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Terms of Reference of the
Standing Committee on Company law Reforna

Te advise the Financial Secretary on amendments to the
Companies oOrdinange as and when experience shows them

to ke nacessary.

To report annually through the Secretary for Monetary
Affairs to the Governor in Council on those amendments
to the Companiesz COrdinance that are under consideration
£rom time to time by the Standing Committeso.

To  advise the  Financial Secretary on amendments
regquired to the Securities Ordinance and the Protection
of Investers Ordinance with the objective of providing
support to the Securities and Futures Commission in its

" role of administering those Ordinances.

Membership of the Standing Committee
for 1993794

Chajirman = The Hon Mz Justics Jones
Mambars : Mr Richard E T Bennett

Mr Christepher M de Beoer
Mr John R Brewer

Mr Dennis G D Cassidy
Mr Ambrose W 5 Cheung
Mr Marvin K T Cheung

Mr CHCOW Man ¥iu, Paul
Mr David W Gairns

Mr Stefan Gannch

Mr ERokert G Kotewall, Q.C.
Mrs Angelina P L Lee

Mr Alan Smith

H H Judge Tyler

Mr. J.7. Allen
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Ex-officio Members :

Mr A R Hearder, JP
The 0fficial Receivear

Mr Gordon Jones, JP
The Registrar of Companies
Mr David T R Carse

The Commissioner of Banking

Mr TAM wWing Pong
Deputy Secretary for Financial Serwvices

Mr Robert Nottle
Chairman, Securities & Futures
Commission

Secretary Mr P Murphy {(until Sth Cg¢toker 1953)

Mr ET ¢o'Connell {(fraom 9th Cctober 1993}

¥Me=tings held during 1593794

Ninety-third Mesting - &th Fehruary
Ninety-fourth Meeting - 6th March
Ninety~fifth Meeting - 1st HMay
Ninety-sixth Meeting - 10th July
Hinety-seventh Meeting - 9th October
Ninety-aighth Meeting - ith December

Ninety-ninth Maeting - 29th January



options Trading

At the 93rd Meeting of the Standing Committee {6th
February 1993} an information paper on the subject was

takbled.

The first in a series of consultatieon papers drawn up
by the Stock Exchange of Heng Kong had Jjust been
released seeking opinieons and comments on how traded
cptions on individual eguities could be introduced into

Hong Kong.

The Committee was further advised that other
consultation papers wokld focus on the areas of
trading, clearing, zettlement, risk  management,
financing and regulatory frameworX. These further
conzultaticn papers would be tabled before the Standing

Committee when available.



Investigatory Fowers of the Securities and
Fuatures Commission (SFC)
Amendments te the Companies Ordinance {CO)

Amendments to the Securities and Futures Ordinance (SFCC)

Summary of Recommendations

1. &t the 93rd and 94th Meetings of the SCCLR, (6th
February and 6th March 1993 respectively), members
supported the Financlal Services Branch's (FSE)
proposals to amend the (€0} and the (SFCG} in the

following manner ;

{a} To amend BSec. 152A(1){(b} of the 'CO' along the
lines o¢f Sec. 447 of the 1985 UK Companies At To
enable the Finahcizl Secretary to reguisiticon a2

company's documents;

(b} To amend Sec. 152A(1) of the 'CO' to enable the
Financial Secretary to appoint persons other than
public officers to regquire the production of

certain decuments;



(e} To amend the SFCO to provide the SFC with powers,
ir relation +to listed companies, of the kind
provided to the Financial Secretary under Sec.

1524 of the Companiss Ordinance;

(d) To amend the SFCO to enable the SFC to make an
application %o the court if it appeared to it that
the business of a 1listed company was Dbeing
conducted in a manner unfairly prejudicial to the

interests of any part of its members;

{e} To amend the 'CQ' to aliow an Inspector to
delegate to any person any power conferred on him

v Bec. 145 of the 'Co'; and

(F; To amend the 100" +o clarify that the court was
empowered toe make an order that a receiver or
manager of +{he whole or any part ef a company's
propaerty or business could be appolinted in
cilrcumstances  where Sec. 168A(2) of +the 'CO'
applied. The propesed amendment would allew the
court to specify the powers and duties ¢f the

recaiver or manager and to fix his remuneration.

Background

2. Bections 142 and 143 of the 'C¢' contain a pnumber of



provisions whereby in certain circumstance the
Financial Segretary must, and in other cirocumstances
may, appeoint inspectors to investigate the affairs of a

company.

Sec. 1523 of +the '¢0', which was enacted in 1984 and
which was based on Sec. 109 of the 1981 UK Companies
Act ewmpowers the Financial BSecretary to regquire a
company to produce certain bhooks and papers and if a
Company or person appears to be in possession of
certain books, ha may authorise a public officer teo
seek production of them. AL the time of its enactment
it was thought that the section would provide a
gdiscreet and less costlv way to assess whether a full
Inspection was warranted. As the UK Department of

Trade and Industry in its “"Investigations Handbook"

puts it:

NThis (the sention 152A equivalent]
power allows the Departmant to carry out
aenguiries discreetly, including
engquiries for determining whether a full
scale ingpection by inspectors .....
would be Jjustified. By making such
enguiries it may be possikle to avoid
the potential damage to a company which

could result from the knowledge that



inspectors have been appointed ..... It
may alsc be possible to avoid the
expense and delay inherent in the more

searching investigations..... n

Unfortunately, the present wording of Sec. 152A

inhibits it= uses because

{fa} 1t reguires +the Flnancial Secretary to reach the
same state of mind as is regquired for the

initiation of & full inspecticn; and

(b] the powers in Secd. 152A can conly be used by the
Financial Secretary  himself or by a public
officer®. This prevents the appeointment of
someone with experience and expertise who is not a

public offlcer to undertake the necessary review.

The eguivalent UK section i.e, Sec. 447 of the UK
Companies Act aveids those aforementioned pitfalls by
setting & lower threshold for the use of the power
egquivalant te Sec. 1%2A anéd by allowing for the
appointment of "a competent person" to examine the

bocks and records.



Anendments to the 'SFCO’

6., Over a period of time, the administration has besn led
to conclude that the SFC did not have sufficient
investigatory powers to carry out ita statutory
funetions. Notwithstanding that in performing those
statutory functions, the SFC encountered possible fraud
or misfeasance etc. in the management of listed
companies, it did not have the astatutory authority to
investigate the surrounding circumstances. It was
therefore fe2lt necessary to insert a provision in the

T8FCO? similar to Sec. 15232 of the 'CO'.

7- For similar reasons - principal amongst which is the
potential need for urgent action to curtail improper
aotivities and to protect creditors and sharsholders -
an amendment to give the SFC standing to apply teo court
for orders of the kind provided for in Sec. 188A of the

'CO' was reguired.

Other Amendments to the C0°

8. Secticon 1452 of the 'C0O' only permits an inspector to

delegate certain of the powers conferred by Sec. 145

viz -



i0.

fa) the production of hooks; and

{b) the gquestioning of officers and agents cotherwise

thapn an oath.

Experience has shown that the limited extent by which
the powers of section 145 could be delegated by Section
14524 has delay=d the inspector's investigations and

alsgc added to costs. Hence the recommendation recited

at paragréph i{e) above.

Sec. 183A{2) of the 'C0O' enables the court to make a
wide range of orders once it has been satisfied that
the affairs of the company are being conducted in a
prejudicial Manner. These include {inter alia)
restraining orders, the purchase of shares etc. It is
not, however, clear that Sec. 168A empowers the court
to appoint a receiver or manager. The administration
considers and the SCCLR concurs that empowering the
court to appeint a receliver and manager with regard to
the affairs of the company could well be the best

methaod of protecting creditors and shareholders alike.

The SCCLR also censidered the proposal that the term
"affairs of a Company" which appears in a number of

places in the 'CC' should be defined and modelled along



the lines of the definition set out in the Australian
corporaticns Act. After considerable debate members
doubted the wisdom of Iimporting inte the Hong Kong
legizslation such a definition which had been adeguately
developed by the courts over a long pericd of time.
Rather, members felt that the approach taken by the
courts hithertos allowed for flexipility, and room for

manceluvre and should remain undisturked.



Disqualification of Company Directors
and
Removal of Directors because of unsoundness of mind
and

Revisw of the Provision=s of Table A

Summary of Recommendaticns

1. These subjects were diacussed at the 94th (6 March
1993} and 97th (9th Cgotober 1993} Meetings of the

Standing Commitise respectively when members agreed

{a) that the recommendation of the administration to
exclude from the draft Disgqualification of
Directors Bill the eguivalent of Secticn 600 of

tha australian Companies Code should be accepted;

fky +that ihe present legal safeguards contained in the
Mental Health Ordinance dealing with deélaratinns
of 'Unsoundness of Mind' Iin relaticen te . the
rempval of directors for unscundness of mind were

satisfactory and adegquate; and



{c)] that a s=sub-committee should be set up to review
tha provisions of Table & in Part I of the First

Schedule to fThe Companies Ordinance.

Background

2. At the B8Bth Mseting of the SCCLR (6th June 1$9%2),
memkers agreed to recommend the addition of a provision
similar to Section 600 of the Australian Companies Code
as a supplement to the draft kill on disqualification
cf company directors. This draft legislation had bheen
supported by the SCCLR at their 75th Meeting (2nd March

1591) .

3. The BAustralian section i.e. BSection 600 applied to a
person who had been a director of two or more companies
which had been wound up as insclvent within 7 years of
sach other and where the ordinary unsecured creditors
had received lass than a 50% dividend. It was proposed
that the oOfficial Receiver (OR} could serve such a
person wWith a notice requiring him to show cause why he
should not be prohibited from being a director or from
being 1in =any way concerned with the management of a

company witkout leave of the court.



puring the dratfting proeess, 1t became apparent that
the implications ©f the proposal would involve the OR
in a guasli Jjudicial function. As there were no
existing procedures for conducting hearings, they would
have to be establishad which wonld invelve questions of
legal representation, whether there should be public or
private hearings, whether the evidence should be
published and whether the rules of evidence would
apply. In view of this the OR felt that such a
provigien would be unacceptable. 1In addition the costs
invelved in setting up appropriate procedures for the
hearings would be high. The administration shared this

viaw.

With regard to the guestion aof the removal of =&
director if found to be of unsound mind, this was
discussed following a2 request from a LegClo member for

the S5CCLR to consider the position,

The Standard Article of Association on the subject is
Article 90(d) of Tabkle A in Part I of the First
Schedule to the Companies Ordinance. This prevides for
the disqualjification of a director if he becomes of

unsound m@mind, There is, however, no definition of the



term ‘unsound mind® in the Mental Hzalth Ordinance
though the concept is recognised. Whather or naot
someone is of unsound mind will be determined by the
courts and this will be done on the weight of the

medical evidence before them.

After discusszion and debate, members felt that the
presant Jlegal safeguards with regard to directors who
ecame of unscund mnind were satisfactory and did not

require change.

Review of the Provisions of Table A in Part I of the First

Schedule to the Companies Ordinance

Following on from the discussions regarding Article
30{d) of Table A (Directors becoming of unsocund mind)
members agreed that it was timely to review all of the
provisions of Table A. The provisicns in Takle A had
received scant attention from the BCCLR and it was now
congidered appropriate to see whather the other

articles needed updating or change.



Section 16% of the Companies Qrdinance 'C017
{(FProvisions as to liability of officers and

auditors of a company)

Summary of Recommendations

At the 95th Meeting of the SCCLR, {lst May 1993)
members recommended that Section 165 of the 'CC' be
amended to permit a company +to purchase indemnity
insurance for either its auditor or any of its
directors or officers. Section 137 of the 1%8% UK
Companies Act was enacted to enable UK companies to

purchase indemnity insurance for its officers.

Background

Undaxr Sec. 1865, any provision contained in the
company's articles or in any contract with the company
which exempts any officer of the company or its
auditors from, or indemnifying him or them against, any

liakility for negligence etc. is void,

A company however is not precluded from indemnifying

its officers or audlitors agazinst the costs incurred by



them in dafending any civil or criminal preocseding
where Judgement is given in their favour or where
relief is granted under Sec. 358 of the 'C0'., Article
137 of Table A of the first schedule to the TCO?
permits this. However, Sectizon 165 only allows for
reimbursement of the directsor or officer concernsd in
respect of a successful defence of any action arising
out of their positicon as a director or cfficer of the

company .

In other Jjurisdictions such as Australia, or Japan and
since 1%91i, the UK, it has long been possible for
companies teo purchase indemnity insurance for their
directors. Menmberz felt that such a provision should
also be permissible under Hong EKong law. Members
accepted +that in today's business enviromnment where the
business and legal demands on directors and othsr
officers of the company are heavy and complex, it was
commercially right that companies should be able to
purchase indemnity insurance for its dlrectors and
officers. In the event of a successful legal action
against a negligent director, at Jleast the compahy
concerned will have recourze to the insurance company

for any successful claim for damages.
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Sec. 267 of the Companies Ordinance (C0)

Floating Charges

Summary of Recommendations

1. At the &5th Meeting of the SCCLR, (lst May 1933},
members recommended +that Sec. 267 of the 'C0' Le
amended aleong the 1ines of Sections 79{1) and 265(38)
of the 'C0' to provide that the term "floating charga®
in the section should be deleted and replaced with the
exXpression : "A charge which, as created, was a

floating charge".

Background

2. In 18291, BSectlions 72{l1) and 265(3B) of the 'C0' which
gave preferred creditors priority over floating charges
were amended specifically to reverse the decision in Re
Brightliffe Ltd. (1987} Ch. 20Q. Floating charges may
contain c¢lauses which specify that when a certain event
occurs, the charge will automatically crystallise and
become a fixed charge. In Re Brightliffe, it was held

that a term of the charge specifying that it would



crystallisa o tha Lborrower recaiving notice was
valid. Until the cordinance was amended, the holders of
a floating charge which crystalliszed automatically were
regarded as the holders of a fixed chargs and =4 they
avoided the priority given to preferential creditors by
Secticons 79 and 265 of the CO. These sections were
therefore amended to overcome this difficulty and to
provide that preferred creditors still enjeyed priority
notwithstanding that the fleoating chargse may have

crystallised.

The opportunity to amend Sec. 267 along the same lines
was unfeortunately overlooked. Section 287, which
provides for the invalidity of a floating charge
created by a company within 12 months of the
commencement of the winding-up unless it was proved to
be solvent, was intended to ke an important safeguard
focr unsecursd creditors of a company in ligquidation.
A8 the section remained unaltered, the decision in Re
Brightliffe Ltd. could still be relied upen Lo

c¢ircumvent the operation of Section 267.

Membars unanimously recommended the amendment to Sac.

267 as described in paragraph 1 above.



Sec. 48B Companies Ordipance (00}
Share Premium Account

Merger Accounting

Sumnary of Recommendations

1. At the 95th Meeting of the SCCLRE (1st May 1993) members
agreed in principle to the amendment of the Companies
ordinance to provide for 'merger relief' in cases of
acquisitions, mergers and reccnstructions along the
lines of Sections 130-134 of the 19585 UK Companies Act.

Background

2. BSec. 48B{1) of tha 'C0' provides that 1 "Where a

conpany issues shares at a premium, whether for cash or
otherwise, a sum equal to the aggregate amount or value
of the premjums on those shares shall ke transferred to
..... the share premiom account and the provisions of
this ordinance relating to the reduction of the share
capital of a company shall, except as provided in this
section, apply as if the =share premium account were

paid-up share capital of the company.”

-

-



Until the decision in the case of "Shearer V Bercain

Ltd™ {1980 33131 FR 295 it was widely assumed by

practitioners that the nesd to credit share premiums to
the share premium account could be avoided when shares
were i1issued for a ccnsideration other than cash by the
contract for the issue of the shares providing that the
consideration to be given for their issue should be
deamed to have a value equal to the nominal or paid up
value of the shayres, aven though the market value of
the consideraticn for the shares was clearly greater

than their nominal wvalue.

BHowever the Shearer ¥V Bercaln decislon held that under
Sec. 56 of the 1248 UK Companies Ackt, {Sec., 48B of the

'cot is  largely modelled on this UK section) a 'true
value' must be attributed to non-cash assets acquired
in consgideration for the issue of shares and that any
excegs over the nominal value of the shares issued must
pe transferred +o a non-distributable share premium

account.

2= a result of this declisgsion, and because of its

effects particularily in regard to mergers, acquisitions



and reconstructions, Sections 33%{1l) - {3) of the 1981
UX Cowmpanies Act was passed to retreospectively wvalidate
the action of any company which Issued shares 1n
consideratiorn of the issue, transfer or cancellatiocn of
shares in another company even though the first company
did not credit to its share premium account with a sum
egqual tTo¢ fThe excess of the market wvalue over the

nominal value of the new shares issuad.

The 1585 UK Companies Act (Sec. 120-134) now provides
that if a company holds S0% or more of the issued share
capital of another company as & result of an
arrangement for the issue of shares by the first
company in consideration cof the issue or tran=fer to it
of equity shares of +the other company, any share
premiums arising need not be credited teo the share
premiunm account and the first company's accounts may
show the shares acquired at an acquisition cost equal
to the nominal walue of the shares issued by it in

exchange.

The most important results arising from this change in

the law in the UE to permit merger accounting are



fa) the assets and liabilities of both companiss are
incorporated inte ths group accounts at beek

wvalue;

(b) the pre-acquisition profits or reserves of the
acguired Company are not capitalised {i.e.
transferred to the share premium account) but are

available to the group for distribution; and

{c) thes shares issued a= consideration are recorded at

nominal value.

Before any final recommendations were made to the
administration concerning a change in the law, it was
agreed, in view of the reservations ¢f the Hong Kong
Society Accountants ({HKSA)}, cver the UK legislation on
the subiject, to postpone further debats to enable the
HESA to satlsfy its=elf that there were no unresoclved
problems with the UK legislatien. It was understood
that UK regulators had experienced difficulties with
the relevant provisions of the 1985 UK Companies Act
and there were suggestions that the use of merger

accounting would be restricted further.



{H.B. At th= 180%thk Meeting of the SCCLE [(7th May 1994)
it was agreed that the 'CO' be amended Lo permit merger
accounting with the provisions ¢of the 1385 UK Companies
Act frforming the precedent for lesgal changes +to be
implemented in Heng Kong. It was further agreed that =
statement of Standard hccounting Practice (SSAPS) which
the HESA would draft and seek appreval for, would have

statutory backing).



Statutory Protecticon for

Anditors of Listed Companies

Suamary of Recommendations

1. At the 96th Meeting (10th July 1992) of the SCCLR
members agreed in principle teo extend to auditors of
companies listed an the Stock Exchange statutory
protection to enable them to report reascnable
suspicions of fraud t¢ the Securities and Futures
Commissicn ({SFC} and +the Stock Exchange of Hong XKong
(SEHX) . This will entail an amendment to the Companies

Crdinance {CO}.

Background

2. Under sSec. 61 of the Banking Ordinance, Sec. 89%A of the
Securities Ordinance and Sec. 51A of the Commodities
Crdinance, an auditor is granted statutory protection
and immunity when reporting in gocd faith to the
appropriate regulatory authority reasonable suspicion
of fraud or wrongdoing which he comes across in his
capacity as anp auditor. There is ne equivalent section
in the 'C0' extending the same kind of protection and

immunity to an auditor of a listed company,



The present legal posgition is that confidentiality is
an implied +erm of the auditors contract with the beody
appointing hinm. In addition there ig considered to be
a ‘'public intersst' in maintaining that confidential
¢lient relationshlp., Therefore if an auditor in breach
of that implied term reported a reascnable suspicion of
fraud to the appropriate regulatory authority, he would
ba in breach of the implied confidentiality term and
thus be susceptible to a claim for damages by the bogy

appointing him.

The administration now believes the time has ecome for
auditors of jisted companies on the SEHK to be afforded
the same statutory protection as is currently granted
to auditers under Sec. 61 supra, Sec., B5%A supra, and
Sec. 51A supra, In the UK the Cadkury Committee In its
final report on WYThe Financial Aspects of Corporate
Governance" recommended that the UK avthorities should
consider introducing legislation extending to auditors
of all companies the statutory provisions applicabkle to
auditors in the regulated sector. This would enable
them . to freely report in goed faith reasconable

guspicion of fraud or wrongdoing.

After discussion and debate, the SCCLR accepted the
administration’'s proposals and accepted the

recommandation set ocut In paragraph 1 above.



Inner Reserves amd
The Report of the Woerking Eroup

ocrnn Financial Disclosure

Inner Reserves

1.

An information paper preparsd by the Hong EKong Monetary
Authority (H¥MA)] was tabled at the 57th Meeting of the

SCCLE held on o QOctober 1953.

The 'HKMA' had held discussions with local banks and
other institotions on the questien of disclosure of
inner reserves. The HEMA had alsoc adopted a policy of
asking banks to notify it prior to the transfer to or
from, inner reserves. The HEM2 was 2lso encouraging
these institutions to produce written policy statements

o thelr pesition with regard to inner reserves.

It was alsc intended thait those discussions on proposed
transfsrs to and from inner reserves would be
undertaken on an annual basis prior to the finalisation
of the accounts. The objective of the HKMA was to try
to achieve greater consistency in the use and treatment

of inner reserves by the banks in Hong Hong.



I
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Report of the Working Group on Fimancial Disclosure

4. At the same maeting, the repeort of the Working Group on
Financial Disclosure was also takled for information
purposes only. This group had been established in
Novembar 1992 and consisted of members from tha
Sacurities and Futures Commission (SFC), the Stock
Exchange c¢f Hong Kong {SEHK) and the Hong Kong Soclety

cf Accountants.

£, Its term=s of referenca were :

"ray to review financial disclosure
reguirements and identify deficiencies
in the laws, rules and regulations
governing fimancial disclosure of listed

companjes in Hong Kong;

{b] to reconmand such changes toc the

requirements as are within the

jurisdiction of the SFC and SEHK!'



{c)

(d)

tc proposse o the HKSA any priority
areas identified in the course of the
review that may require a revision of

accounting standards;

to review and make recommendations on
systems for ensuring ongoing compliance
with financial discleosure reguirements;

and

(e} to make recommendations on whether there
should be @ permanent Iinstitutional
structure to consider financial
disclosure issues for listed companies.™

.\ SUmmary af the major recommendations

follows :

"The HKSA should :

{a)

continue to be responsible for setting

aceounting standards but should formally

were

as



{b)

=1

broaden the invelvement of other
irterested parties to include the SEHK,
SFC, the investment community, listed
companies and academics., Etandard
setting =should be the responsibility of
a Financial Reporting Standards
Committes of the HKSA, which should
establish aubcommittees on Standard

Setting and Emerging Issues;

consider the recommendations of the
Working Group -.... with respect toc new
or revised standards and develop a work
programme for the timely development,
consultation and implementation of such

standards.

The SEHE should

(a}

play a more active role in identifying
emerging accoounting igssues, standard

satting and compliance and erforcement



(b}

(<)

with & view to ensuring that Hong Rong's
financial discleosure reguirements and
level of compiiance and oversight are
consisteant with those of lezading

international financial markets;

prepare a public consultation paper on
amendments to the Listing Rules to deal
with the disclosure deficiencies .....
with a view to implementing Listing

Rules changes by December 31, 1933;

establish a separate unit dedicated to
the review of accounts of listed
cowpanies by December 31, 1993, The
unit should, at least initially, review
all listed company accounts i.e. annual,
interim angd preliminary announcements
for compliance with the Listing Rules
and statutocry requirements as described

in para. 48;



estaklish a Financial Reporting Adviscry
Panel consisting of Listing Committae
and FRSC representatives, to act as an
expert advisory consultative unit to the
SEHK in dealing with problematic
financial statements and disclosure

iasues,

The SFC should :

{a)

=}

take a more active role in emerging
accounting lssues and standard setting
with a wview to ensuring that Hong Kong's
financial disclosure reguirements are
consistent with those of leading
internaticonal financial markets and in
keeping with Hong Kong's status as a

financial centre;

prepare a public ceonsultation paper on
the need for statutory disclosure

cbligations for listed companies,



including the reguirement that annual
accounts give a true and fair wiew and
be prepared 1n accordance with declared
accounting standards and pelicies, such

as Hong Eong SESAPs.

The SEHK and 5FC should ke adequately
regourced 86 as to enable them to discharge
the additional responsibilities referred to

above.

The Government should re—-sxamine the
exemptions given +to banking, insurance and
shipping companies in the Tenth Schedule of
the Companies Qrdinance. Attention should
alsc be given to accelerating the process of
revising and updating the provisions of the

Tenth Schedule in general."”

The SCCLR is to be kept abreast of all future
proposals on  the question of greater
financial disclosure by Banks and other
authorised Institutionzs' and alsce by the

listed companies of the 'SEHK'.



Section 265 of the Companies Ordinances (CD) (Cap. 22)
Secticn 38 of the Bankruptrcy Ordinance (B0} (Cap. 6)
Protection of Wages on Insolvency Ordinance

(POWOTIO) (Cap. 380)

Summary of Recommendations

1. This subject was discussed at the 27th Meeting of the

SCOLR held on %th October 1893 when debate was

adjourned +to enable the '0Official Receiver' to take

further soundings from the commercial sector on

propeosals +to bring those amounts in respect of arrears

of wages, wages 1in lieu of notice, and severance set

out in Sec. 265 of the 'C0' into line with the amcounts

laid down in the 'POWOIOY.

Background

2. The 'FOWOIO' was enacted in 1985 to provide :

(a) for the estakblishment of a beard to administer the

Protection of Wages on Insclvepcy Fund;



fy far the paymant of mnonies from the fund to

employees whose employers becoma insoclvent; and

{c) for cther matters connected therewith or

incidental thereto.

Under Sec. 15 of the 'POWCIO', an applicant to whon

{a) wages are due and unpaid;

(b) wages ir lieu of notice are due and unpaid; and

(c) the 1liability to be paid a severance payment has
arisen and the severance payment is unpaild may
apply for an ex-gratia from the fund in respect of
any or all of the items set out in {(a) - (g}

above.

By vwvirtue of Sec., 24 of the 'POWOIO', a statutory right
of subrogatlion in favour of the fund arises in respect

of any 'ex-gratia' payment.

By wirtue of an amending ordinance to the 'POWQIC!' in
1993, the payments from the fund in respect of wages

and wages in 1llew of notice have bean increased to



$13,000.00 and §5,000.00 respectively from $8,000.00
ne $32,000.02 respectively. The 'POWOIL' already
provides for additional ex-gratia payments of 50% of
severance paywents In excezz of $8,000.00 (the maximum
under +the 'C¢' and fBO' is $8,000.00}. Hence there is
disparity between the payments under the 'POWOIO!' and

thoss under the '00' and 'BO!'.

The proposals for increasing the anounts treated as
praferantial under the 'C0' and 'B0!' seek toc abolish
this disparity even though this will likely decrease
the amounts of dividend payments to ordinary unsecured

trade creditors.



Amencdaents to the Coapany Winding-up rules
{CWOR} - Rules 160, 162, 1€3, 165, 181 and 182

Summary of Recommendations

1., At the 97th Meeting of ithe SCCLR {9th Cctober 19%93)
membears unanimcusly supported +the administration‘®s

proposals to amend the abovementioned rules sc as :

{a) to remove the existing regquirement for statutory
daclarations or affidavits tc accompany the

liquidators submission of accounts; and

{kY to substituote the need for the signatures of all
mempers of a committee of inepaction {CWUR 160} by
that of a liguidator In any request to the
Official Receiver to invest or withdraw funds of a
company in ligquidation in or from the companies

liguidation account.

Background

2. CWUR 162, 163, 166, 181 and 182 regquire liguidators

(cther than the ©Official Receiver} of companies in



compulsory liguidation £z file statutory declarations
or affidavits when they are filing with the official
Recsiver thelr acceounts. CWUR 160 provides that in a
liguidation, where there is a committee of inspectien,
2ll members of the committee of inspection are required
te sign a certificate of investment and reguest
Qirecting the 0Official Receiver to withdraw or invest
funds ©f the company lodged in the companies
liquidation account. The companies ligquidation account
is maintained by the 0Official Receiver and all
liguidators are required under Sec. 202 of the 'CO' to
lodge into that account all monies received by them in

the course of the liquidation.

The cbjective of the amsndments was to streamline
existing procedures and do away with unnecessary
administrative regquirements which only added +to the
time and cost of the liquidation to the wltimate

disadvantage of the creditors.



Incorporation of CPA Practices

Summary of Recopmendations

1. At the 97th Meeting of the SCCLR {Sth Octobker 1993)
members sSupported &the Administration's proposals and
those of the Hong Fong Society of Accountants (HEKSA) to
allow Certified Public Accountants (CPA} firms to
incorporate if they =o¢ wish. This was on the basis

that

{2) the proposed arrangements for the mandatory
HPrcfessicnal Tndemnity Insuyrance (PII) schame

advanced by the HKSA were adeguate;

(b} the operation of the practice review arrangements
by the HKSA pursuant to the provisions of tha
Profeasicnal Accountants {Amendment) Ordinance

1592 was satisfactory;

(=) to ensure the independence cf incorporated
practices, only accountants could qualify as
directors and shareholders of incorporated

entities; and



{d) to preserve the right of civil actien against the
individual auditor responsible for a particular
audit on the grounds of negligence, the
responsible certified accountant should ke clearly

identified in the audit report.

Background

At the 74th Meeting of the SCCLR (2 February 12%1)
members supported in principle the proposal put forward
by the HKS2Z to permit firms of CPA to incorporate into
limited liakility companies. This agreement in
principle however was subject to those matters cutlined
in paragraphs 1a - 1c above, AL present, accountants
can only join together in unincorporated business
partnerships where sach  partner i= jnintly and

sevaerally liable for the actions of the partnership.

The passage into law of the Professional Accountants
(Amendment) Ordinance 1%%2 now enables the HESA to
undertake regular practice reviews of CFA firm=s to
ensure that  high auditing standards are being

maintained. Under the programme, the EKSA sends



reviewers to individual practices to monitor compliance
with auditing standards and reguirements. This will

continue on a rolling basis.

With regard to the arrangements feor mandatory PII, the
scheme will +take +the form of a master policy with the
HES5A as the policy holder and all CPA firms who
participate in the scheme will be covered by it. Both
the administration and the SCCLR have accepted the

minimum level of indemnity proposed.

The HES2 has accepted the administratian‘s proposal
that the responsible accountant whoe undertakes the
audit sheuld ke named in the audit report. This will
praesaerve the right of civil actien against that person

if the audit is undertaken negligently.

The underliying reason permitting incorporation is nct
to deny the public the right to recover damages f[rom
negligent <CPA's but teo protect the innocent pariners
frem liability - hence the reascn for naming the person

responsible for the audit report referred to in para.

5.



In the UE accountancy Epractices have been allowad tco
incorporate since 1991 whilst in Australia there was no
legal impediment to incorporation. However only
‘natural persons' can be appeinted auditors. In USA
Some of the s=maller states permit accountants tao
incorporate. It ig understood, however, that in the UK
nona  of the 'pig six’ accountancy firms have

incorporated.



Financial As=zistance by a company for the
acguisition of its own shares
Secs. 47A — 476 Companies Ordinance

Sec. 42 Companies Ordinance {CO)

Sumxary of Recommendations

At the 9S8th meeting of the SCCLR (4th December 1993),
members agreed +to await the cutcome of a consultation
exercise presently being undertaken in the UK by the
Department of Trade and Industry (DTI} in respect of
Sections 151 -158 of the 1585 UK Companies Act, hefore
embarking on our own exercise in Hong Rong. Sections
47 - 476G and 48 of the 'CO' are largely modelled on

Sections 151 - 158 of the 19885 UX Companies act.

Background

Sec. 47a of the 'C0O' provides that it is uniawful for a

company or any of its subsidiaries to :

(2) give any financial assistance for the purpose of a



perscn  acguiring the company's shares, whether

directly or indirectly; or

{b) reduce or dlscharge any liability incurred for the

purpose of acquiring the company's shares.

Sec. 47(c}(3) and (4) sets ocut tha transactions which
do not fall within the general prohibition on giving
financial asailstance whilst Secs. 47D sets out speclal
restrictions for listed companies and Sec. 47e relaxes

the operation of Sec. 472 for unlisted companies.

In October 19%3, the DTI issued a consultative paper
seeking views on its proposals for a reform of Sections
151 - 1iE8, As was stated in the paper at paragraph

4.1:

"The main specific objectives of a
prohibition on financial assistance are
capital maintenance for craeditor
protection, prevention of misuse of
assets by controlling shareholders and
by directors, and egqual treatment of

shareholders. "



However, the law has been criticised as being uncertain
in =cope and liabie ta proikibit some transactions which
may be innocent or in the interests of the company.
These ecriticisms have increased as a result of the
House of Lords decision in the case of 'Brady v Brady'
{1988) BCILC &79 where it was arqgued that the provision
of financial assistance by the company in guestion was
permitted under Sec, 153(1) -~ BSec, 47C of the COo -
because 1f the assistance had not been provided, it
would net  have been  possible to  complete a
restructuring scheme without which eventual liguidation
of +the company was a probable rTesult. The court,
however, held, that the purpose of the financial
assistance was to enable the shares to be acquired and
thus the financial assistance 4id not fall within the

exemptioen in Sec. 153(1) - Sec. 47C of the 'CO’,

A further criticism levelled at the sections is that
there was a doubt as to whether the use of "subsidiary"
in Sec, 151 - Eec. 478A 'CC' - prohibits the giving of
financial assistance by a fereign~incorporated
subsidiary for the acguisition of shares in lts parent

company . This doubkt has recently been dispelied by



Millet J in his judgment in the case of Arxalk Bapk PIC v
Merch le Eoidings and or. 19383 ChD where it was

held that the term "Pany of its supsidiaries in Sec. 151

must be congtrued as limited te those
subsidiaries which are subsidiary
companies, that iw toc =say English

companies,"

In the circumstances it was felt appropriate to await
the outcome of the results of the DTI consultative

paper, when the subject will be reconsidered.



Company Accounts and Aodit

Sections 121 and 123 of the Companies Ordinance {(00)

Sumaary of Recommendations

1. At the 93th Meeting of the SCCLR (4th December 19537,
it was agreed to defar indefinitely any further
consideration of proposed legislative amendments to
Secticns 121 =and 123 of the '¢€0' (these deal with the
reguirements to keep and maintain heooks of account and

the form and content of accounts respectively).

Backgroumd

2. This subject has been vhder consideration by the SCCLR
since 1988. In the 8th Annual Report (19%l), it was

stated :

e 5 have been considering the
subject sf auditors reports and the
gquestion of why there are so few

tadverse opinicn' reports in respect of



|
9
in

|

the acceounts of listed companies in Hong
¥ong for scme time ..... it had hecome
clear during ocur previcous discussions
that many of the points beingy made

related to actual practice..... »

Concerns had Jbeen expressed in the past by certain
members that the use of dqualified audit reports
appeared widespread in Hong Kong. However, during the
course of a debate on the subject at the 97th Meeting
(sth October 15323) it was pointed cut that the Hong
Kong 1legislation was identical to the UK legislation as
ware the auditing and accounting standards. Cther
nembers opined that altimately the guestion of
responsible audit reports was a matter of professional
integrity for the individual auditor concernsd and that
it was the responsibility of the Hong Kong Society of
Accountants (HKSA), the professicnal body, to ensure
that high ayditing and accounting standards were

adhered to by its membership.

Memhers were advised that legislative amendments were

in the pipeline to eguip the HESA with investigatory



powers suo as to 2nable it to undertake an examination
of the work of a Certified Public Accounts {CFA) firm
without awaiting the receipt of a formal complaint. In
addition the Professional Acecuntants Ordinance had
been amended in 1992 1o enable the HKSA to undertake
practice reviews of CPA firms on a 'reolling bhasis'.
The aim was to ensure that satisfactory auditing
standards were being kept. This was ultimately for the

benefit of the majer end users of the service, namely

the commercial and business commanity.

Armed with the twin weapons of practice reviews and
{soon to be enacted) investigatory powers, members
expraessed the hope that the HEsSA would ensure that
auditing and accocunting practice were maintained at a
high 1level and reflected the status of Hong Kong as an
internatiopnal financial centre. In the meantime, it
was agreed that further debate should be adiourned. If
satisfactory standards wers not mnaintained, jt would
then be a matter for the administyration to decide what

further measures ought to ke intreduced.



Bankx of International Settlements -

'¥etting' under Hong Kong Iaw

Summary of Reccmmendaticns

1. At the 93%th Meeting of the SCCLR held on 2% January
1994, =a paper titled : VBIS paper on netting¥%: was
tabled by the Hong Kong Monetary Authority (HEMA} for
members' information only.

Backgrouand

2. "he Bank for International Settlsments (BIS) is a

profit-making clearing agency based in Basle,
switzerland, for central bank shareholder members in
foreign exchange and Eurccurrency markets. In April
1993, the BRasle Committee on Banking Supervision issued
a paper, inter alia, on 'netting'. This paper has been
circulated to the Hong Kong Association of Banks and
aleo the Deposit Taking Ceompanies Association feor their

Ccoaments.



3.

Cn the question of netting ths paper astated

"on the subject of netting, currently
the 1988 Capital Accord allows swaps and
cther derivative exposuyres to re
reported on a net basis only in a very
narrowly defined circumstance i.e.
bilateral netting by novation for the
same currency and same value date, which
deoees net aliow much capital kenefit to
most  bhanks. In the consultative paper
on netting, it was propesed that the
1288 cCapital 2cceord showld be revisad to
recognize, in addition to netting by
novation, other forms of bilateral
netting (e.g. by close-out} for the
purpeses of arriving at the credit
exposure on off-halance sheet
transactions such as swaps, options and
similar contracts. This will be subiject
to, among other things, a requirement
that the relevant banking supervisors

are satisfied that the netting



arrangement is enforceable under the

lawe of the ralevant jurisdicticns."

The HKMA has recelved a guldance note issued by the
Financial Law Panel in the UK which has examined the
legal pesition of netting under UK law. It concluded
that UK law would suppert bilateral netting of "off
balance sheet® ransactions. Therefore this would
enable sSwap transactions and other “off balance sheet®
transactions contracted under English law, to ke netted
off, which under BIS rules, would lead to a lower
capital requirement. This was very important for the
development of Tondon as a financial centre because
'swap' transactions could be executed with a lower

capital reguirement.

As a result of these developments, the HKMA Wwas
endeavouring to establlish whether or not netting was
permissible under Hong Kong law. Therefore the HKMA is
cansulting legal opinion and other interested parties
or the position. If iegal opinion was positive, this

would prove to ke heneficial to the development of Hong



Kong as a financial centre in that swap transactions
could be eXecuted with a lower capital reguirement. I
the legal opinien was negative, this would raise the
gquestion ©f whether the insclvency iegislation in Hong

Kong should be amended to allow netting to take place.

The HKMA 1s to keep the SCCLR abreast of developments
on the issue with updates on the progress of its

deliberations with cother parties.



Company Law Reform :

International Developments

Susmary of Recommendations

At the 9%th Meeting of the S8CCLR, an article written by
Frofegsor J.J. Du Plessis, Professor in Commercial Law,
Rand Afrikaans University which appeared in Vol. 14 No.
11 of Company Lawyer and which examined company law
reform in jurisdictions such as Australia, New Zealand,
UK and South Africa was tabled and discussed for
information purposes conly. However, it was agreed that
further discussions on whether there should be an
overall review of the Hong Kong Ceompanies Legislation
should be deferred to a later date. (N.B. At the date
ef writing the decision to go ahead with an overall

review has now been taken.)

Background

2.

The article by Professor Du Plessis pointed out that

companies legislation in 2 numker of Common  law



jurisdictions had undergeone considerable change and
amendment over a periocd of time. In the UK e.g. the
1948 <Companies BAct (CA} was based on the Cohen Report
of 1945. Thsa 1948 CA was amended and often
substantially in 1967, 1572, 1976, 1980, 1981, 1983,
1985 and 1%8%. Many of the more recent changes were a
direct result of directives from the European community
which has the long term aim of harmonisation of the
company law of its member states. As Professor Len
Sealy said in 1984, the velume which will contain
Ernglish Company Legislation in the year 2009 will be
+es.Man eight pound menster..... running to something
like 3,000 pages" ("The legislators: Do the Companies
Actsz help or hinder - company law and commercial

reality 1984"}

During the debate that followed certain members argued
forcibly in favour of Hong Kong undertaking its own

overall review ¢f its companies legislation given

fa) the growing slze and complexity of company law.
This made regulation more problematic as it was
increasingly difficult toc comprehend. Hong Kong's
companies legislation was largely medelled on the

1548 UK Companies Act;



4.

it} the piecemeal nature of the amendments hitherto
without considering  whether such amendments

harmonised with existing provisions;

{c} the explosion in the number of private companias
and whether 1t was right to subiect that type of
corporate vehic¢le to a regulatery regime which had
evolved since the 1%th century to deal with the

needs of public companies.

A= against the sentiments expressed in the preceding
paragraph, certain members expressed caution over the
proposal. Whilst it was right for Hong Kong to bhe ¢pen
and receptive to the influences of other jurisdictions,
it was worthwhile remembering that Hong Kong did not
rise to becowe che of the great trading nations ¢f the
world with its legal and commerclal infrastructure in a
poor state of repair. Hong Keng had te be wary of the
type of ‘t'socizl engineering' which characterised the
legal and commercial develeopment of jurisdictions under

socialist governments.

At the conclusion of discussions, mnembers agreed to

defer further debate until another meeting.



Paragraph S({1}{c) of the Tenth Schedule to the
Companies Qrdinance '({CQ)' -
Prohibition of financial assistance by a
company for the purchase of its own shares

Sumsary of Recommendations

1. At the 99th Meeting of the SCCLR (2%th January 1594},
members recommended that the references in paragraph
9{1) (¢} of the Tenth Schedule t¢ the 'CO' be amended to
Sections 47c{4){(b) and (c) of the 'CO'.

Background

2. The original Section 48 of the 'CQ' was repealed in

1991 and replaced by a new Section 48 whichk does not
contain, unlike the original secticon, any provisos.
Unfortunately, during the drafting process, the cross
referance in paragraph 9(1) {c} ©f the Tenth Scheduie to
provisos (b} and {c} of Sec. 48 (1) was overlooked and
is still contained in the 'COY. It is clear that the

cross reference shouid now be to Sec. 47C(4) (b) and {¢c)



af the 'CO' which exclude from the workings of Ssc. 47A
any schems by a company which enables a trustee to
purchase shares on kehalf of emplioyees or the making of
loans to employees to enahle them to acguire shares in
the company. The general rule under Sec. 47A prahikits
any company providing direct or indirect assistance to

any persocon to acquire ites shares.



Financial Disclosure by Authorised Institutions

Summary of Recoumendations

At the 99th Meeting of the SCCLR (29th January 1994}, a
paper was tabled by the Hong Kong Mcnetary Authorlty
(HKMa} for information purposes only. The purpose of
the paper was to update members on the question of
greater financial disecleosure by authorised institutions

in Hong Kong.

Background

The Securities and Futures Commission (SFC) Working
Group on Financial Disclosure issued a report in August
19931 which criticised the level of disclesure Ly banks
in Heng Kong, describing it es incompatikle with Hong
Kong's position as an international financial centre.
In addition, the Stock Exchange of Hong Kong was about
to publiish its own consultation paper on the listing
rules and whether listed companies should disclaose far
nore detailed fipancial information than they had

hitharto. This could possibly be achieved through the

listing rules.



The kKey gquestion to be addressed was that whilst the
HEMA was in favour of more disclosure by banks in Hong
Kong, this had to be consistent with the need to

naintain the stabjlity of the banking system.

There was a gsneral trend towards greater openness in
financial reporting but the level of financial
reporting in Hong Kong was lower than in other
comparable Jjurisdictions. This could lead to a lower
than Jjustified perception of the guality of banks in
Hong Kong and perhaps 1inhibit their ability to

undertake internaticnal business.

A= against that, the HEMA recognised that banks were
different from  other companies. News of a
detericoration iIin the financial position of a bank may
undermine confidence in the institution, leading, in =
worse case scenario, to a bank run. Loss of confidence
in one inatitution nay spread to others thus
undermining the foundations of the banking systen

itself.

Against this background, the HKMA had entered into
discussions with representatives of the banking sector
on the way forward and will be conducting regular
meetings to see if a basis for the cptimum level of
financial disclosure can be agreed upon. Regular
raports on pngrEEé would be submitted to the SCCLE and

the working group on financial disclosure.



Theft of Assets by Contrelliers of Companies

Summary of Recommendations

1. At the 99th Meeting of the SCCLR {2%th January 1994},
members considered a paper on the above subject which
had been tablad for information purposes only. It
arcse out of the House of Lords decision in the case
of: R V _Gomez ({1993, 1a1l ER 1) which had determined
that controllers of companies may steal from those
companies,

Background

2. Until this decision, the guestion of misappropriation

of a company's assets by those wheo contrelled it fer
their OWT} use was beset with uncertainty and
difficulty. 2s Mustiil L.J. pointed out in McHugh and

Tringham (1988) cr App R 385 {CA):

"Where the actor is beneficially

entitled te the entire issued share



capital ..... of the company it may ke
that his azt is not an apprcpriaticn

because :

{a) his act is egquivalent to an act of the
company and his intent is the intent of
the company sC there Can ke no
glrcumstances 1in which any of his acts

re unauthorised; and or

{b) s8since he has the irresistible pawer to
determine what policies the companies
shall pursue, there is pothing which he

himself may do in the company's name

which could in practice be
unauthorised..... n
i. However, in RV Gomez, Lord Browne-Wilkinson dispelled

this view by holding

", ... It would offend both common sense
and Justice to hold that the very
control which enables such people to
extract the company's assets constitutes

a defence to & charge of theft from the

COmpany. The guestion in each case must



be whethar the extraction of the
property from the company was dishonest,
not whethar the alleged +thief has

consented to his own wrongdoing.?

4. Members welcomed this decision of the House of Lords
which no doubt will alsc be welcomed by the Police and

cther regulatory authorities in Hong Eong.



The Legality of Capital Contributicns

Summary of Recommendations

At the ©5§%th Meeting of the SCCLR {29th January 1994)
members agreed to defer further discussion on this
subject until the ocutcome of certain legal proceedings

wag known.

Background

The practice of capital contribution inveolves a
contribution of cash or egquivalent by shareholders to
their company in proportion to their respective
shareheoldings which is not in connection with an
allotment o©f shares and which imposes noe okligation on

the company to repay the sum contributed.

The question was ralsed whether under the Hong Kong
Companies Ordinance (CG) it was possible for a person
who was e.g. a sole sharehcolder to have a transaction
with the company in his capacity as a shareholder.

Once the shares were paid up in full, the shareholder’s



future relationship with the company was limited to the
receipt of dividends, the conferral of rights to
subseribe for further shareas or receiving a

distridtution upon liguidation of the company.

However, it was recognised that there were no
provisionz in the 'C0' to cover what amounted to a
capital injection where no shares were issued by way cof
consideration. turlng discussions, it became apparent
that the practice was common where the company in
guestion had accumulated deficits which were reduced by
this injection of cash or kind by those who controllied
the <ompany. Members were advised that this particular
'‘grey area’ or uncertainty in the I-cr:m" did not lead to
abusa. In view of this, members agreed to defer

further discussion for the reasons cutlined in para. 1

above,



