CHAPTER IlI

LEGAL PERSONALITY, CONSEQUENCES
' INCORPORATION AND PROMOTERS

LEGAL PERSONALITY AE‘&ED- ONSEQUENCES OF
INCORPORATION

introduction .
[1]

Upon incorporation, a company is a legal person ane;
separate from its controlling members. The fact th"(
are in total and effective control of its affairs ot™
serve its members’ interest is no excuse to disregard Y
personality or to treat the company and ifs niembers: 4 the.
some legal purposes or for some ensniag consequences.

independent of and
ttolling members
e CO pany is to

Legend of incorpaoration
General rule
[2]

Legal personality established through the process of incorporation cannot
be ignored by the court. It is a layman’s fallacy that incorporation is a
machinery merely for effecting sharcholders’ purpose. In a useful and
often quoted passage in Gas Lighting Improvement Co Ltd v IRC [1923]
AC 723, Lord Sumney said at 740 that:

‘It is said that all this was ‘machinery’, but this is true of all participations in
B limited liability companies. They and their operations are simply the
i machinery, in an economic sense, by which natural persons, who desire to
limit their liability, participate in undertakings which they cannot manage to
carry on themselves, either alone or in partnership but, legally speaking, this
machinery 18 not impersona) though it is inanimate. Between the investor,
who participates as a shareholder, and the undertaking carried on, the law
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interposes another person, real though artificial, the company iiself, and the
busmess carried on is the business of the company, and the capital employed

ts capital and not in either case the business or the capital of the
helders Assuming, of course, that the company is duly formed znd is
. the idea that it is mere machinery for effecting the purposes of
ders is a Jayman’s fatlacy. It is a figure of speech which cannot
eots of the facts.’

ates the following layman’s perceived ‘fallacies’ but
tablished legal principles.

Salomon’s le§énc

[3] -
In the case of Salomon v Sgil Co [1897] AC 22, Mr Salomon
converted his business into a campaiy. Inaeuiring Salomon’s business,the

Mr Salomon to cover part of the
5 ﬂoatmﬂ charge on its assets

company created a debenture in:

his family ‘members as subscribers. Th:
subsequently and its assets were not sufficient to
creditors. Tt was held that the company W, whiich had

mpany, went into liguidation
y off the unsers red

fact that the company controlled by Mr Sab
thereby enhancing Mr Salomon’s priority claims for :;_b

company’s creditors. In the speech of Lord Macnagiﬁe)l,
that:

‘The company is at law a different person altogether irom the subscribegiito th
Memorandum and although it may be that afi=r incorporation the busifiess:is
precisely the same as it was before, and the sume persons are managers, and:
same hands receive the profits. The cainpany is not in law the agent of the
subscribers or trustee for them. Nor are subscribers as members liable, in any
shape or form, except to the exten: an< in the manner provided by the Act. Thit!
is, 1 think, the declared intention o1 the enactment.’

(4] .
The Salomon case demonstrates the reluctance of the court to attribute a
company’s liabilities to its members notwithstanding that rights of third
parties (notably the creditors of a company) may be adversely affected.

Salomon’s lesson
[51-[50]

The lesson one may learn from Salomon case is that the concept of
separate legal entity can be lawfully ‘abused’ to elevate what would
otherwise be a deferred shareholder’s claim for return on capital vis-a-vis
the claims raised by the general creditors of the company. For example,
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Legal Personality and Consequences of Incorporation  T1[52]

assuming that one is going to set up a business and that the necessary
initial working capital required to set up the intended business is
HK$300,000. It is tempting for one to make use of the principle enunciated
n the Salomon case to have minimum capitalisation, say HK$100, as
up capital and with the balance of the working capital met by way of
laolders loan. The company’s assets (both existing or o be acquired)
our of its founding members to secure repayment of the
; =loan. Should there be a corporate failure, whether or not due
to misi ggempnt of the founding members, they can still enjoy a priority
claim 0

s 15°a seennngly unfair 51tuat1on that the court
te fpr one to use a corporatc structure to
in the future and this is exactly the

in the Salomon case.' The fact that what
be, faftsand just or that there is a percei ved
intervene.’

prevent any liability i
basis of the principle enuggial
the court may have thoug
injustice is not a ground for theio

1 Seealso China Ocean Shipping Co itrans S ppmg Co Lid [19957 2 BKC 123,
2 See Adams v Cape Indusiries Plc [1999] 2 WLR 657

Property ownership and accrued rights
Company properly versus shareholding

[51]
Althou gh members of a company own the "Qmpany,

property on trust for its members in e aosence of an express tryst'cre
to that effect; this means that memibers cannot be regarded as the besiefici
owners of the company’s propraiv. The Maritime Trader [1981] 2 11
Rep 153. Furthermore, shacsholders are not, in the eyes of law,
owners of the undertaking which is something different from the to
of the shareholdings: Short v Treasury Commissioners [1948] 1 KB
per BEvershed LT at 122. In JJ Harrison (Properties) Litd v Harrison [2002]
2 BCLC 162, the Court of Appeal held that a company is not a trustee of
its own property. Instead, it is the legal and beneficial owner of that
property which cannot be disposed of except in accordance with its
memorandum and articles. On the other hand, a director, on being appointed
to that office, assumes the duty of trustee of the company’s property.

(52]

In Richcombe Investment Ltd v Tin Fung [2001] 2 HKC 115, the question
before the court was, inter alia, whether a Mareva injunction should be
granted upon application by the plaintiff against its directors in respect of
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their misappropriation of remittances when dealing with forex trading
through the plaintiff’s sub-subsidiary. Sakhrani J said at 118 that:

ite law that a shareholder of a company has no rights over the assets of
smpany. His rights are to the shares of the company and not to the assets
pany. He owns the shares, not the assets. The assets belong to the

is distinction is of fundamental importance and a matter of basic

This principle 3 .
[1925] AC 619 where ,w held hat the owner of a timber estate who

fact that the owner can derive
ot confer him any lecal or

insurance taken out in his owrn
profit, or suffer loss, from the t
equnab}e interest in the timbers.

nenhe: he nor any creditor of the com
equitable in the assets of the COIpDI'atIOIl Equ
no insurable interest in the assets of the pnnmpa

Motels Lid v Commence General Insurance. G
6903.

Ly, & t::ompan.r ‘ns
a‘reholder Vandlyn

[54]
In Verderame v Commercial Union Assurance Co ple |! 992 3
the plaintiffs who were only the shareholders af a coﬁii;aanr 1D “ugh
insurance brokers arranged for an insurance poitcy covering lossed from
theft and business loss. Theft occurred in the ¢oiapany’s premises restltifis,
in a }oss of business and income by the plaintiffs as sharcholders. Ap:
action by the plaintiffs agamst the infurance brokers for negligence for
failure to insure the company’s oropexty was not upheld as the right of :
action should acerue to the company.

Self-acquisition

[551-[100]

The principle of separate legal personality was also upheld in Acates &
Hutcheson plc v Watson [1995] 1 BCLC 218 in which a company (ie the
acquirer) which acquired the controlling interest of another company (as
its subsidiary) that only held the shares of the acquirer, was held not to
have infringed the rules concerning the prohibition of 2 company acquiring
its own shares.!

1 See section 58(1A).




Legal Personality and Conseéuences of Incorporation 1I1[104]
Property holding company

[r01] .
1 Good Praofit Development Ltd v Leung Hoi [1992] 2 HKC 539, it was
3ld that an agreement entered into between the directors/shareholders of

Wwas not a party to the agreement and those who promised to

nded property did not own it. The argument of a trust was

nvitation of the court to lift the corporate veil was turmed
Woo J at 545:

“1 may say so, a very common practice in
_ hareholders in litigation have absolawe
control of the company wh 1 her business activity than dealirg in
and with the landed property be e asset does not ipso facto justdy ‘the
court to depar[ from the general*prififiples-enunciated in Salomon+ Salomon
& Co Ltd ..

[102]
The court reached a similar result in REZ35"s Wi
102 where the gift under a settlement in a will of cert:i P perty bequeathed
to a beneficiary was invalid when the settlor at v
owned the shares of the company holding the "ope

Equating company’s and memkaers’ righis
Civil rights and remedies

[103]
The fruits of any litigativa brought on behalf of the companyiby e
minority shareholders against the controller of the company or any parts
related thereto in respect of any wrong done te the company only go to the
company and not the shareholders who initiated the legal action. Similarly,
even if a company has aright of action against any person for any loss and
damage that it has suffered, this does not mean that the members of the
company have a right of action to sue the person for the loss in the value
of their shares resulting from the damage so caused to the company:
Prudential Assurance Co Lid v Newman Industries Ltd (No 2) [1982] Ch
204; Stein v Blake [1998] 1 All ER 724; cf Johnson v Gore Wood & Co
[2001] 2 WLR 72.

[104]

A right of action accruing to a company cannot be enforced by its director,
shareholder or employee despite the fact that they or each of them may
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have suffered a loss by an act of a wrongdoer. This was made clear in
Burgess v Auger [1998] 2 BCLC 478 in whmh the court held that duties
Y 8 recewer and mortgagee were only enforceable by the mortgaoor

}ii was made by Lord Buckmaster in Macaura
‘ 25] AC 619 at 626 where his Lordshlp

to carry on business and a shar
when the company is wound up

[151]

the plaintiff against the defendant for neghaent
investments made by the plaintiff through-*' :

provider to the company was struck out as t
through a corporate vehicle. In addition, his company
defendant bank’s customer all along.

Criminal wrong against company

[152]
Notwithstanding the rule that a company is an entity separate from “its
controllers, this rule would not be tllowed to go to extremes where
injustice may be caused to companics for'a wrong made by its controllers, &
No doubt, this should be distinguished with situations where charges were™
laid against a company and those who are the directing mind of the
company would have their guilty mind equated with the company for this
purpose. As observed by Lord Reid in Tesco Supermarkets Lid v Nattrass
[1972] AC 153, at 170:

‘A living person has a mind which can have knowledge or intention or be
negligent and he has hands to carry out his intentions. A corporation has none
of these; it must act through living persons, though not always one or the same
person. Then the person who acts is not speaking or acting for the company. He
is acting as the company and his mind which directs his acts is the mind of the
company. There is no question of the company being vicariously liable as...He
is an embodiment of the company or, one could say, he hears and speaks
through the persona of the company, within his appropriate sphere, and his
mind is the mind of the company. If it is a guilty mind then that guilt is the guilt
of the company.’
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Legal Personality and Consequences of Incorporation 1I1[154]

[153]

In circumstances where companies are defrauded by their controllers, they
are entitled to pursue claims against their controllers who are not allowed
raise a defence that they are acting as the companies’ agents and on their
If. This logic not only applies to establishing corporate civil rights!
) extends to remedying criminal wrongdoings wherein companics
he suf . Whilst the imputation of mdmduals personal knowledge
any they control may sometimes produce an absurd result (eg
d:an individual who is its directing mind and will? cannot be

company’s property against the company’s
0681 FWER-1246.

interest: R v .S‘mclaz

1 See Belmont Finance Cor,
2 For further discussion of this
will, [353]-[403] below.

[154]
The case of R v Philippou (198@) 89 Cr
possibility of a person stealing frg t her own~ company. The
pr0pefw y its controlling
directors acting as its alter £g0 Can amount to 2,

cannot be sustained because the company-—as

company is treated to have consented to (s ¢ thefy By 1ts
knowledge and state of mind is imputsa to the company

still be an appropriation of an owner’s propexty for the purpase
Theft Act 1968 despite the owne’s consent to the act of appropri
This issue has raised an mtveatmg argument that owners of a_ Taini
owned company may comuit an act of theft by taking away its'mo
other than in a way permitted by company law.? This was the s
fmdmg in Regina (A) v Snaresbrook Crown Court (The Times, 12 Ju}y
2001) in which the court refused an application by A for judicial review
of a decision of the Crown Court judge concerning the dismissal of a
charge of theft against him as a director for misappropriating the
company’s property as appropriation could be made with the owner’s
consent and the key issue was whether the appropriation was dishonest.
In Arab Bank plc v Zurich Insurance Co [1999] 1 Lloyd’s Rep 262, the
frandulent valuation made by the director in the name of the company
was considered by the court, in the context of construction of certain
conditions of the insurance policy, as not attributed to a company so as
to disentitle it from making a claim under the policy as the director was
not the directing mind of the company in relation to the valuation and it
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was impossible and contrary to common sense o infer that the director’s
knowledge of his dishonesty should be transferred to his company.

ls guilty of theft if he dishonestly appropriates property belonging to another
tention of permanently depriving the other of it: see the Theft Ordinance

® the rules concerning capital maintenance in Chapter VI; for this
§ }E]liott. Directors’ Thefts and Dishonesty” (1991) Crim LR

employees

[155]-[200] :
On the other hand inAG’s Ref

establishing what was described as a rfiar;\gg _‘t failure: a poor, inadequate
or absence of any system in the companys: ys.even when those who
worked in the company may have been unskilled, incg petent, indifferny,
apathetic, complacent and careless, it will4iot suffice for criminai latility
to be established if there was no identificat one who was solely
or principally responsible. -

Controlling sharefiolder as employee

[201]
In Lee v Lee’s Air Farming Ltd [1961] AC 12, Mr Lee was empl“ yed.
a pilot by a company that was owned and conirolled by him (who was als
its only director). Mr Lee was killed in an accident in the course of h
employment. The question before the coart was whether the estate of Mr
Lee could claim for employee compensation insurance for damage suffered;
during work. It could if Mr Lee wus regarded as an employee at the time
of the fatal accident. In response to the insurers’ argument that it was
impossible for Mr Lee, as owner of the company and acting on its behalf,
to make a contract employing himself, it was held that:

‘it is a logical consequence of the decision in Salomon’s case that one person
may function in dual capacities. There is no reason, therefore, to deny the
possibility of a contractual relationship being created as between the deceased
and the company” and that ‘there appears to be no greater difficulty in holding
that a man acting in one capacity can give orders to himself in another capacity
than there is in holding that a man acting in one capacity can make a contract
with himself in ancther capacity’.!

1  SeeLeevLea’s Air Farming Lid [1961] AC 12 at 26 and 30 per Lord Morris of Borth-
y-Gest.
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CHAPTER Vil

CCOUNTABILITY AND ENFORCEMENT —
I?RECTORS COMPANY SECRETARIES
"SHAREHOLDERS

1. Company-Dfficers — Directors and
Company:Secietary

OFFICERS OF THE COMEAN
[1] '

A company is an artificial Jegal entity and m
“The company itself cannot act in itS%wn p
directors’: Ferguson v Wilson (1866) LR
Lying at the heart of common law is the
rules of agency, statutory provisions and the coxip3
inter alia, the appointment, qualification, poweis :nd

ct through hvoran agents.

.itcapn on _.r act through
p 77 pecCairns LT at 89,
aaaGy . Apart from the
icles govern,
atval, of officers.

Concept of ‘officer’
(2]

‘Officer’ in relation to a body cosporate is defined in the Compa_
Ordinance to include a directr,-, manager or secretary. The term is gw
open-ended definition tha: inay encompass those occupyingse
managerial positions, whatever his or her title, and those who are activ.
concerned in the management or direction of the company: Toppam Printivig
Co Ltd v Champion Dragon Development Ltd [1986] HKC 371,

1 Under the Securities and Futures Ordinance, an officer is defined under Schedule 1 as
a director, manager or secretary of, or any other person involved in the management
of, the corporation or any member of the governing body of the unincorporated body,

[3]

For the purpose of section 276 concerning liability for misfeasance or
breach of duty, an auditor may be treated as an officer of the company: Re
Kingston Cotton Mill (No 2) [1896] 2 Ch 279; Re London and General
Bank (No 2) [1895] 2 Ch 166; Re Thomas Gerrard & Son Ltd [1968] Ch
455, R v Shacter [1960] 2 QB 252; Mutual Reinsurance Co Ltd v Peat
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Accountability and Enforcement — Directors, Company
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Marwick Mitchell & Co [1997] 1 BCLC 1 per Hobhouse LI, A similar
concept is applicable to the power of the court to summon officers of the
y whom the court deems capable of giving information eoncerning
ion, formation, trade, dealings, affairs, or property of the
asea Finance Ltd v KPM G [1998] BCC 216 per Robert Walker

[2003] 3 HKC 252 per Hon Kwan J (as she then
mpany are not officers: Re Great Wheal Polgooth
! For the purpose of the directors’ disquatification

1  Section 2(2) (as amer
a limited exception

the Companies (Amendment) Ordinance 2003) provides
> advisers from falling within the concept of a
shadow director by prmrldi a person shall not be considered 1o be a shadow
director of a company by reason only.that the directors or & majority of the directors
of the company act on advice givg; *a professional capacity.

Identifying ‘officer’ for certain p
(4]

In many instances, liability is imposed oy officers iin default under e
Companies Ordinance. In respect of offénces 2 dent to or in the
course of winding up of companies under segti 1, the tesin “officer’
shall include any person in accordance with wh iong;
the directors of company have been accustomed to act:$og

1 Apart from the Companies Ordinance, there are olher stam’ee W hlch if

or connivance or otherwise attributable to any n‘O‘ect or omission of the campany
officers. For a detatled analysis of this topic; sce {1904]—[1954] of Chapter III

[51-{50]
Concerning the enforcement of duiiez under the Companies Ordinance by
a court order, section 306(1) provides that if a company or its officer,"
having made defauit in complying with any statutory requirement, fails to
make good the default within 14 days after the service of a notice on the
company or its officer requiring the company or its officer to comply with
that requirement, the court may, on an application made to it by any
member or creditor of the company or by the Registrar, make an order
directing the company or its officer (as the case may be) to make good the
default within the time specified in the order, Section 306(2) further
provides that the costs of such application shall be borne by the company
or its officer in defanlt.

[51]

In case of a company winding up, any past or present officer who has
misapplied or retained or become liable or accountable for any money or
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