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915-000 Introduction

Directors are entrusted with the administration and the management of the
company’s resources such as money, properties and manpower to fulfil] the
objectives of the company. As such, they are obligated to account for the
money and resources used in generating income and profits (or losses) as well

as 1o provide relevant, timely and material information to shareholders ang
stakeholders,

In lieu of the above, directors are required to oversee the actowit of
transactions and the keeping of adequate records of all transaciisng entered
into by the company. Besides complying with the requirements of the
Jempanies Ordinance (Cap 32), such practice also serves the purpose of
meeting the requirements imposed by the Jnland Revenue Ordinance (Cap
[12). The reason behind the law 15 1o ensure that sharcholders and
management are informed of the results of (he operations during the
accounting period, and the state of affairs as at the end of that period.

For listed companies, whose f(inancial year ends by 31 December 2012, a
part of the Report must include reference (o the Environmental, Social and
Governance Reporting Guide,

For listed and non-listed companies, the directors of “financial
institutions” should be mindful of the operation of the Anti-Money Laundering
and Counter-Terrorist I inancing (Financial Institutions) Ordinanee (Cap 615)
which came into force on | April 2012,

1115-000 ® 2012 CCH Heng Kong Limited

215

S :
A “financial institution™ means

an authorised institution,

-

. alicensed corporation,

« an authorised insurer,

« an appointed insurance agent,

e an authorised insurance broker,

e a licensed money service operator, or

« the Post Master General.

€15-020  Meaning of “accounts”

- 5 attached, which
ow statements, including the notes and other statements a

g w of the financial position,

i 2 air vie
are collectively intended to give a true and fai
rofit or loss and cash flows of the company. _‘ ke
E Directors are required by the Companies Ordinance ((_f!rlia] ‘32}‘:::0:?“[ e
) i : : is a
i the shareholders. Th unt.

X of their stewardship to : e
ailnllﬂiL BAI"’C:"’rlrlin(tiuf a financial report. A detailed report by dlil'(..l.-tm'b :is.;ie : mg =
oo tf': -ieaﬁ of activity and an auditors’ report are also req
specific @

i s accounts.
attached with the accoun . : uss
Accordingly. the annual reports that directors present 10 ::mreh
ree : I L] o i -‘-.’ report.
ompri(::: a financial report, the directors’ report and auditors” rep
comp :

915-040 Keeping of books of account e
s of ace wi
Every company shall cause to be kept proper books of accoun
respect to: i’ il
i Il sums of money received and expended and the matters in respec
s all. . :
which receipts and expenditure takes place,

e all sales and purchases of goods by the company,

e all assets and liabilities of the company.

: : L
2 kept unless they are kep
i sannot be deemed to be e ke
er books of account cannot b m | el
as neil;?:,zary to give a true and fair view of the state of the company

: § 1
and to explain its transactions from time to time.
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915-060 True and fair view

In compliance with the Companies Ordinance (Cap 32), the accounts ofa
company must, ahove all. give a true and fair view of the state of the
company’s affairs as at the end of i financial year (in the case of the
sheet) and of the profit and loss for the financial ye
and loss account),

balance
ar (in the case of the profit

The term “true and fair view” is not de
give any real guide to its interpretation. [n lieu of this, the courts have now
accepted the rules laid down by the decountancy  profession for s
interpretation. Accounts which are in conformity with generally accepted
accounting principles are accepted as being “true and fair”.

fined by the law, nor does the law

In Hong Kong, the Statements of
Interpretations issued by the Hong Ko
rules for this purpose.

Standard Accounting Practice and the
ng Society ol Accountants provide the

115-080  Form of books of account

The extent and range of books of accouni maintained will vary to suil the
needs of each company and the complexity of the business. Accounting
records and books are properly maintained if they exhibit and explain the

transactions and financial position of the tompany. To achieve this end, they
should explain:

¢ details of entries of cash received and paid daily,

*  where the company deals in goods, the following statement:

(i) statements of the annual stocktakings from which the statemens b

stocks held by the company at the end of each financial y&arwill
be prepared, and

(i) statements of a]] goods sold and purchased which are detailed

enough to enable identification of the goods, buyers and sellers,
and

* information to allow the company’s

accounting books and records to be
conveniently and properly audited,

To achieve the continuing requirements that adequate maintenance of
accounting records be kept at all times, g company must maintain a proper
accounting system. An accounting system is defined as a series of tasks in an
entity by which transactions are processed as a means of maintaining financial
records. Such systems identify, assemble, analyse, calculate, classify, record,
summarise and report transactions and other events,

T15-060 © 2012 CCH Hong Kong Limited
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q15-100 Accounting systems and internal controls
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To summarise, the
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permit preparation of financial information within the framework of 4
recognised accounting policy,

* the permission to access the assets and records in accordance with
management's authorisation, and

* the ascertainment of the recorded particulars of agsets by comparing and
verifying with the existing assets and new assets where appropriate gt
reasonable intervals, and the taking of timely and appropriate action wih
regard to any discrepancies found during internal audit procedures,

915-120  Failure to keep accounting records

If any person being a director of a company fails to take all reasonable
steps to secure compliance by the company with the requirement ol s 121 of
the Companies Ordinance (Cap 32) 1o keep proper books of account, or has
wilfully caused any default by the company, he shall be guilty of an offence
and be liable to imprisonment and 4 fine.?

915-140 Where accounting records to he kept

The accounting records of a company are to be kept at the registered
office of a Company or at a place to be decided by the directors, and shall at all
times be open to inspection by the directors.

The accounting and other records of operations outside Hong Kong may
be kept by the company at a place outside Hong Kong, but the accounts and

profit and loss account and balance sheet and any documents required i he
attached thereto and reflect with reasonable accuracy the financial position at
intervals not exceeding six months.?

915-160 Retention of accounting records

All companies are required to retain such accounting and other records as
will sufficiently explain the transactions and financial position for a period of

seven years after the completion of the transactions or operations to which they
respectively relate *

The period of retention however, defers from the (ax legislation which
states that where the situation warrants it, the Commissioner of Inland
Revenue has the power to review fax assessments within ten years affer the end
of any year of assessment. In view of this, companies might consider retaining
important accounting records for a period of ten years for tax purposes.”

T15-120 © 2012 CCH Hong Kong Limited
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115-180 Compliance with approved accounting standards
ﬂ‘ 5-
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915-200 Inspection
5 : ny.
The accounting records are important documents of a company
l i ; :ompany.
As directors are responsible for the publ}sheq ac?oun;snnt‘i gac;;abqe zf
they are entitled to the {ullest information whlch lhxi mrr!?:lbl:q .panjes e
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[2011] 6 HKC 71
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financial centre in the Far East Asian regj '
” 19 A Faat £ion and a prominent free-

iivefn ‘i‘;?gﬂ:igssla::rw d;:tho‘rmes are anxious to provide g stil:lériiilp?a:'

ik 'rakg, :ere C?r inyeslors in Hong Kong, Under this gereml

= mﬁa;‘md o “Thr\ST ‘(})ch (ie, th‘e Codes on Takeovers and Mergess, b[xt

G mcﬂca]t r zgd?o_vers Code™: and see also the Share Rapurshase

require the m;rkel. to ? L:; thngs 1% the Hong Kong regulatogy Qi

e S et O 1ollow as far as takeover and merger la:tiviti::-a i
erned. e

Taking over control of a Company involves the existing «
;tf:}r:p::r],)éu::rr;s[f?;u:ﬁ suf'ﬁ.cicn't shares to an offeree ;‘:t:f: ::ﬂé‘;:?;?ec:: Drl[;:'
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snothr person, will be by referonc 1o gy e 1 SAMe control g

fletuer § _ he by efinition of e al 1§ |
:é:;;?cwtht:lhﬂedl;ﬁ? ,5()% or more of the voting rights 0? a iﬁ?ﬁ;—:ﬂ}}h;‘; ::)slhlg
s mmpan.y cﬁ';'-'fl'r ?.c?mres a!l or over 50% of the voting shares of lﬁe
e :mh,'e: ,l;gw control is achieved, However in reality effective

ey ed with less shareholding — as low as 30% sharehold;
get company, =

=
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A friendly takeover oeccurs when the directors of the target company
welcome the bid. A hostile takeover is when there is opposition from the
directors, and the company may seek to take defensive action to prevent the
takeover; for example by application to the Takeover Panel.

The reasons for a takeover include:
(a) acquisition of a competitor,
(b) to enable expansion into a new area or to diversify, or
(c) to take advantage of a favourable share price or surplus cash of the
eompany or to acquire a valuable asset. For example the target company
in the Shanghal Land's case (Vivien Fan & Ors v HKSAR (2011) FACC
Nos 6-8 and 10-12 of 2010, CFA) where the target company was
deseribed as a “cash rich™ entity and the acquisition was to abtain a
wealthy company,
Takeovers of target companies are usually conducted in one of the
fullowing manners:
¢ by way of a private (reaty,
e by acquisition of shares in the market,

& g combination of the above, and
making a mandatory offer to all shareholders of the target company.

Where the takeover is that of a private company. then it is commonly
referred to as a merger and acquisition (“M&A™). However, where the
transaction involves a public company. whether or not listed (and the relevant
listing here is that it is a primary listing in Hong Kong). then it is referred to as
a takeover, An M&A involves observance of the terms of the Companies
Ordinance (Cap 32), in particular the sections relating to “financial
assistance”™. A takeover also involves the Companies Ordinance (Cap 32) and
the Takeovers Code; if the target is a listed company, then provisions of the
Securities and Futures Ordinance (Cap 571) will also be relevant; in particular
see clauses 4.1 to 4.3 of the “Introduction to the Takeovers Code”.

The documentation for an M&A usually includes:
a confidentiality agreement, perhaps limited to the duration of the

L]
negotiations; this will be followed by certain confidentiality terms in the
contract (the “Sale and Purchase Agreement”),

¢ an exclusivity agreement under which the target company covenants to
deal only with the current, potential purchaser, usually for a limited time,

= sometimes a separale agreement containing a non-compete covenant (o

protect the value of the asset being purchaser, and

Hong Kong Directors’ Manual f130-000
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e the acquisition or holding of, or entitlement to exercise or control the
exercise of, more than 30% of the voting shares in a public company (and
designated company) by a person (or company) or a group of such
persons acting in concert, or

= the entering into of an agreement, arrangement or understanding by two
Or more persons to co-operate to act jointly or severally (eg, consolidate
their voting power) for the purpose of exercising control over a company.

From the point of view of a free enterprise economy, allowing people to
pursue their own economic advantage will result in the best use of limited
resources. It follows from this theory that, as in the ease of takeover bids. a
person of substantial means who feels that the value of the assets of a company
is greater than the value placed upon those assets by its existing shareholders.
should be-free to attempt to persuade those shareholders to transfer control to
the persta with substantial means. From the economic point of view the person
of substantial means will put these assets to more efficient use.

Similarly, in a merger, the two business enterprises, by merging, will be
veparded as the best judges of a business advantage. Nevertheless, the theory
on free enterprise also recognises that a resulting enterprise may become
monopolistic and abuse its position by charging higher prices, and operate with
less efficiency than under competitive conditions. Further, a takeover bid may
override certain considerations of public interest, particularly in industries
providing public services and utilities.

There are various categories of takeovers and mergers which can be
classified in the manner set out below:

* Horizontal — A horizontal takeover or merger involves two companies
producing essentially the same products or services (or products or
services competing with each other) joining together. The objective of
the exercise is to reduce the number of competing firms in an industry
and eliminate duplicate facilities thus giving rise to a greater scope for
the economies of scale.

* Vertical — A vertical takeover or merger involves a firm engaged in the
manufacturing of a certain product taking over the other firms engaged in
the manufacture of the same product at a different stage. The takeover is
called a vertical one if one of the two companies is a potential supphier of
goods and services to the other so that the two companies that merge
contribute to the final product manufactured. For example, a car
manufacturer taking over a sheet metal maker or a car distributing firm.

e Conglomerate — This mode of takeover or merger involves the joining of
two companies in different industries not related to each other
horizontally. The objective is to merge the same or competing products

Hong Kong Directors’ Manual 1130-000
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of the‘ Iwo companies, thus brin
marlketmg, manufacturing, research
al big group of business activitjes,
called diversification with a view to:

ging together common factors
and development or technology i,}
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* = . ¥ '
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A leverage buy-out (LBO) has also qualified as
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A C‘.bmpetfﬂar: Bill was introduced into
wut':a Bills Committee. The Bill is designed 1.
restricts or distorts competition in H
Hi ) Garpe n Hong Kong, It also prohibits ()
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930-020 Source and purpose of Codes

. I' l'lne 'TELkenvers Code has been issue
ommission (“SFC") in consultation wij
predecessor, the Committee on Takeovers a

d by the Securities and Futures

th the Takeovers Panel and ifs

e | nd Mergers,

5o IIZS ode comprises General Principles, and Rules, The General
Pies apply to supplement any areas not covered expressly by the RZT;?
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The General Principles represent statements of good conduct in relation to
takeovers and mergers. The Share Repurchase Code also contained General
Principles which have the same object as those in the Takeovers Code.

Despite not being binding, the spirit and the terms of both are to be
observed. However, in exceptional circumstances, the Executive and the Panel
may modify or relax the application of the Rules.

The Takeovers Panel and the Executive administer the Codes.

The primary purpose of the takeover codes is to ensure [air treatment for
shareholders who are affected by takeover and merger transactions. In essence,
the Code seeks to achieve fair treatment by requiring equality of treatment of
shareholders, mandating disclosure of timely and adequate information to
enable shoreholders to make an informed decision as to the merits of an offer
and zitzuring there is a fair and informed market in the shares of companies
aflecied by takeover and merger transactions. It also provides an orderly
framework with which all takeover and merger transactions take place.

The Codes do not have the force of law. They are written so far as
possible non-technical language and should not be interpreted as statute.
However, the listing rules of the Stock Exchange in Hong Kong Limited
expressly require compliance with the Codes.

The Rules in each of the Codes contain detailed information about the
manner of observing the terms. They are to be interpreted to achieve their
underlying purpose of affording fair treatment for shareholders who are
affected by takeover and merger transaction, and share repurchases.

Both the Takeovers Code and the Code on Share Repurchases share
common delinitions and general principals. The General Principals are
essentially statements of good standards of conduct to be observed in
takeovers, mergers and share repurchases.

Each of the Codes contains a series of rules. Although the rules are
expressed in more delail, they are to be interpreted to achieve their underlying
purpose.

From 25 June 2010, the Takeovers Code became relevant to REITS, as an
example of a collective investment scheme under Part IV of the Securities and
Futures Ordinance (Cap 571).

Hong Kong Directors' Manual §130-020
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Definitions

Takeover offer.............. P
b e Ll e 930-080
Persons acting in concert ............ .. = -930-090

..................................... e 30-100
930-080 Takeover offer

A (13 e o e T S :
takeover offer” in relation to a comp

acquir it i
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ode).
930-090 Acquirer

An “acquirer” means:

. d il
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930-100  Persons acting in concert
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« A company, its parent, its subsidiaries, its fellow subsidiaries, associated
companies of any of the foregoing, and companies of which such
companies are associated companics,

« A company with any of its directors (together with their close relatives.
related trusts and companies controlled by any of the directors. their
close relatives and related trusts).

« A company with any of ils pension funds, provident funds and employee
ghate schemes.

e A fund manager (including an exempl fund manager) with any
investment company, mutual fund, unit trust or other person, whose
investments such fund manager manages on d discretionary basis, in
respect of the relevant investment accounts.

o "_A financial or other professional adviser. (including a stockbroker), with
its client in respect of the shareholdings of the adviser and persons
controlling, controlled by ot under the same control as the adviser except
in the capacity of an exempt principal trader).

« Directors of a company (together with their close relatives, related trusts
and companies controlled by such directors. their close relatives and
related trusts) which is subject to an offer or where the directors have
reason to believe a hona fide offer for their company may be imminent.

s« Partners.

e An individual (including any person who is accustomed to act in
accordance with the instructions of the individual) with his close
relatives. related trusts and companies controlled by him, his close
relatives or related trusts.

s A person other than an authorised institution within the meaning of the
Banking Ordinance (Cap 155) lending money in the ordinary eourse of
business. providing finance or financial assistance (directly or indirectly)
to any person (or a person acting in concert with such a person) in
connection with an acquisition of voting rights (including any direct or
indirect refinancing of the funding of the acquisition).

€30-160 The Codes on Takeovers and Mergers

In Hong Kong, the scheme for a takeover bid is not governed by the
Companies Ordinance (Cap 32) but by the Takeovers Code (ie, the Codes on
Takeovers and Mergers. The Code applies to all takeovers angd mergers
affecting public companies in Hong Kong and listed companies with a primary
listing of their equity shares. The Code is concerned with offers for and
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