by a government body should essenrially be a
residual remedy, avaliakle in the evenr that private civil recourses are inadequate or
ineffective. Powers compatable 10 the existing imvestigation and ispecdon powers wauld bhe
“lai:l.tﬂ‘]]- Iﬁt;

Z2.07 Role of tha Financisl Sacretary. The Flpancial Secretary should continge to have residual
discretion to act in the public mterest n certain cirumstances (suck as investigation).
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3.00 INCORPORATION; CAPACITY AND POWERS

57.  \Jtra vires and constructive notice. The Companies (Amendment) Ordinance
1997 has already implementad the recomunendation presented to working parties some time
ago with respect to abolishing the ultra vires and the constructive notice doctrines, This has
been done by according to companies the capacity , powers and privileges of a natural person.
Third parties are also no longer deemed 10 have nobice or knowledge of the contents of
documents on the pubiic record. The elimination of these two doctrines promotes speed and
certainty in commercial dealings.

58. Simple, Speedy Incorporation. The thrust of the remaiming recommmendations in
this Part is to promnoie simple, speedy incorporation which would rival that provided by
offshore jurisdictions. Simple, speedy incorporation is not the preserve of small, offshore
jurisdictions of dubious reputation. Incorporation in the United States is so quick and easy
that there is prebably no need to make special provision for pre-incorporation contracts.
Ontaric {Canada}, a highly teputable commercial jurisdiction, boasts of 20-mimte
mcoTporations,

39, A corporation woild come imto existence wpon issuance of a certificate of
incorporation by the Registrar foliowing filing of a simple one or two page application.
There would be no Memorandum of Assoctation and no need o file Articles of Association,

By climinating the need i most instances for the use of shelf incorporations, ope step
incorporation would reduce the costs and artificial complexity of structuring transactions.

The professional advisors on the working parties to the Review cHed speedy, simple
incorporation procedures as one of the reasons for recommending offshore incorporation,
such as in the British Virgin Islands, to their clients.

60.  One person companies. The Report is also recommending one persen cotnpanies.
One highly beneficial consequence of adoption of a North American style corporate model
1s that the conceptual difficulty under the current Ordinance associated with creating one
person companies disappears. Without the need to have two parties to the contract to create
a company by memorandum of association (in conformity with parinership principles), there
1s no conceptual 1Impediment to the recogmition of one person corporagions,

61. Numbered companies. The Report also recommends the avaitability of numbered
companies, either on an interim or permanent basis. Numbered companies have proven very
popufar where they have been imtroduced. A multi-digit number (plus an indication of
jurisdiction and the designation "Ltd") could be used, e.p. "1234567 (Hong Kong) Lid".
The mame can subsequently be changed for a descriptrve one if desired. Where numbered
companies are used within a group for corporate stmcturing parposes, the nmimbered name
is often retained for the duration of the company’s existence.

RECOMMENDATIONS

3.07 One-step incorporation, The new Ordinance would provide one-step incorporation by filing
a simple applleation for incorporation.

3.02 One person companies, The new Ordinance would permit one person/one direcior
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incorporation.

Numbered companlas. Provision shouid be made for menbered companies, and use of the
COMpamy name.

Pre-incorporation contracis. Provisions for the adeption by the company of pre-
incotporation contracts shoutd be simplified.

Capacity, powers and privilegas of natural person. A corporation should be piven the
capacity, powers and privileges of &2 oamral persen. Restrictioms wmay be placed on the
activities ¢f a corporation in its constitution but the rights of third parties should be preserved
in the event a corporation acts in comiravention of its articles or the Ondinmce,

Constructive notice. The constructive notice doctrine shonld be eliminated except,
tempotarily, with respect o charges.

Indogr Management nile. A sanunry formulation shonld be given to the indoor
management mie (the socalled mle in Tarquand’s case).
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4.00 CAPITAL STRUCTURE -

62.  Flexible capital structure. The rapid developments in modern corporate finance and
accoupting have long overtaken the 19th century assumptions of Part II of the current
Ordimance. On the ope hand, it is essential to give corporate manapement the means 1o raise
capital and restructure related entities in the most effective and responsive manner. On the
otber hand, creditors must be protected and existing shareholders given the benefit of their

bargain.

63.  No par value shares. Perhaps the most significant changes proposed by the Report
deal with capital stracture. In the interests of creating a simple. flexible capital structure
both par value and partly paid shares would be prehibited.

64.  Par vale shares ne. longer serve the purpose for which they were originally intended
and, worse, ase considered to be misleading. They are now prohibited in many jurisdictions,
including many US states, most Canadian jurisdictions, New Zealand, and soon, Australia.

65.  The importance of efiminating the concept of par value cannot be over-emphasised
if simplification of capital structore rules is to be achieved. The difficulties associated with
issuning shares at a discount or splitting overvalued shares fall away. "A share is simply a
proportionate interest in the net worth of a business”, in the words of one famous comparny
law report. '

66. Solvency Test. Compiicated capital maintenance tests worlhd be replaced by simpler
solvency tests. Redemption and repurchase of a company’s shares can be effected with little
formality provided the company is solvent. Distributions (e.g. payments of dividends and
other transfers of corporate assets) would only be permitted if the company would remain
solvent on a balance sheet and cash flow basis after the payment. This i5 a key
recommendation which will do much to simplify the new Business Corperation Ordinance.

RECOMMENDATIONS

4.01  Modern capital structre. A new Business Corporations Owimance. should provide for a
mxiern, flexibie capital struciure.

4.02 No par value shares. Par value shares should be pruhibited.

403 Closses and rights of sharea. The corporate constitution should prescribe the classes of
shares (if more tham one) and the number of shares of each class that the company is
authorized to msoe if there is a limit (which there need nat be). If there is only one class of
shares, that class must have three fundtamental riphts of share cwnership: the right 10 voie,
the right 1o receive dividends when declared and the right 10 recrive Lhe net assets of the
company vpon dissolution. Where there 15 more then one class of shares, the nights,
preferemees, ete. should be stated in the corporate comstitution; the three fundamental mights
of share ownership should be attached to al least one class of shares although not all nights
necd be attached (o any one class, For statutory purposes, the traditional distinction berwesn
common o7 ordinary shares amd preferenca shares should be elininared.

4.04 Saries. Statutory provisions with respect to the use of series within classes of shares are
BONECERSAry .
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Partly paid shares. Partiy paid shares should be prohibited.

Optional pre-emptive righta. Pre-emptive rights for existing shareholders should be
optional; they may be previded for in the corporaie constinrion,

Solvency test. The concspt of impairment of capital should be repiaced by a solvency tes
to be used to determine the ability of the company to engapge i a variety of activities:
repurchase of its own shares (by way of redemptive provisions in the corparate constitution
or ctherwise}, payment of dividends and other activities in the natare of a transfer of corporae
assets to the possible deriment of creditors.

Mo "distribution” (widely defined} of compeny assets should be permitted if, after giving
effect to it:

{1 the company world not be able o pay its debts as they becorne due in the
usual course of business; of

2) the compamy’s total assets wonid be less than the sum of its total liabitities
pius (unless the constinution provides otherwise) the amount char would be
needed, if the company were 0 be disselved at the time of the distribution,
to satisfy the preferemtial righis upen dissolutim of shayebolders whose
preferemiial rights are supericr te those receiving the distribution.

Financial assistance. Provisions with respect to “financial assistamee™ for the purchase of
company thares should be elisuinated.
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5.00 MANAGEMENT AND ADMINISTRATION

67.  This Par of the proposed Ordinance deals with financial disciosure, charges, share
transfers and various corporate housekeeping matiers.,

68. Charges. Part I of the current Ordinance, "Charges”, would continue in effect.
The Report strongly recommemnds, however, that a study be conducted with a view to
implementing a comprehensive regime for the creation and regisiration of security interests.
Also, provisions with respect to a2 modern papertess method of holding and transferring
shares should be implemented in consultation with the Securities and Futures Commission,
the Stock Exchange and the Hong Kong Securities Clearing Company Limited.

69.  Accounting Standards. Most significant among the recommendations are those
with respect 1o the use of accounting standards and auditing requirements. The requirement
that "true and fair” accounts be prepared continues. There was, however, virtual unanimity
that the information required by the current Tenth Schedule (Accounts) was oundated and no
longer consistent with accounting practice. Accounting practices change teco rapidly o be
frozen in legislation.

70. Generally Accepted Accounting Principles. For this reason, the Report
recommends in one of its key recommendations that the proposed Ordinance not confain
detailed Line by line item accounting requirements. Instead, as has been successfuily done
elsewhnere, reference should be had to generally accepted accounting principles (GAAP)
developed by the Hong Kong Society of Accountants or an independent accounting standards
body. All companies would be required to prepare their accounts in accordance with GAAFP.
Consideration should be given, however, to pettnitting such a requirement to be waived by
unanimous agreement among the sharcholders. Especially for one person companies, the
requirement may be 100 onerous, Commercial requirements, Inland Revenue considerations
and local practice would dictate the circumstances in which small companies would in fact
choose to prepare more formal accounis,

71.  Audited Accounts. As a general rule, all companies should be required o provile
andited accounts to shareholders. Audited accounts provide an important safeguard for
shareholders, especially minority shareholders, in companies where there is a separation of
ownership and managemeant. Shareholders, by unantmous action, should however be able to
dispense with an audit of the company’s accounts. The indiscriminate imposition of andited
accounts on all companies is unjustified and burdensome. Audited accounts may be required
for other reasons, by Intand Revenue, for example, or by individual creditors as a condition
of doing business. Accounts would not be required to be filed with the Companies Registry.

REGOMMENDATIONS

5.01 Companigs’ accounts. Companies should be required to prepare accounts that give & true
and fair wiew of the state of affairs of the company. Details 25 (o the form and content of
accounts, to the exient required to be specafisd, should appear in subsidiary legislation; the
Tenth Schedule of the Companies Ordinance {Accounts) should be eliminated.

502 Gaenerally scceptad accounting princlples. Rather than detailing line item by line item
the information (o be contained in accounts, reference should be made to preparation of
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accounts in accordance with generally accepied accountng principles (GAAPY, GAAP would
be embodied in sumdards set by an independent accounting standards body or by a Hong Kong
Society of Accountants process that wounld invelve 2 wider representation of interested parties.

Waiver of ganerally accentad accounting principlas. All companies shouid prepare their
acoounts in accordance with generally accepted accounting standarcds; consideration should be
given as o whether private companies thould be able to dispense with this requirement by
means of uranimous shareholder agreement {unless required for ofher purposes).

Minimum finandal inforrmation. As an aid o small companies in particular, the minimum
financial information to be delivered to shareholders, uniess they agree otherwise, should be
stipulated in the legisiation, or subsidiary lepislation.

Fiing of accounts. Unless required by other legislation (as shouid be the case for public
and listed companies), companies would not be required to file accounts.

No¢ mandatory audit, Compaoy accounts shondd cootimue to be audited but sharehoiders
should be abiz 1o dispenss with an audit by unanimous agreement.

Formalities associated with directors” mestings. The formalities associated with routine
directors’ meetings such as notice, quorem, attendanee, digeent, ete. showid be set o in Pant
¥, Management and Admintstration of the new Ordinance.

Formalities associated with sharsholders’ meetings. The formalites associated with
routine shareholders” meetings such a5 aotice, quoram, attendance, proxies, record date, etc.
should be set owt in Part ¥V, Manapement and Adminisoation of the new Ordinance.

Negotiable instruments. Securities certificates shonld be stamutorily recopnised as
negotiable instruments.

Modarnisad sacurity certificates systemn. Provisions with respect oo security certificates,
their farm., content, registration am? transfer showdd be medernised to provide for the optional
use of "scripleas® (hock enity or “uncertificated ") securities and, to the extent not dealt with
under cther legislation, the mechanics of their transfer (including the use of clearing arencies).

Part Il retained. Pending consideration of the creation of a separaie regime for the granting
of security interests in personal property, Pant 100 of the current Ordinance, Registration of
Charges would continue o apply.

Moderm record keeping. Provision should be made for modern record keeping, including
electromic data processing. Ao obligation should be impessd to ensure the accurate
preservation of data and its accessibility i written form to those entitled to it within a
reasonable peried of Hme.

Company records. The aew Ondinance should contzin a clear and concise statement of the
records which mnst be kept by the company, their locarion and who has acerss o them {and
in what ¢irogmstances and o what purposes. )

Corporate seal. {Use of a corparate seal should be volantary and no apreement shonld be
invaiid merely because a corporate seal is not affixed to it.
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6.00 DIRECTORS AND EXECUTIVE OFFICERS

72. Bopard of Directors. The recommendations in Part 6.00 deal with some of the most
difficult issues in modern company law. First of all, the Repont recommends keeping the
existing traditional unitary board structore, at least for public and listed companies.
Companies would be permitted to have a minimum of one director. In private companies,
however, g formal board of directors shouid be optional. In some jurisdictions the board of
directors has simply been eliminated jn private compamies. This ts not being recommended
in Hong Kong. In fact, some working party members did not consider the requirement to
have a board of directors an enerous one and favoured its retention for all companies. The
guiding principle in all recommendations affecting private companies has been to provide
maximum flexibility for the ordering of their internal affairs. Where there is an identity of
pwnership and management, it should be possible to eliminate antificial formalities, including
the board of directors. Where the board is eliminated, shareholders would assume the
responsibilities and liabilities of directors.

73.  Directors Duties. With respect to directors themselves, a much debated issue in
recent years has been their accountability for their actions, Several of the recommendations
flow from this concern, Some are new; some are not. There was unanimity among working
party members that there should be a statutory statement of directors duties, as appears in
many other company statutes. The stanutory statement of directors duties would have the
beneficial effect of clearly setting out the standard against which direciors’ actions would be
measured. The professional advisors on the working parties snggested that such a statzment
would be helpful to them in counselling their clients,

74.  There are varioes statutory formulations of directors duties but all are derived from
the standard of care {essentially & negligence standard) and the fiduciary duty attributed to
directors by the courts, Directors would be required to act honestly and in the best interests
of the company and to exercise the care, diligence and skill that a reasonably pmdent person
would. Certain corporate officers are included in the US and Canadian formulation of the
statutory duties, in recogaition of the commercial reality of managerial responsibilities. This
recommendation suggests applying the standards to corporate officers appoinied directly by
the board of directors, Where most executive officers are also divectors, as is often the cage
in Hong Kong, there would, in fact, be no extension of duties and liabilities.

75.  Directors and executive officers should be able 10 rely on financial statements and
other reports prepared by other officers and employees as well as professional advisors. This
simply refiects commercial reality. Indemmification of company directors and executive
officers should be perminted and companies should be abie 1o purchase directors and officers
insurance.

76, Mo Corporate, Shadow or Alternate Directors. In furtherance of the goal of
greater accountability of directors, the use of corporate directors would be prohibited. For
similar but slightly different reasons, it has been recotnmended that shadow and alternaie
directors be eliminated. Alternate directors have been used in Hong Kong primarily for
reasons of convenience. For private companies under the proposed Ordinance, there should
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be no necessity for alternate directors. More informzl means of degision making should be
the ruie.

77.  For pubiic and listed companies, the use of alternate directors now runs counter to
the general trend towards greater accountability . Directors shoatld be "truly available” as one
recent study has put it. In addition, modern ielecommnications technology will increasingly
make physical presence at meetings unnecessary thus permiiting directors to participate
despite temporary absences. Shadow directors presemt different issues, primarily related two
liahility and enforceability. When it is considered desirable to impose duties and liabilities
on non-directors, rather than deeming a non-director to be a director, consideration should
be given to identifying these to whom liability would attach, for example, executive officers
or major shareholders. When personal liability is at issue, it is important that there be
reasonable certainty.

7&.  No Director Disqualification. There appears to be no need for general director
disqualification provisions under the proposed Ordinance. Dishenest or incapabie directors
would be dealt with in the context of insolvency, securities and criminat legislation. The
broad statutory unfairly prejudicial remedy or derivative action should provide the means of
removing rogue directors without recourse to specific disqualification provisions.

749, Company Officers. Neither does there appear to be a necessity for stipulating in
the legislation a requirement for any particular configuration of corporate officers. Given
the informaiity of structure which is being proposed for private companies, mandatory
requirements with respect to company officers are inappropriate. The Stock Exchange and
other interested regulators can make a determination as to whether certain corporate officers
are required for other companies.

a0, Conflicts of interest. The statutory reatment of directors conflicts of interest is a
very unsatisfactory area of the law. The Report recommends that consideration be given to
the creation of a dury of fair dealing for directors amd executive officers in their dealings with
the company. This would be a commercial standard based on honesty and fair dealing,
consistent with the undetlying principles in the case law in the area. The familiar procedure
of disclosure of the director’s interest would be required, as well as disinterested voting by
the board. The transaction wouid have to be fair and reasonable to the company. Unanimous
shareholder consent to an interested transaction would uphold an interested transaction as well
as ratification by special majority. Geperally, directors amd executive officers should not
disclose corporation information or use a corporate oppormaity without the consent of the
disinterested board.

RECOMMENDATIONS

6.01 Unitary board structure retained, The traditional wnitary board structure should be
refained.

6.02 Board of directors. In private eompanies/closely-held corporations, a single decision making
body should be an option; the responsibilies of the directors would be assumed by the
sharehoiders.

6.03 Stannory power of directors. The beard of directors should be given a divect grant of
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SEATULOTY power 1o Ianage, of supervise the management of, the company. This power should
be made subject 1o any unanimons sharehelder agreement.

Delagation of powers. The board of directors should be permitied 1o delegate 31l those
powers which i is pot required to exercize iself.

Functions not subjact 10 delegeation. Certatn functions of the board of ditectors should
ot be subject 1o delepation, for example:

- submission 1o sharcholders of my question requinng their approval

. filling an inferim vacancy among directors, in the office of anditor, appeinting or
removing the chisf executive afficers

in most CircCumstances, 1ssuing securilics

declaring dividends

purchasing. mdeeming or otherwise acquiring shares issued by the company
approving financial statements

adopting, amending, cpealing aoy constimtional documents.,

* 4 ¥ 4 @&

Directors’ minimum gualifications. Directors should meet certain minimum qualifications:

ape of majoriey

menlal capacity (1.e. not found lepally incapable)

only indrviduals {no corporate directors)

no one who has the status of an undischarged bankropt unless permited by court
ormer

- e one who has been disqualified from actiog as a director.

Dne diractor. Private companies should be permitted 10 have a mimmum of one director.

Shadow and alternate threctors. The moublesome concepts of shadow and alternate
direclor:s should be eliminated.

Company officers. There should be no requirement for the appointment of any particutar
company officer such as a company secretary.

Ramoval of directors by sharehoiders. Sharcholders should be able v remove ditectors

" by ordinary resolution, subject o class voting rights and the company constinmion.

Meetings of diractors. Meetings of direclors should be permitied by means of electronic
cominunications, unless otherwise specified in the company constituton.

Unanimous action. Directors should be able (o act unanimensly by whntten resolution
without a meeting.

Statutory statement of directers’ duties. There should be a stamtory statement of
directors’ dufes Lo set honesily and in the best interests of the company and 1o exercise the
care, diligence and skill that a reasonably predem person would, These duties should alse be
made applicable to those corporate officers appoinied by the board.

Reliance on reports. Dhirectors and officers should be able w0 rely in good faith on financial
statements and other reparts prepared by officers and employess as well a5 the professional
advice of Iawyers, sccountants, stc.

Business judgment ruie. There should be no need of z staturory formulation of the
‘business judgmoent rale'.
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Indemnnifying directors. Companies shoold be permitted to indemnify directors and officers
in specific circomstances; compantes should be required to indemnify directors and officers
in specific circumstances,

Insuring directors. Cumpénjes should be permitted to ingure directors and officers except
for a failure to act honestly and in good faith with 2 view (o the best interests of the coropany,

Disqualification of directors. Disqualification of directors previsions should be eliminated
for company law purposes. Those existing provisions relating to securitics, insolvency ar
criminal activity should be reenaeted in appropriate fegislation,

Conflicts of interest. Consideration should be piven to placing divectors and executive
officers (i.e. those appeinted directly by the board) under a duty of fair dealing with cespect
to transactions they enter into with the company.

Qualdification of interasted transactions. tcrested mapsactions should be upheld if (3)
directors disclose to the board their material interest in the transaction; (i} do not voee as a
director an sy rezolution o approve the rmzaction; and (i} the transaction was reasonable
and Fair to the corporation at the nme it was approved. In the alternative, such transactions
could alse be approved by unanimens shareholder consent. '

Shareholder approval of interasted transactions. Shareholders shomld be able to voue
to uphoid a transaction by special vesplufion in certain eircnmstances.

Loans to directors. Transactions mmvolving loans to directors should contimee o be
prabibited subject 0 certain exceplions.

Uza of Corporate Information and Opportunity. Directors and officers should not
disclose or use for their benefit a corporate oppormnity or information that they obitain by
reason of their position or employment except (i) with consemt of disintzrested board
members, (1i) where disclosore is required by law or otherwisa or {iii) where it is reasonabie
tv agsurne thae the disclosure or use of the information or epporfunity will not be likely to
prejudice the corporation.
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7.00 SHAREHOLDERS RIGHTS AND REMEDIES

B1. Shareholders Remedies. Several new shareholder remedies are proposed io be
created in Part 7.00: the statutory derivative action, the appraisal or buy-out remedy, and the
statutory compliance and restraining order. Existing rights and remedies are refined. The two
existing statutory shareholder remedies, the unfairly prejudicial action and just and equitable
winding-up, are retmined. Also introduced 15 a statutory unanimous shareholder agreement.
The stamtory unanimous sharcholder agreement gives great latitude to shareholders to
redistribute decision-making power within the company.

B2, N one statatory remedy is perfect; each bas its own charactenstics and inherent
limitations. Shareholders are best served by an overlapping sysietn of protections.

83.  Just and Equitable Winding-Up. Prior o the introduction of the statutory unfairly
prejudicial action, just and equitable winding-up was the only stalutery remedy open to an
unhappy shareholder. As it, in effect, kills the company, a just and equitable winding ap
order was accorded sparingly by the counts. The limited scope of the just and eguitabie
winding-up remedy led to introdaction of the unfairly prejudicial remedy. A firmiy
entrenched traditional remedy, the just and equitable winding-up still bas its uses, particularly
in cases of simple deadlock where oppressive or unfairly prejudicial conduct 15 rot made out.
To soften the drastic nature of the remedy, a court shouid have the ability 1o give alternative
relief as it sees fit.

84 Qppression or Unfairly Prejudicial Remedy. The statutory oppression or unfairfy
prejudicial remedy has become the shareholder remedy of choice since its introduction. The
Report is recommending that it be broadened to increase its availability and utility. The
courts have said that shareholders who entrust their money 10 companies are entitled 1o
expect fair play and fair dealing. Conduct which departs from these standards should give
shareholders grounds for complaint.

85.  The remedy is not, however, restricted to shareholders. As recommended, the remedy
gives the right to compiain to all securities holders, past and present, as well as directors and
executive officers and the Financial Secretary. The Financial Secretary can take an action
it the public interest if necessary, although this should happen very rarely. Despite the wide
open nature of this remedy, where 11 exists, it has been used pnmarily by minority
shareholders.

36. The remedy appears 1o be invoked very much in circumstances where fair dealing is
at issue. It provides the court with the ability to resolve an issue in a2 commercially
reasonable manner without tesort to dissolution of a going concern.

37. Derivative Action. The denvative action, whereby a shareholder takes an action in
ihe name of and on behalf of the company, already exists at commen law. It 15 usually
imvoked where there is wrongdoing of some kind at the beard level which resalts in decision
making which is not in the best interests of the company. The problem is that the remedy is
based on an old 1843 UK. case that even predates company law as such. It is slow,
expensive and rarely used.
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88. The principle is sound however. The proposed stamutery emedy codifies the common
law and provides ciear cut procedures, with checks and balaress, which permit sharehoiders
to take an action on behalf of the company. Where it exists in conjunction with a broad
oppression or unfairly prejudicial remedy, the derivative action has been somewhat eclipsed.
[t is easier to get into court with the unfairly prejudicial action.

89 However, there are still very persuasive reasons for codifying the derivative action.
Where it has been codified, it clearly serves as a deterrent. It also appears to be the only way
in which to lay to rest the unruly ghost of Foss v. Harbottle, the 1843 case which created
the '|lmle"- .

90.  There kave been some unfortunate nuns in recent years in the case law based on Foss
v. Harbottle. They have created unnecessary hurdles for shareholders in international disputes
being played ocut in the UK. It would be unwise to permit this case law to be imported inio
Hong Kong.

91.  Apgpraisal or Buy-Qut Remedy. The creation of a statutory "appraisal" or "buy-
out” remedy is also recommended. The remedy is American in origin. It has been adopted
by Canada and New Zealand. Where a company has, quite leginmately, decided upon a
major change in course, the buy-out remedy gives an unhappy shareholder a way our. The
cormpany can proceed with its course of action umimpeded provided it buys out the unhappy
shareholder.

a9z, The beauty of the action is that it provides great managerial freedom while at the
same time defusmg possible internal disputes, usually without recourse to the courts. The
remedy 18 inspwed by contractual dispuite resolution provisions often found in parmership
agreements. The circumstances in which a sharehotder has the right to request to be bought
out are limited to certain fundamental changes in the nature of the business or investment.

93. In private companies, where there is, by definition, no market for an unhappy
shareholder’s shares, the buy-out remedy is very useful. Sharcholders in public and listed
companies who are unhappy with mapagement’s decisions can sell into the market. As it
happens, however, in Hong Kong there may be limited liquidity in the public market for
some Hated companies given the large number of majority controlled companies and limited
pubtic fleat. For this reason, the Listing Division of the Stock Exchange of Hong Kong was
cautiously in favour of introducing the buy-out remedy. However, the Listing Rules and
Takeovers Code provide certain protections for fundamental changes and an alternative is to
exclude listed companies from the application of the remedy.

94. Statutory compliance and restraining order. A shareholder or director should
have the standing to apply to court for a compliance and restraining order against the

COMmpany.

9s. Altemnative Dispute Resolution. It should be noted here that recourse to the coutts
1s viewed as a last resort, especially in the Hong Kong context. The high cost of civil
litigation (as well as a cuoltural bias against it) casts doubt on the effectiveness of civil
remedies for aggrieved shareholders. In addition, many Heng Kong companies are family
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controlled and particuiarly vulnerable to difficulties engendered by family squabbles. Because
the business partners often go home to each other, privacy and informal, non-adversarial
dispute resolution are important. Commercial arbitration and mediation are an attractive
alrermative to civil litigation for these reasons.

96. Unanimous Shareholder Agreement. The statutory unanimous shareholder
agreement serves a similar function. 1t permiits companies to function very much like
partperships. In addjtion to providing great latitude in the allocation of decision making
powers within the company, it permits shareholders to decide, in advance, on contractual
dispute resoluticn mechanisms that avoid litigation. And like a partnership agreement, the
nnanimous shareholder apreement is private; it is oot on the public tecord as is the case with
articles of association.

a7. The statntory unanimous sharebolder agreement has several advantages over ordinary
contractual arrangements among sharehelders. Although not required to be put on the public
record, it 15 considered a constitutional document of the company amd binds future
sharcholders. It may also go mnch further in permitting shareholders to operate their bisiness
in zn informal and flexible manner. For example, it may pevroit the shareholders to dispense
with a board of directors.

98 K wounld be difficult to underestimate the significance of stalitory unanimous
shareholders agreements where they have become accepted. They build into the corporate
structure much of the flexibility and sensitivity to mdividual business needs that are found
in partnerships.

RECOMMENDATIONS

7.01 Shareholders’ rights and remedias. A separate part of the new Ordinance should be
dedicated to matters dealing with shareholders, their fghts and remedies,

7.0Z2 Propogal at annual meeting. Any sharcholder entitled o vote at an anmual meeting should
be-able 1o submil a propesal 1o the company to be raised at the anbual meeting and circelated
pricr to the meeting. The board of directors could refuse to circulaie propasals in certain
vircurnstances such as proposals designed to redress personal prievances of espousing political
or other causts. Ih addition or in the alternative, a proposal pul forward by a minfrim
number or percentage of shareholders {¢.g. the lesser of 23 shareholders or these holding
2% % of the voting shares) could not be refused by the board of directors,

7.03  Requisition 1o call meeting. Sharchoiders holding 5% of the voting shares should be able
0 requisition the direstors 10 call a meeting of shareholders or, if the directors  fail 1o aet,
2 sharcholder should be able 1o call 2 meeting iself. The time delay in which the directors
may act should be fairly short, 21 days for example. The requisitioners shonid be reimbursed
their expenses unless the mecting otherwise resobves.

7.04 Shareholders’ rights to dizpense with meeting. A resolution in writing signed by all
shareholders entitied 1o vote should be sufficient 7o preclude the necessity of 2 meeling. A
meeting should be required however in the evenl of the resignation or removal of a directar
or atdnor whe wishes 1o £xplain or contest the action, Shareholders showld be able to dispense
with the requirement for an annoal peneral meetng (or other meetingsy by usanimous
sharebolder agreement.
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Cine share entitled to one wote. Unless otherwise provided by the company constitution,
one share should be entitled o one vate. "Circular boldings® shentd be prohibited from
voling.

Unanimous shareholder agreement. All companies thould be able 0 make use of
unamimous shareholder agreements to regulate (1) the exercise of corporate powers and
management and (2} the relabondhip amonyg shareholders.

Statutory remadies. There should be made available to sharcholders a variety of statutory
remedies desipned to induce acopuntabilily of manapement and achieve the desired balance
betwern flexibility in manzgement powers and protection of sharchoiders, especially minoricy
sharehelders' interests. These statotory remedies should inciude the following:

Statutory Derivative Action

Coppression or Unfairly Prejudicial Action
Buy-Dnt or Appraisal Remedy
Compliance and Restraining Ordery

Jast and Equitable Winding-up

Statutory derivative action. There should be a stamtery derivalive action in the npew
Crdinance,

Unifairly prejudicial remedy. The currem unfairly prejudicial or oppression remedy shonld
be broadened. The remedy should be available to a broader class of persons, to include

any registered holder or beneficial owner, and any former cepistered holder
or heneficial owner, of a secunty of the company or any of 15 affiliares;
any director or officer or former director or officer; and

the Financial Secretary.

The scope of the conduct that may be complained of would also be broadened Ko include
conduct thar is oppressive, unfairly prejudicial to or that unfairly disregards the interesis of
any securily helder, director or ofilcer.

Statutory compiance and restraining order. A shareholder or director should have the
standing to apply 1o court for a swatutory compliance and restraining order.

Just and aquitabla winding-up. The traditional “just and eguitable” windiog-up remedy
should be retained, but the court should be given the option of making any oiher order it sess
fi. The remedy should be dissociated from the more undesirahle cunscqux:nm of winding-up
procedures in insclvency (such as the freezing of bank accounts).

Appraisal or "huy-out” remedy. A form of appraisal or "buy-out” rermedy which dees not
necassitate judicial intervention should be adopted; the stamiory buy-out remedy gives
shareholders the right to have the company buy their shares upon the ocourrence of a limited
number of fundamental changes while permitting the company to proceed unimpeded with its
proposed action. In the alternative, consideration should bhe piven o intreducing such a
precedure but excluding its applicatien to histed companies.
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8.00 FUNDAMENTAL CHANGES

9. Omne striking inadequacy of the existing Ordinance is the absence of any mechanism
for routine corporate restructuring of solvent companies without the necessity of court
mtervention. The recommendations in this Part focus primarily on providing such
mechanisms.

100.  Routine Amalgamations, Routine amalgamations of solvent compames should not
require recourse to the courts provided shareholders and creditors are adequately protected.
The interests of shareholders can be protected by super-majority voting requirements and the
buy-out remedy. Creditors can be protected by notice provisioms, the application of a
solvency test and certification by the directors that the interests of creditors are not
prejodiced by the amalgamation. For related companies and wholly-owned subsidiaries, the
procedore can be even more streamlined.

101. Exportand lmport. A more controversial recommendation is to permit the "export”
and "import™ of companies in Hong Kong. Foreign companizs should be permited 1o re-
mncorporate in Hong Kong under the new Ordinance without the pecessity of liquidation and
the resvlting disruption and interruption corporate existence. Hong Kong incorporated
companies shouid be able to contimie under the laws of incorporation of another jurisdicrion.

102, Especially with the volume of international tramsactions with a Hong Kong nexus,
import and export of companies should be permitied. Hong Kong businesses can choose o
incorporate overseas with relative ease. The "exporting” or "redomiciling" of existing Hong
Kong companies can already be accomplished, albeit at some effort and expense. Several
major Hong Kong listed companies have, in effect, shifted their jurisdiction of incorporation
from Hong Kong 10 Bermuda.

103, On balance, it wounld seem preferable to face the commencial reality of the simation
and offer the convenience and cost effectiveness of simple import and export provisions.
This approach is conststent with Hong Kong’s traditionat openness o international business
and facilitation of legitimate commercial activity.

RECOMMENDATIONS

8.01 Amendments by special resolution. There should be regrouped in one section, all
amendments to the company constilition that may be effected by special resolution of the
sharcholders. A special resclution should require 2 "super-majority ™ vole, 1.2, 75%.

8.02 Dissenting shareholder entitied to be "bought-out™. Where an amendment 1o the
constitution would (1} affect substantially (ke tature of a sharcholder's investment {e.g.
remoeve or change any restricton on the nature of the business of the company or change the
characteristics of its shares) or {2) where the company proposes a fundamental change such
as an amatgamation, continmance in another junisdiction (see recommendation with respect to
contineance}, or saie of substantially all of its property, a dissenting thareholder should be
entitied to be boupght out of the company al & "feir” price.

8.02 Class vote. In ctnain cirewmstances, a class yole should be beld where a proposed
amendmenl 1 the comstimibion would affect, directly or indirectly, the righiz of that class of
shares.
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Corporate restructuring procedures. Simpie procedures should be made available to
provide for corporate restruciuring such as by way of amaigamation withowt the necessity for
court intervengon or liguidation.

Re=ziructuring of related nﬁmpanies. Resmucmiring of reiated campanies and wholly-
owned subsidiaries shouid be facilitated,

"Import” and “export” of companies. "Tmport” and "export” of companies inte and out
of Hong Kong should be permitted. Forgign companies should be able to re-incerporate io
Hong Keng under the new Ordinance withoat the pecessity of liquidation and the resulting
disruption and interruption of corporate existence; Hong Kong incorporated companies should
be abie 1o contioue under the laws of incorporation of another jurisdiction in the same marmer.

Court ardered arrangementa. Provision should be made for court ordered arranpements
for salvent companies where it is impracticable to mstmacture under other provisions of the
legislation.



30
9.00 SOLVENT DISSOLUTION AND LIQUIDATION

104, The recommendation fo remove imsolvency from compames law dramatically
simplifies the dissolution and liquidation provisions of Part V of the current Ordinance. In
Hong Kong the voluntary dissolution procedures are so tedions and cumbersome that the
usual practice is to cease compliance with the Ordinance deliberately and wait several years
for the Registrar to strike the company off the register.

105. There are essentially thres categories of circumstance in which dissointion and
liquidation of sotvent companies may take place: voluntary dissolution, administrative
dizssolution and court ordered disscletion. Voluntary dissolution should be by means of
simple filing, together with a few other formalities in the interests of protection of creditors
and sharcholders.

106. Administrative dissolution shounid be retained, primarity as an administrative sanction
for failure to comply with the Ordinance. With the administrative formalities imposed on
companies under the legisiation being considerably reduced, there is a strong argument for
strictly enforcing compliance.

107. Court ordered dissolution is a drastic, if raditional, remedy of last resort.  Although
oither less drastic remedies which permit continuance of corporate life while mesolving
dgeadlock or removing other difficulties may be prefsrable in most circumnstances, the
traditional just and equitable winding up shonld be continued.

108. The Financial Secretary or a delepated authority should be able 1¢ commence
proceedings in the public interest in the event incorporation has beer obtained through frand.
There should also be broad discretion vested in the Financial Secretary or a delegated
authority to revive companies. Mistakes do bhappen and unforseen circumstances arise.
There shouid be a ready cure available.

RECOMMENDATIONS

901 Solvent dissolution and iquidation. Only solvent dissolution and lineidation should be
dealt with in the new Ordinance.

902 Voluntary disspluton by simple filing. Voluntary dissclution should be effected by a
simple filing (depending on the nature of the dissolibion sought} and should take effect upon
filing; the corporale cxisience would then be continued only fer the purpose of winding up and
liquidating the buginess and affairs of the entiry.

9.03 Circumstances for simple filing. Voluntary dissolution by way of simple filing should be
available m rwo instances; (1) before the compary bas commenced business and {2} where
initiated by directors and shareholders.

9.04 Revocation of dissolution. Within a limited period of fime a company should be abie 10
revoke dissolution essemtially in the same manner as 1t has been initiated.

9.0% Claims of creditors. Provision should be made for the clabns of nown and apknowm
credilors.
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Administrative dissolution. The Registtar should be able to commence an adménistrative
dissolution n limited cimmrmsianees, primarily where a company has failed o commply with s
filing obligations under the new Ordinance.

Dissolution by the r;uurt.- A coort shouid be given broad discretion, both m terms of the
grounds and the procedures adopted, to dissolve 2 company upoe the application of the
Financial Secretary or a delegated autherity, a sharehoider or a creditor.
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10.00 PRIVATE COMPANIES/CLOSELY HELD CORPORATIONS

109, Nearly 99% of Hong Kong incorporations are privaie companies. A frequent
observation during the course of the Review was that the current Ordinance was originally
drafied with 19th century public companies in mind. It was simply not spited to private
companies. -

110. The proposed new Ordinance is Jargely devoid of those more traditional aspects of
public company law found in U.X.-style stamites. Many of the public company provisions,
such as the prospectis provisions, have been recharacterised as more properly pertaining 1o
securities law. They should be left to the Securities andd Futures Commission and the Stock
Exchapge. A great many of the remaining provisions of "core company law", incorporation
procedures for example, are equally applicable to public (including histed) ant private

COmpanes.
111. Characteristics. Nevertheless, it was decided to propose a separate part in the new
Ordinance dealing with private companies/closely-held corporations, given their special
characteristics. These characteristics are remarkably similar across jurisdictions. There will
be a small aumber of shareholders, often family members or otherwise sharing a personal
relationship. There will not be a public market for the shares, The shareholders wifl be
knowledgeable about the company. Management will be informal.
112. A Wish List. The Small and Medium Sized Enterprise Commitiee of the Hong Kong
General Chamber of Commerce made a submission 1o the Review and outliped its "wish
list™: :

- one Step incorporation;

- ene shareholderfone director companies;

- one constitutional document;

- a model shareholders agreement;

- abolition of the distinction between authorised and paid up capital;

- option for the shareholders to eliminate the board of dij."ectnrs;

- optional annual general meeting of shareholders;

- non-mandatory audit;

- optiona) corporate seal;

- built-in dispute resolution mechanism for deadlock;

- minority protection without the necessity for court intervention or winding up;
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- full legal capacity and the abolition of the nlira vires doctrine;

- creditor protection but not transparency;

- obligatory remumns to the Companies Registry being kept to 2 minimum;
- directors being personally liable for wilully defrauding creditors;

- simple dissolution procedures an deregistration for persistent non-compliance
with the Ordinance.

The recommendations in Part 10,00 are responsive to these desires.

113.  Incorporated Partnarship. The concept of the "incorporated partnership” is now
widely accepted in many jurisdictions and is the basis of these recommendations. The
attractions of limited lability and separate legal personality appeal to business enterprises
large and smail, clesely-held and publicly-heid. Some commentators bave raised the issues
of the illusory pature of limited Hability for small incorporated enterprises and possible
abuses of legal personality. It remains the case however that many $mall (and not so smalf)
enterprises will choose incorporation cver partnership as the vehicle for conducting their
affairs, for a variety of reasons. There would seem to be no compelling reasons for fettering
the ability to make such a choice.

114. The ready availability of a simple form of business enterprise which may be
incorporated guickly and with little formality is particularly important in Hong Kong. A
great number of local businesses incorporate in the British Virgin Islands, in large part
because it is quick and easy. Some professional members of the working parties estimated
that 90% of these businesses would in fact incorporate in Hong Kong if a quick and casy
means of doing so were available to them under a modern streamlined companies law
regime.

115. In other jurisdictions, small local businesses tend to prefer the certainty, familianty
and convenience of incorporation under local law. Tt provides local remedies and recourse
to local courts if necessary. Where there is a ready choice and great disparity in the legal
regimes on offer, however, local businesses will choose to incorporate under a more modern
streamlined regime.

116. There are two main varieties of privaie company. There is the small business
operating informally on the basis of "handshake" deals. There i3 also the wholly-owned
subsidiary or holding company used in sophisticated business enterprises. The provisions in
this Part aim to accommodate both.

117. Standard Provisions. For the small business which operates informally and withot
the benefit of ongoing legal advice, this Part will provide standard provisions to addzess the
most common aspects of their operations. There wouid be standard share transfer restrictions;
preservation of limited liability despite failure to observe corporate formalities; no mandatory
audit; standard form share buy-sell and buy-back provisions to permit sharehotders to leave
the company; recourse to mediation or arbitration; the possibility of applying to court for the
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appointment of a rehabilirative receiver in the event of deadlock.

11%. These provisions would apply unless excluded by the company in iis constitutional
documents. More sophisticated business enterprises engaged in formal cotporate planning
could tailor provisions ro meet their specific needs.

T0.01

10.02

10.03

10.04

10.058

10.06

RECOMMENDATIONS

Mo separate ordinance. There should not be 2 separate specialised ordinance pertaining
only to private companies/closely held corporations.

Purpose of legislative provisions. The purpose of legislative provisions specifically
applicable to private companies/ciosely-held corporations should be to farilitate the creation
of incorporaled . entities that, for imternal purposes, fumction like partnerships or sole
proprietorships.

Statufory definition. There should be a stamiory definition of or conditiens 1o be met for
private companics/closely beld corporations.

Dafinition of "private company™. The traditional definitian of "povate company” should
be retained. A private compmny has restricted the right to transfer its shares, bas limited the
nurmiber of shareholders o 50 and prohibits any Invitation 1o the public te subscribe for its
securities, To addition, a company which by means of a unanimous sharehoider agreement
abolishes the digtinction between ownership amd management, irrespective of number of
shareholders, should alse fall within the defimtion.

Optional regime. A separate part of the new Ordipance should contain an optional regime
applicable to private companies/closely held corporations. This regime could be varied in the
carporate constimuion or by manimons shareholder agreement. 1t should coniain the follewing
provisions:

Standard share tramsfer restrictions and exceptions (c.g. transfer o trustee m
hankrupicy, by ﬂpﬁaﬁnn of law);
Preservation of limited Kability despite failure to observe corporate formalities;

. No mandatery audit;
Standard form buy-sell and buy back provisicns to permit shareholders to leave,
Recourse to mediation or arbitration to resolve shareholder disputes;
Possibility of applying to court for the appointment of a rehabilitative receiver in the
event of deadlock, ete.

Possibility of Eiiminating Corporate Formalities. Private companies/closely held
cotporatigns should be able, by unanimous shareholders agreemenl or in their constituiion,
10 eliminate certain corporate formalities and otherwise derogate from standard statotory
provisions:

no need to kave an anntial meeting of shareholders unless requested by a shareholder,
no need to have separate bylaws/articles of asspcianion if constiretion and seatute
sufficient;

ability o choose imited corporate life if desired;

possibility of dissolution at the request of & shareboider (or certaim % of
shareholders) or upon the occurrence of & specified event;

elimination of hoard of directors, )

restriction of discretion or powers of the board or weighted voting rights;
operation of enterprisé as if a partnership among shareholders;
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crearion of relationship among sharebolders that would otherwise be ondy appropriate
AMONE PATLRers.
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11.00 FOREIGN CORPORATIONS/OVERSEA COMPANIES

119. As discussed above, Hong Kong is a significant internagional business centre. There
is a large number of multinational bosinesses which have a presence in Hong Kong. 1In
addition, Jocal business in Hong Kong is remarkably international in its reach. As well, in
recent years there has been a proliferation of overseas mcorporations of truly local Hong
Kong businesses, There are several implications for companies law in Hong Kong.

120. Part XI of the current Ordinance applies to “"oversea companies", companies
incorporated outside Hong Kong and which "establish a place of business in Hong Kong”.
It imposes registration requirements and the filing of certain information with the Registrar
of Companies in Hong Keng. The provisions of Part X1 are of fairly ancient vintage. The
vast majority of foreign incorporated private companies in Hong Kong do not, and are
currently not obligated, to register under Part XI.

121. In addition, throughout the current Ordinance, there are provisions which are made
expressly or impliedly applicable to foreign incorporated companies but not in a consistent
mamner. These are the provisions on registration of charpes, production of books and
records, investigations, disqualification of direciors, winding-up and restrictions on sale and
offer of shares. :

122. Law of the Place of Incorporation. [n private international law, the traditional rule
is that the law of the place of incorporation applies to the creation, internal affazirs {such as
shareholders remedies) and termination of a company. It is a rule which is simple to apply
and provides centainty and predictability. Where the company has a presence and is cperating
in a foreign jurisdiction, many of the other laws of that jurisdiction will apply.

123,  Not all junisdictions look to the law of the place of incorporation to govern internal
company matters. California and New York, in particular, will apply provisions of their
domestic company law to the interpal affairs of foreign-incerporated companies. This
approach is comiroversial, even within the United States. 1t creates great potential conflicts
with the laws applicable to such companies abroad.

124. In Hong Kong il appears preferable to continue to recognise place of incorporation
as the law governming the creation, internal affairs and termination of companies. The
traditional rule is consistent with Hong Kong’s gencral openness to foreign business and its
policies 1o promote entreprenenrial activity and freedom of choice in commercial dealings.
Obviously, where there is a high degree of local public interast, such as financial markets
regulation, health and safety concerns, worker protection and the like, domestic legislation
‘will apply o the activities of foreign incorporated companies. Hong Kong law, however,
shoyid not apply to the core company law aspects of foreign incorporated businesses.

125, Under the cumrent Ordinance, there are five main areas of concern that have prompted
an extraterritorial response: (i) shareholders remedies; (ii) disqualification of directors, (iii}
charges, {iv) winding-op; and {v¥) investigations and production of records. These concerns
arise primarily because of the international character of Hong Kong business and the high
incidence of Hong Kong businesses choosing to incerporete outside Hong Kong. The new
Ordinance proposes a different approach to companies law and these areas of concern should
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disappear for the most part.

126. €harges. In the interests of local creditors, there should be 2 public register of
charges or security interests granted over Hong Kong assets, irrespective of the nature or
nationality of the owner of the property. This approach would see the removal of Part 11,
Charges, of the current Ordimance and the confusion surrcunding its application {0 non-
registered oversea companies. '

127.  Winding-Up. Statutory winding-up provisions have been used as a means of creditor
protection in cases of insolvency and as a sanction for various commercial or administrative
misdeeds cn the part of the company. In the cases of corporate insolvency with substantial
connections 0 Hong Kong, measures for the protection of local creditors are quite justified
arx! would be subject to a comprehensive insolvency regirne. There are thorny issues of
competing claims in other jurisdictions, but a sophisucated body of law and practice is
developing internationally to deal with these issues.

128.  As for winding-up as a sanction for commercial or administrative misdeeds of a
foreign company, this can cbviously not extend to dissolution or deregistration in a foreign
risdiction without the cooperation of that jurisdiction. Such measures are likely to be
weffective. Unsavoury commercial dealings, frandulent trading, preferences, etc, are not
limited to companies (or foreign companies for that matier), and are better dealt with through
the regulation of commercial fraund and deceptive practices generally.

129. Shareholder Remedies. The primary shareholder remedy in the current Ordinance
is the unfairly prejudicial remedy. Extending its availability to shareholders of foreign
incorporated companies has been suggested on several oceasions as an alteinarive to winding-
up. [t iz likely that the suggeshon is driven by the prevalence of Hong Kong based businesses
which are foreign incorporated. Ik should be noted that both California and New York do
extend o their residents the shareholder protections of local law in cerlain circurnstances.
The better view, however, is that Hong Kong should pot do so. It is unwarranted and
UNNecessary. :

130. Local shareholders of public and listed foreign companies should be able to look to
Hong Kong secumties cegulation and listing rules for their remedies. As for private
companies, the shareholders have chosen 10 become members of a company incorporated in
a jurisdiction of convenience and should look there for their remedies.

131. Disqualification of Directors. The disqualification of directors provisions of the
current Ordinance are drawn from the U K.’s Company Directors Disqualification Act and
their effectiveness there, even in a purely domestic context, has been questioned. Such
provisions should not be applied to directars of a foreign incorporated company. Who can
be a director of a foreign incorporated private company is surely a matter of the internal
affairs of a company, to be dealt with by the law of the piace of incorperation. With respect
to public and listed foreign cowpanies, misdesds of their directors should be addressed
elsewhere than in the Companies Ordinance. The recommendation for a new Orxdinance, in
fact, proposes to eliminate the director disqualification provisions entirely.
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132. Investigative Powers. Investigative powers with respect to the local commercial
activities of foreign incorporated companies, on the other hand, are entirely justified. They
should be maintained and made applicable to foreign companies in the interest of fostering
a commercial environment of confidence and fair dealing.

133. Registration. On the different but related issue of registration of foreign companies
in Hong Kong, the Consaltancy Report is recommending a "carrying on business” test. This
test will reguire more foreign companies to register bat the refated recormmendations should
make it easier {0 make and maintain a registration. Filing requirements serve three prarposes:
they help authorities monitor the activities of foreign companies; they protect jocal creditors
and basinesses by making available a minimum of infornation ; and thirdly, they give local
courts jurisdiction.

134. International Business Companies. Finally, the Terms of Reference for the
Review ask that the “relevance with respect to Hong Kong of the development of
international business companies™ be considered. International business companies (1BCs) are
usually the creation of small, island jurisdictions of convenlence. They are accorded
favourable tax treatment but restricted in their ability to do business within their jurisdiction
of incorporation. Not all IBCs are the same however and requirements in different
Jurisdictions vary widely. -

135. Two jurisdictions predominate in Hong Kong, Bermuda for publicly tisied companies
and the British Virgin Islands for privale companies. Fifty percent of companies lisied on the
Stock Exchange of Hong Kong are incorporated in Bermuda. Estimates have it that there are
100,000 British Virgin Istands companies im Hong Kong.

136. There appears t© be little reason to consider "repulating” in any way the operations
of IBCs in Hong Kong companies law, other than by means of routine registration of foreign
companies. Berrnuda 1s a respectable jurisdiction of incorperation. Oversight of the capital
markets activities of Bermuda incorporated companies can be left to the Stock Exchange and
the Securities and Futures Commission.

137.  As for British Virgin Islands companies, there was little evidence of "gbuse” of their
flexible, speedy incorporations. Possible issues of tax aveidance are best left to the Inland
Revenue. Some professionzls are of the view that 2 "superior product”, combined with
skilful marketing by the British Virgin Island authorities and professionals ceniributed to their
profiferation among Hong Kong businesses. There is also some evidence that Hong Koog
incorporation for private companies may be experiencing a bit of a revival, according to
recent Companies Registry statistics.

138. With the exception of the anti-expropriation provisions and the lack of transparency
as 10 control and management in the BVI legislation, the recommendations of this Review
woutd result in 2 "product” as "superior” as that of the British Virgin Islands in terms of
speed and efficiency of incorporation. One working party member considered that the
availability in Hong Kong of a business vehicle combining the best attributes of the Britsh
Virgin Islands IBC with Hong Kong's natural advantages as a major international business
centre and gateway to mainland China, would be "unbeatable ™.
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RECOMMENDATIONS

Conflict of laws rule. For purposes of the new Ordinance, the traditional common law
confiict of laws rtle applicable to companies, i.e. that their creation, intemal affairs, and
termination are governed by the law of their place of incerporation, should be respecred.

Mo extraterritorial effect. As a general principle, the new Ordinance showld not conrain
provisions having s exorarerricorial effect,

Threshedd of registration. Registration of foreipn incorporated companies should be
required in Hong Kong but the threshald test should be changed.

Threshold test. The threshold rest of "catrying on business™ in the jursdiction, including
both an inclusionary and exclusionary list of what is or is not considered carrying on business,
should be adopted for purposes of the new Crdinance.

Filing requirements simplified. The filing requirements for registration as a foreign
comparty shold be simplified. Tt should oot be necessary to file the company constitution or
BCCOLTS.

Sorvice of process. An agent for service of process within Hong Keng sbould be required;
alternative methods of service of process should be stipulated in default of an ageot.

Disclosure of foreign status retained. Current requiternents with respect to the obligation
to disclose the foreign status of the company {cn letterhead, at the place of business, etc.}
should be retained. :

Filing requirentents. The filing requirersents appiicable to foreign companies under the new
Ordinance shouid be coordinated with those of the Business Registration Ordinance;
registration under the new Ordinance should be deemed to satisfy requirements of the Business
Registration Ordinance.

International business companies, There appears to be no need to address the use of
miernational bustoess companies in 2 new Ordinance or otherwisc.
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12.00 TRANSITIONAL PROVISIONS

139. It is proposed that there be a transidonal peried with respect to implementation of
the new Ordinance. All new incorporations would be under the new Ordinance and existing
companies would have a pericd of three to five years to reregister under the new Otchinance.
Reregistration procedures would be kept very simple. This approach has been successful in
other jurisdictions. Reregistration, provided it requires minimal effort , could be a welcome
tonic to Hong Kong business.

RECOMMENDATIONS

12.01 Mandatory continuance for companies. A new Ondinance siould include a requirement
of mandatory continuance for companies created voder the old Iegislation over 2 transitienal
period of three to five years,

12.02 Simple rerugistmﬁﬁn procedure. Continuation under the new Drdinanee shonld be effected
through a simple reregisiration procedure which should involve oanly minimally mare effort
and expense than the eurrent annual filing and audir requirements.
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