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INTRODUCTION

1.001 Company is an organization used as a vehicle to conduct business. It usually starts
when several persons who agree to pool their resources and to carry on a business by using
a company, get together and register or incorporate the company. It is a form of business
organization which is created through an incorporation process. The incorporation process
is often carried out by persons who want to use a company as a business vehicle; they are
the promoters of a company. Once the incorporation process is completed, a company
comes into existence as an artificial legal person having its own rights and obligations
ie. a separate legal entity or having separate legal personality. Although there must be
persons who initiate the incorporation process, i.e. the promoters, once a company is
incorporated, it exists independently of these persons and independently of persons who
become its members subsequently. A company’s existence is not affected by any changes
in its membership. Although the members may withdraw from the company, the company
continues to exist until it is dissolved by a winding-up process.

FORMS OF BUSINESS STRUCTURES IN MALAYSIA

Corapany limited by shares

1010 A company limited by shares will have the following characteristics:

« Legal personality. This means that a company is a legal person and has the capacity to
contract and incur legal obligations.

e Limited liability. This means that where the company has incurred any debts and
obligations, it is the company’s funds that must be used to fulfill any financial
obligations. In general, the members will not be required to pay off any of the
company’s debts if the company’s funds are insufficient. Members’ liability is limited
to the amount of shares that they have taken up but not paid for.

e  Transferability of shares. In a company limited by shares, the shares that a member
owns can be transferred to another person.

e Two organs or decision making bodies. One is the board of directors and the other is
the general meeting of its members. There is centralized management by the board of
directors.

e Perpetual succession. A company will continue to exist as a legal person until it ceased
to exist through a process known as winding-up. The company continues to exist even
if there is a change in membership or even if all its members ceased to exist.

A company may also be incorporated as a company limited by guarantee. Such companies
are set up for charity, education, religious purposes, research, art and scientific purposes.
These companies are not set up for profit purposes.

As at December 2013, there were 1,059,698 registered local companies and 4,564 foreign
companies in Malaysia. There were a total of 1,889 companies limited by guarantee as at
31 December 2013.
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1.011 Company is a popular business vehicle because of its separate legal entity and
the limited liability of the members of a company. Separate legal personality enables the
company to continue its business without having to be closed down when there are changes
in its membership. It is quite common to find businessmen establishing companies to be
used for the purpose of limiting their personal liability for obligations or liabilities incurred
in the future by the company in carrying on that business. This is possible because of
the separate legal personality of the company. The transferability of shares also enables a
person who has invested in the company (i.e. a member) and who has been given shares
to represent his investment in a company, to easily sell the shares. This makes investment
in companies more attractive than a partnership (discussed below). The governance
structure is made up of the general meeting of members and the board of directors; and
the two organs of a company have powers to make decisions for the company. The powers
exercisable by these two organs are stipulated under the Companies Act 1965 (CA 1965).
Each organ, generally cannot make decisions which is not within its powers. The powers
exercisable by each of these organs can be delegated. In most large companies, the power
of management is often delegated to employees of the company. Centralized management
enables the investors not to have to be involved in managing the business which makes
companies an attractive investment vehicle.

1.012  There are however some disadvantages of carrying on business using a company.
The rules and regulation governing companies are more than other types of business form.
This means that the cost of compliance, in terms of financial costs, time and resources
will be higher compared to other forms of business vehicles. For example, a company
has reporting obligations regarding its financial records and status and there is also an
obligation to have its financial statements audited. A company is more exposed to public
scrutiny as there are documents that must be filed with the regulatory authorities and these
documents are available to the public. The information about businesses conducted thr ALl
a company cannot be kept private due to the reporting obligation. Some business-Gwiers
may not be comfortable with such disclosure and reporting obligation particalariy if the
information could reveal or expose their financial status to the public.

Sole proprietorship

1.013  The term refers to a business carried on by a single person in his own name. There
Is no separation between the busimess and personal assets or obligations of the person
conducting the business. The sole proprietor signs all the contracts relating to the business,
owns its assets and is personally liable for all its debts. Management rests on that one
person and his liability is unlimited. One of the advantages of this form of business is that
there are fewer formalities in terms of its formation and registration.

As the income generated by the business is the income of the proprietor, the proprietor is
the taxpayer and the business’ losses or profits can be offset against the proprietor’s other
income. Although a sole proprietorship does not require registration to be established, all
types of business must be registered with the Registry of Business under the Registration
of Business Act 1956 (RBA 1956).

1.011
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General partnership

1.014 A partnership is an association 01:" two or more pfeople carrying on business in

. on with a view to profit. A partnership comes into existence by the‘ conduct .of lh?SG
o carrying on a common business. Unlike a company, there is no registration
persc'meinl:nt.for the partnership to be established. However, a business as a partnership
zggt]ﬁae registered with the Registry of Business under the RBA 1956.

The Partnership Act 1961 (PA 1961) governs tl_le _ relationship between pa_rtnelrs ang
partners, and partners and third parties..A part_nership is alsq not a separate legal E:I.:;Z]‘[y an_ !
the partners do not have limited liability unhl(e.n?embcrs in a company. When] ;1 ere hau.
any changes in the identity of the partners, the original pat_'tnersmp is dlssolxied.a thoug 111ﬂ
practice, it is common for a partnership agreement .to provide that the partpetsh1p COI’ltm;lﬁ.:b
when there is a change of partners. Despite the existence of spch a term m the partners upv
agreement, under the law, the old partnership ceases to exist e_lutomatlcally and a 1nehw
partnership is established by the new partners continuing the bL.lSlneSS.. A transfer of assets
and obligations fiom'the outgoing partners to the new partners is required.

As at Decenber-2013, the number of business registered wit'h the Registrar of Busin_ess
under theRBA 1956 were 5,301,378 comprising sole propnclors@ps and partnerships.
There \reie 329,895 new businesses registered in 2013 alone, of which 281,102 were sole
prcorfo,torships and 48,793 were partnerships.

Limited liability partnership

1.015 The limited liability partnership (LLP) was introduced as a busi.ness vehicle in
Malaysia in 2012 with the enactment of the Limited Liabi/i.ry Partmership ‘.401 201 2.‘ As
of 31 December 2013, there were 1,440 LLPs registered with the Suruhar_uayla Syankat
Malaysia i.e., the Companies Commission of Malaysia (S.SM). The LLlP is similar to a
general partnership in that the participants are partners with more flexible management
structure of a general partnership. The LLP must comprise of two type of partners; general
partners and limited partners. Limited liability is only for 11mlte§l partners who are.not
involved in the management of the firm. However, the LLP is similar to a company since
the LLP has a separate legal existence from the partners. The LLP has author{ty to enter into
obligations and incur debts and the partners will not be liable l"or.the L.LP s debts upless
these were the result of a partner’s wrongful act or omission or acting without authority.

Malaysia Company Law: Principles and Practices 1.015
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8 Chapter 1: Nature of a Company and Incorporation Process

SOURCES OF COMPANY LAW

1.020 Company law refers to the set of rules that regulate the life cycle of a company,
commencing from its formation until its termination. It provides for process for the birth of
a company via a registration or incorporation process and its eventual demise via a winding-
up procedure. It sets out rules affecting the internal relation of corporate participants during
the life of a company as well as upon winding-up. It clarifies the relationship between the
members of the company amongst themselves and with the company and its directors
and officers, stipulating these corporate participants’ obligations and responsibilities and
providing remedies for maladministration. It deals with decision-making powers of the
members and/or the directors and officers and provides a framework for capital raising.

Company law also concerns some rules governing the interaction between the company
and outsiders, for example, creditors or customers who deal with the company on a
commercial basis. Since a company can raise its capital through borrowings, company law
rules discusses some aspect of creditors’ protection. Company law also discusses the basis
of a company’s liability by ascertaining when the company would be liable to third parties
based on the conduct of persons acting on behalf of the company. However, company
law does not exhaustively deal with all the rules that affect how a company operates its
business. Other laws such as labour and employment law, environmental law, consumer
protection, contract law and criminal law may be relevant. While these laws are applicable
to a company, this does not make them part of what we generally consider to be “company

37

law™.

1.021 The sources of company law in Malaysia are:
e The CA 1965 and Companies Regulations 1966

e (Case law.

Other sources of law:

e  Companies Regulations, Securities Commission Act 1993 (SCA 1993)
e  Capital Markets and Services Act 2007 (CMSA 2007)

¢ Code on Take-overs and Mergers 1998

e  Malaysian Code on Corporate Governance (Revised 2007)

*  Offshore Companies Act 1990 (OCA 1990)

e  Bursa Malaysia Listing Requirements (BMLR) and

o  The accounting standards.

The Companies Act 1965 and Companies Regulations 1966

1.022 The main statute regulating companies in Malaysia is the CA 1965 and the
Companies Regulations 1966. The CA 1965 is applicable to all types of the company and is
the primary legislation dealing with the formation and incorporation rules and procedures,
the management of the company which includes statutory provisions covering directors’
duties, members’ rights and remedies, statutory provisions dealing with share issuance,
increasing and reducing share capital, debt capital, reporting and disclosure obligations and
audit requirements, and administration of companies in financial difficulties including a

1.020
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winding-up or liquidation of a company. Apart from the statutory provisions, the CA 1965
also includes nine Schedules. These include a table of the fees to be paid to the Registrar, a
gchedule on the contents of memorandum and articles of association, a list of the contents
of prospectuses and statements in lieu of prospectuses, and a Schedule of El.:le. cont_ents of
annual returns and accounts. Additional rules relating to companies’ administration are
set out in the Companies Regulations 1966. The Regulations prescribe general provisions
relating to forms and other documents and contain various Schedules related to company

matters.

The Malaysian Companies Act was enacted in 1965 and was modeled on the UK
Companies Act 1948 and the Australian Uniform Companies Act 1961. Pjor to 1965, the
applicable company legislation was the various laws applied to th; Stralts. Settlenlepts,
the Federated Malay States and the Unfederated Malay States which had its respective
companies’ legislation. These were the respective administrative areas of the Malay Sta}tes
or Malaya before these states obtained its independence from Britain in 1957 and before
ihe establishment &f Malaysia in 1963, comprising Sabah and Sarawak.

Corporate law reform exercise

1.023 s CA 1965 has not remained in its original form since its enactment. Several
amerdinents to some provisions have been made throughout the years. These have been of
4 niccemeal nature addressing specific topical issues,

in 1999, following the Asian Financial Crisis (1997/98), the Malaysian High Level
Finance Committee on Corporate Governance published its recommendations suggesting
reforms and review of a wide range of issues relating to corporate governance. The
report highlighted several defects in the governance practices of listed companies. The
recommendations covered legislative reform proposals as well as changes to the Listing
Requirements. Changes to the Listing Requirements incorporating the recommendations
were implemented in 2001. Legislative reform however only occurred in 2007 when SSM
proposed amendments to the Companies Act relating to, amongst others directors’ duties,
substantial property transactions and minority shareholders’ protection.

Despite the wide ranging issues covered by the High Level Finance Committee, this reform
did not address the need to have a comprehensive review of company law. A comprehensive
law reform programme finally came to fruition in 2004. The SSM started a review of
the Malaysian company law by establishing the Corporate Law Reform Programme. The
reform programme was conducted by an independent body, i.e. the Corporate Law Reform
Committee (CLRC) established on 17 December 2003 pursuant to SSM’s powers under
§ 17 and s 19 of the Companies Commission Act 2001. The CLRC comprised members
of the main Steering Committee. To assist the Steering Committee in its reform work, the
Steering Committee had established five working groups. These were:

¢ Working Group A on company formation, private companies and alternatives forms of
business vehicles

¢ Working Group B on capital raising and capital maintenance

*  Working Group C on corporate governance and shareholders’ rights

Malaysia Company Law: Principles and Practices 1.023
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e  Working Group D on corporate securities and insolvency

e  Working Group E on enforcement and sanctions

These Working Committees and the Steering Committee were assisted in their work by a
secretarial. The main objectives of the corporate law reform programme are:

s the creation of a legal and regulatory structure that will facilitate business; and

e the promotion of accountability and protection of corporate directors and members
taking into account the interests of other stakeholders, in line with international
standards.

During 2004-2008, the CLRC conducted several public consultations based on the
consultation papers issued by the CLRC. This method is considered to be a novelty in
terms of law reform exercise in Malaysia where stakeholders” views were publicly and
actively sought throughout the law reform exercise by the CLRC. The feedbacks were
taken into consideration by the CLRC and were also published on SSM’s website to enable
a wider sharing and discussion of important areas of concern. In the reform exercise, the
CLRC also took into account the amendment to the Companies Act in 2007 arising out
of the recommendations of the High Level Finance Committee work. While supporting
the recommendations of the High Level Finance Committee, the CLRC made some
recommendations improving the earlier amendments. The Final Report containing the final
recommendations was published in 2008.

As the CLRC’s work covered core-company law issues, another committee was set up to
consider aligning the accounting standards and various accounting issues and financial
reporting with the new company law. This work was entrusted to the Accounting Issues
Consultative Committee in February 2010.

Subsequently, in June 2010, the government issued its policy statement regarding the
recommendations made by the CLRC. On July 2013, an exposure draft of ths. Coinpanies
Bill 2013 was issued for public comments and consultation. The Bill is siill pending
introduction in Parliament.

Between 2000 and 2012, there were several other reform proposal: tiac covered a wider
range of issues conceming the capital market and economic reform that would also
have implications for company law practices. In addition to the 2007 amendment of the
Companies Act, several amendménts were also made to the securities law which are relevant
for company law particularly relating to capital raising and directors’ accountability. The
Capital Market Masterplan (2001) suggested 152 recommendations; these were aimed at
strengthening fundraising activities, promote the growth of the investment management
industry, enhance market and intermediation effectiveness, provide a strong and facilitate
regulatory regime and establish Malaysia as an international Islamic capital market centre,
In 2011, the Capital Market Masterplan 2 was published to chart the strategies to further
transform and strengthen the capital market for the next 10 years. There were also various
corporate governance reforms that aim at enhancing board structure and composition and
directors’ role, functions, rights and responsibilities. These can be found in the Malaysian
Code of Corporate Governance 2000 which was subsequently reviewed in 2007 and more

recently in 2012. There is also the Corporate Governance Blueprint (2011) which sets

1.023 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd
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oul a five-year strategic direction and action plans to for the creation of a better corporate
governance eco-system.

Case law

1.024 As a common law jurisdiction, case law is an important source of Malaysian
company law. Although the CA 1965 contains rules regulating companies, it is not a
complete or comprehensive source of law. One critical feature of common law is that the
judiciary takes the role of interpreting the statute and in doing so, make law. Their decision
of interpreting the CA 1965 is binding statements as to what is the legal position in relation
to specific statutory provisions of the CA 1965. On some issues not expressly covered by
the CA 1965, the judicial decision provides additional rules governing companies. As a
common law jurisdiction and due to the historical origin of company law in Malaysia as
well as the Civil Law Act 1956, UK case law continues to be part of the sources of company
law. Case law development in Malaysia is also greatly influenced by development in
Australia and othes common law jurisdictions with similar statutory provisions.

Due to the histoiical origin of the CA 1965, decisions from the UK courts and Australian
courts have hzen either binding or highly influential in interpreting the corresponding
Malaygian provision. The history of the common law in Malaysia can be traced to the
inti~avcuon of English law in Penang, in 1807 by the first Royal Charter of Justice. A
sacond Royal Charter of Justice was granted in 1826, which introduced codified English
‘aw to Penang, Malacca and Singapore on 26 November 1826. These three states were
known as the Straits Settlements and the legislative Council of the Straits Settlement
passed the Civil Law Ordinance 1878 (Straits Settlements Ordinance No 4 of 1878) which
introduced a considerable body of English commercial law into Malaya. Section 6 of the
Ordinance provided that in all questions or issues arising in specific areas of commercial
law as well as in respect of mercantile law, generally the law to be administered would
be the same as that administered in England in the corresponding period. This provision
was retained when the 1878 Ordinance was replaced by the Civil Law Ordinance 1909,
The position was preserved under the Civil Law Enactment 1937 of the Federated Malay
States, which was subsequently extended to the Unfederated Malay States in 1951 which
had no specific provisions for the reception of English commercial law. In 1956, a single
Civil Law Ordinance was introduced in the Federation of Malaya, which replaced both the
Straits Settlements Ordinance and the Federated Malay States Enactment. In 1972, the Civil
Law Ordinance 1956 was revised and extended to Sabah and Sarawak by the provision of
the Civil Law Act 1956 (Revised 1972). Section 3(1) of the Civil Law Ordinance provides
that English common law, rules of equity and statutes of general application may apply in
Malaysia, subject to such qualifications as local circumstances render necessary.

By virtue of s 3 and s 5 of the Civil Law Act 1956, the common law of England (case
law) was imported into Malaysia, subject to the existence of local statutes to the contrary.
Specifically, s 5 of the Civil Law Act provides that:
“In all questions or issues which arise or have to be decided in the States of Peninsular
Malaysia other than Malacca and Penang, with respect to the law of partnerships,

corporations, banks and banking, principals and agents, carriers by air, land and sea,
marine insurance, average, life and fire insurance and with respect to mercantile law

Malaysia Company Law: Principles and Practices 1.024
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12 Chapter 1: Nature of a Company and Incorporation Process

generally, the law to be administered shall be the same as would be administered
in England in the like case at the date of the coming into force of this Act, if such
question or issue had arisen or had to be decided in England, unless in any case other
provision is or shall be made by an written law.”

The position in England would be referred to in situations where there is an absence of
legislation in Malaysia. Nonetheless, there have been a series of law reform exercise through
the common law world in the past decade which may make the body of the common law
substantially different between one jurisdiction to another.

Capital Markets and Services Act 2007

1.025 A public company must comply with CMSA 2007, The CMSA 2007 was introduced
for the purpose of replacing and consolidating various legislation which were then used
to regulate the capital market; these were the Securities Industry Act 1983 (SIA 1983)
and Futures Industry Act 1993 (FIA). The CMSA 2007 consolidates the SIA 1983, FIA
1993 and Part IV of the SCA 1993 which deals with fund raising activities is enforced by
the main capital market regulator, i.e., the Securities Commission (SC). The CMSA 2007
contains provisions dealing with capital raising activities by public companies, provisions
dealing with market misconduct otffences and enforcement mechanism including investor
protection provisions. The main focus is regulating the conduct of market participants
involving dealings in the securities of a public company. While the CMSA 2007 is mainly
related to conduct of market participants, there are provisions dealing with duties of
directors and disclosure obligation of company’s officers.

Securities Commission Act 1993

1.026 The CMSA 2007 is administered by the SC which was established under the SCA
1993. The SC was established as a response to the global share market crash in'Getober
1987 and was intended to revitalize the capital market. As the single regulatory bYody for the
capital market, it had the responsibility to promote the development of the.capital market,
to streamline the regulation of the securities market and to facilitate fhe wrocessing and
approval of corporate transactions. The SC, which absorbed the fuscuuns of the Capital
Issue Committee (CIC), the Panel on Take-overs and Mergers (TOP) and some of the
previous functions of the Registrar of Companies (ROC), began operating on 1 March
1993 and is accountable to the Minister of Finance. The SC’s regulatory and supervisory
purview also includes the supervision of market institutions such as exchanges, clearing
houses and central depositories, the issue of securities, take-overs and mergers, unit trust
schemes, the designation of futures market and the registration of market participants. In
addition to the CMSA 2007 and SCA 1993, capital marketl participants are required to
comply with guidelines issued by SC in relation to corporate transactions.

Approved accounting standards

1.027 The approved accounting standards refer to the accounting standards issued
by the Malaysian Institute of Accountants, which are largely based on the International
Accounting Standards (IAS) issued by the International Accounting Standards Committee

1.025 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd
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(IASC). The Companies Act requires that a company musF keep and lmaint.ain ﬁnanc%al
recordé relating to the company’s affairs, to prepare ﬁnanma! reports including ﬁnancllal
statements, have those reports audited, lodge copies of them w1th the ROC and send copies
to members. These financial records and reports must comply with the inanlcz'a! Repm.’t‘m_g
Act 1997 which sets out and defines the approved accounting standards in Malaysia in
relation to the company’s reporting obligation.

Bursa Malaysia Listing Requirements

1.028 The BMLR are applicable to companies who have all or some of their shares
(or securities) quoted on the stock exchange. The Malaysian stock exchange is Bursa
Malaysia which was formerly known as the Kuala Lumpur .Stgck Exchange (KLSE).
In January 2004, the KLSE was converted from a company limited by guar?.ntee into a
public company limited by shares. This demutualisation exercise resulted in the stock
exchange shares being listed on the stock exchange. The securities exchapgg is opergted
by Bursa Securities. Apart from the SC, the stock exchange, Bursa Malaysia, is also given
recognition ag-4.regulator where it has the duty to ensure, so far as may be reasonably
practicable.(at orderly and fair market in the securities or futures contracts that are traded
through its facilities.! This is achieved by the stock exchange being given powers to take
approprinie action as may be provided under the Listing Requirements for the purpose of
monitoring or securing compliance with such rules.?

vor the shares to be quoted or listed on stock exchange, in addition to the CMSA 2007,
the SCA 1993, and the CA1965, the public company must comply with the BMLR. The
Listing Requirements enable Bursa Malaysia to facilitate the admission of only suitable
qualified entities. Once listed, the Listing Requirements provide guidelines to ensure that
the entities conduct themselves in a proper manner that will give due regard to investor
protection and at the same time, enable them to achieve their corporate objectives.

The BMLR cover a variety of matters, such as:

s disclosure requirements and the continuing obligations of listed companies;

» requirements that a company must meet before it enters into certain types of transactions
Or 1SSUEs new securities;

s requirements to enhance corporate governance and transparency;

s requirements to strengthen investor protection and to promote investor confidence in
the securities market;

s requirements for financial reporting; and

* requirements for the protection of minority shareholders.

' Sections 11(2) and 354 , CMSA 2007.

* The SC also exercises supervisory oversight over its activities and has authority to take action to enforce
compliance with the Listing Requirements: s 354 and s 355, CMSA 2007. The Listing Requirements has also
been said (o have statutory force and has been referred to as subsidiary legislation. See Tan Sri Dato " Hj Lamin bin
Hj Mohd Yunus v Bursa Malaysia Securities Bhd [2012] 7 ML) 85; Seek Keng Leong v Bursa Malaysia Securities
Bhd & Another Case [2012] 6 CLJ 191 at p 195.
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Malaysian Code on Corporate Governance

1.029 The Malaysian Code of Corporate Governance (MCCG) was first developed by
the Working Group on Best Practices in Corporate Governance in 1999 and subsequently
approved by the High Level Finance Committee on Corporate Governance. The 2000
MCCG Code sets out the principles and best practices on structures and process that
companies may use in their operation to achieve an optimal governance framework. The
code has been revised in 2007 and more recently in 2012. The amendments were aimed at
strengthening the roles and responsibilities of the board directors and audit committee, and
ensuring that they discharge their duties effectively.

The MCCG is enforced through a company or explain approach and is applied to public listed
companies. Paragraph 15.26 of Chapter 15 of the BMLR requires that al/ listed companies
must disclose in their annual reports a narrative statement of how they have applied the
principles and recommendations in the Malaysian Code on Corporate Governance. They
are also required to explain reasons if they do not follow the recommendation in the Code.
Thus, public listed companies are given the freedom to decide what is the most suitable
corporate governance practice for themselves and whether or not to adopt the contents of
the code with explanation to be given for non-adoption.

The 2012 Code contains eight principles, followed by 26 recommendations providing how
the principles could be implemented. The recommendation acts as a set of guidelines or
practices intended to assist companies in designing their approach to ensurin g the corporate
governance principles are followed.

Code on Take-overs and Mergers

1.030 Takeovers in Malaysia are primarily regulated under Division 2 of Pari Vi
of the CMSA 2007, i.e., s 217 to s 225 of the Act, and the Malaysian Code en. Take-
overs and Mergers 2010. The Code on Takeovers and Mergers was introduced 1n 1998
and was modeled on the UK City Code on Take-overs and Mergers. The Ccde has been
revised in 2004 and 2007. A new code on Takeover and Mergers was intocticed in 2010
replacing the 1998 Code. The 2010 Code came into effect on 15 December2010. The Code
is supplemented by the SC’s Practice Notes and Guidelines on Contznts of Application
relating to Take-overs and Mergers which also came into force on 15 December 2010,
These amendments were aimed ,at strengthening investor protection mechanisms and
inculcating higher standards of governance in takeover and merger activities.

The Code addresses the need for enhanced transparency and protection of minority
shareholders in take-overs and mergers. The Code requires offer documents, board of
directors’ circulars and independent advice circulars to include all relevant information that
would enable shareholders and their professional advisers to make an informed assessment
on a take-over offer. The code is applicable when the target company is either a public
company (whether or not it is listed on Bursa Malaysia), a company that is incorporated
outside Malaysia but listed on Bursa Malaysia, or a real estate investment trust that is listed
on Bursa Malaysia. The Code must also be complied when a takeover offer is effected by
way of a scheme of arrangement, compromise, amalgamation or selective capital reduction.

1.029 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd
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Offshore Companies Act 1990

1.031 An offshore company or foreign company must be infsorporat_ed. or ?egistered

- ctively under the OCA 1990 in order to carry on offs}}ore business activities in or from
gFre and to enjoy the preferential tax treatment provided under the Labuan Offshore
L‘abl'lans Aetivity Tax Act 1990. The OCA 1990 provides for the incorporation, registration
f:jtzceiininistration of offshore companies and foreign offshore companies and maiters

connected with that.

In summary, the objective of the OCA 1990 is to create a sl:ructur_e with.minimal ;tatju.tory
requirements in which companies may operate. It allows for financial assistance to facthtatel
the purchase of the company shares, the option of .Whether or notto conduct annual gcnera:1
meetings within or outside Labuan, and thf.: paslsmg of resglutlons by tele.x, fax and suc .
other electronic means can be reproduced in Prmt form \fw.thmljt the physncal‘ presence o
the members. However, there are also restrictions on pgrt}(:]pat_lon by Malaysian residents
either as shareholders or via any trading or business activity with the offshore company.

INCORPCRATING A COMPANY — RULES AND PROCESSES

1.042  The incorporation process involves:

o Name reservation.
»  The submission or lodgment of the memorandum of association.

e The submission and lodgment of the articles of association (if any).

e Payment of the prescribed fees to the ROC.

There are companies that are registered but not immediately used to carry on a business,
instead these companies are incorporated for the purpose of being “sold” to persons
who may want to acquire already incorporated companies. These‘ are known as “sh.clf
companies”. The company is “sold” to the acquirer, the valge of the company (which
is nominal and includes costs and expenses of the incorporation process) is paid to the
promoter and the shareholding will be changed so that the person acquiring the company
becomes the new shareholder.

Name reservation

1.041 Prior to submission of the relevant document, the person who intends to use the
company as a business vehicle, i.e., the promoter, must choose and reserve a name for the
company. This is done by lodging with the ROC the prescribed form (Form 13A), a request
for availability of name, accompanied by the prescribed fee. If the name is available for
registration, the name that is submitted is reserved for three months.? Within these three
months, the memorandum and articles of association, and statutory declarations by the
secretary and promoter of the proposed company, together with the prescribed fees must
be lodged with the ROC.*

¥ Section 22(6), CA 1965.
* Section 16, CA 1965.
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Although the promoter is free to choose whatever name he thinks appropriate for the
company that is going to be incorporated, there are guidelines as to the suitability of the
chosen name.* A company shall not be registered by a name that in the opinion of the ROC is
undesirable or is a name that the Minister has directed the ROC not to accept.® A name that is
“undesirable” includes any name or names which would offend public policy or might give
offence to any particular section of the community, or any particular religion or a friendly
State.” The ROC is given the discretion to decide whether the name can be used based on
these guidelines and has the power to order a change of name where necessary. A company

may also voluntarily change its name afier incorporation by passing a special resolution of
the members.®

Limited public companies must include the word “Berhad” or the abbreviation “Bhd” in

their name.” Private companies must include “Sendirian Berhad™ or the abbreviation “Sdn
Bhd” in their name. '

Legal issues relating to company’s name — Passing off and
opportunistic registration

1.042  Ttis not uncommon that a name used or reserved to be used by a company is similar
to that of an existing business. This could give rise to an act of passing off, particularly
where this creates confusion that the businesses are connected or that the business
conducted by “Company A” belongs to another company. Sometimes, an “opportunistic
registration” may occur where a promoter reserves or uses a name that has not been used
by an existing business in the country but has been used in a different Jurisdiction. Another
example is where a person is aware of a pending merger of two companies and incorporates
a new company using the name or a variation of the name of the proposed merged entivy
or new company. The promoter may have incorporated the company using the name 6 a
variation of the brand name without any intention to use the company to trade bt plans

to make a financial gain by the sale of that name by forcing the “original brand ewner” to
buy the name.

1.043 Where there is allegation of passing off, the remedy availablt 1s-under the torts
of passing off where the aggrieved party goes to court and apply for relief in the form
of damages and/or injunction for change of name. It is the promoter’s responsibilities to
ensure that there is no infringement of the law of passing off, or any contravention of
copyright or trademark concerning the name that has been chosen by the company. There
have been several decisions where the court decided that these conduct could amount to
passing off particularly when there is goodwill in the name. Glaxo PLC v Glaxowellcome
Lid [1996] FSR 388 is an example. The defendant had registered “Glaxowellcome” as

* Section 22(1), CA 1965,
& Thid.

" South Pacific Airlines of New Zealand Ltd v Registrar of Companies [1964] NZLR 1; Abacus Finance Lid v

Registrar of Companies [1985] 2 NZLR 607 and Drilex System Pre Ltd v Registrar of Companies & Anor [1991]
I MLJ 473.

¥ Section 23(1), CA 1965.
? Section 22(3), CA 1965.
' Section 22(4), CA 1965.
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any name when he realised that a merger was planned between Glaxo PLC and

i yPLC The defendant attempted to negotiate with the company for the sale of
WellCOmeand la.ter wrote to the plaintiff demanding £10,000 for the company’s name. The
t}::]?talf:d that this was passing off and granted a guia timet injunction on the grounds of
c
passing off."
1.044 The legal proceedings does not involve the ROC although ROC can be made a

: so as to make it bound by the court’s order for the cl_lange of name to b&t ma(’ie. The
e may by itself apply for a change of name by passing a special resolution.' On its
compan)(;rd 3l‘[he ROC has the discretion not to allow registration of a company where the
. a?; cnn}usingly similar to an existing business, company or cooperatives." The ROC
nimias the authority under the CA 1965 to order a change of name. * This would likely be
il cised in passing off or opportunistic registration cases either on the ROC own accqrd
z)r(e\i:here the aggrieved party whose business name has been “misappmpriated’f appl_les
that the ROC orders the other company to change_its name. The ROC has the dlscretlgn
to decide in relatign, to name registration anq n-.la}ﬂng an order for name changes al:ld the
decision may besubject to an application for judicial rev1e\_JV. An order for a change of name
can be made wiiere there is a level of unavoidable confusion amongst the publlc,. whether
or not the wimilarity in names is designed to mislead thf.? public, and the apphca_nt has
suffered Lome financial loss.”® There is likelihood of con_fusmn Wh_e.re the companies are
dediing in the same commodities or involved in the same line of l?uSlHeSS or busme.:ss ol." l.he
- :me nature so that persons doing business with them can be mistaken as to the identities
of the respective businesses.'®

Incorporating process

1.045 In order to complete the incorporation process, certain documf_:nts need to be
lodged.'” These are the memorandum of association which must be submltted and lodged
with the ROC. The other document is the articles of association which every company
must have but need not be lodged upon incorporation, unless the company is a compaily
limited by guarantee. Where a company does not lodge its articles of fassomatlon, tbe .(,A
1965 states that the company is deemed to have adopted the model articles of association,
i.e., Table A, CA 1965.

" Quia timet (“because he fears™) injunctions is granted before damage has taken plz?(:e. See Shm*{n Do!.m;'e (‘0ij
and Bristol-Myers Squibb Pharmaceuticals Limited v Teva Pharma BV [2013] EWHC 1958 (Pat), in which a quia
fimef injunction was granted to stop threatened and intended patent infringement.

12 Section 23(3), CA 1965.

" Section 22(9), CA 1963; See Tun Gek Neo Jessie v Minister for Finance [1991] 2 MLI 301; Angkasa Ju:.‘utem
Perunding Sdn Bhd v Pendaftar Svarikat (Ketua Pegawai Eksekutif, Suruhanjaya Syarikat Malaysia) &
Anor [2004] 2 AMR 547.

" Section 22(9), CA 1965.

** Drilex Systems Pte Ltd v Registrar of Companies & Anor [1993] 2 SLR 345; In R Macy & Co Inc v Tracle
Aceents, [1'992] I SLR 581, it was held that the power to order a change of name should only be used where the
aggrieved party has some goodwill to protect.

' D G KOM Sendirian Berhad v Pendafiar Syarikat & Digi Com Berhad [2010] MLIU 153 (HC).

' Section 16, CA 1965.

Malaysia Company Law: Principles and Practices 1.045




177

CHAPTER 7
LOAN CAPITAL AND DEBENTURE

DEDEMEUIES «couveensessesstssnstss s s s s BE E R A nE nmn s 179

B iave dBDENTUTEST wowrmmmmmmmevimisimmm s tis T siss sy ivssos s 4 e wn s sn bbb oL 179
By A 1SS5UB Of DeDENIUIS. .. oo iuiviesiimtnamsammussas st astismassevasnsnnssnmnsns sasnsmamsinn sass smssossas 181
encral rogNIMNMENts ANG PIOCESS ... cusrmmcummmnmesassnonsninrssastnsssnsasmsmssrn sosmsnssmnmsnnat 181
Trustee ‘or . debenture NOIdErS ... ..o 182
PAblic company’s ODIGaITonS ... s s nesissmis e i v 182
LTS POWEFS regarding HUSIER .cviiuciswiau i v it s iesis e 183
Lontents OF trUST ABEM .....i et e e e 184
NOMPANY CHAMGES -.ceeceeeeee st smsen et s s s s s e s e 184
Floating charges and fixed charges — Definition and distinction ...................c... 185
Is charge over book debts a fixed or floating charge?..........cccceviviiiiicinnnn. 188
Is a retention of title clause/Romalpa clause a fixed or
FOAHNG CRBEGERZ., ..« vpunevsossmnphs nresiestissanhsmins sissins s ass Shis s s o s A s 190
Giystallisation of flOating Charge ... s s s dsie 191
R e il u e iz 170 | 192
Vloidable transaction due to “undue preference”...........ccceeveevinvnnnnn. et 193
BEIALION OF CIBIGES ;,cocoiucinimsssibiniismsum et ssssauiinsaasivnsiian issmessnns ssnassndi i oniss st insnss 196
i e e e 199
Consequences Of RegiSITatioN... .. i rvesessssene e s ssscsmsesesssencesesessssssssssssnsssssasaseas 199
Validity Of ChaTgE ...cviiviiciri e e s 199
Constructive notice of charge and its termMS.......cuumermmem 200
Priority 0f DebiS ANt CHATGES wuovrveererereesssssesssmssssssasesescsssssssssesssssessssassssesrarssasenssssasnes 202
Types of creditors — Priority between secured and unsecured creditors ............... 203
REGISIIANION 1everieriieesreeirresieesrresssesssessierssneesaresraneses e rnessse e s snennsensserneeesseseseeennenn
I The floating chatge and PrOFLY FUIES i.iiciiivmesmsrrsmiiassosssisismmasissnssansssssasiinssi
Floating charge and fixed charge
Floating charge and preferential Credifors ..o 205
Floating charge, crystallization and other unsecured creditors...........cccuu... 206

! VﬂYSia Company Law: Principles and Practices




178 Chapter 7: Loan Capital ang Debgny
INTRODUCTION
7.001  Debt capital or loan capital is another important source of capital for a COmpa

Debt or loan capital refers to the capital that a company raised by borrowings gp ]
obtained from financial institutions or from a private lender or any person who is

to lend money to the company to be used in the company’s business. A company
also raise capital by issuing debt securities in the form of debentures. This occurs when.
company makes an offer or invites others to lend money to the company and the Compgp,

then issues debentures which represents the creditors’ mvestment in the company,

The limitations imposed on a private company’s ability to issue shares are equajj
applicable to the issue of debentures. Therefore, unlike a public company, a pi
company cannot raise capital by making a public offer of its debentures, If the comp
a public company, it may raise debt capital by making a public offer of its debentureg,
by issuing debentures to the public.

The creditors who have given loans to the company and in whose favour debentures haya
been issued are usually long term capital providers where the company’s obligatig
repay the full amount of the loan (principal and interests) is spread over a long period. I,
capital can also be sourced from trade financing where the supplier of goods or seryj
gives these on credit to the company to be paid for at a future date. These trade finang;
are not long term capital providers as the obligation to pay is usually when the goods
services are supplied when demand is made. While they are an important source of cre ‘
they are not capital providers in the same category as those providing long term capital hﬁ

way of loan to the company and are not debenture holders because debentures have ng
been issued to them. |

® :

To enable the company to carry on its business, part of the functions of the beard is to
determine how much capital should be raised from equity and how much frem debt,
board will usually consider the following in its decision whether or not to rajse debt capital:

®  Debt capital is a favoured way of raising capital if the comparw'does not want fo.

dilute control or voting power of existing sharcholders. In sral, creditors and .
debenture holders do not have voting rights although in some sitaations, their consent
maybe required before a corporate transaction maybe implemented, for example, ina
reduction of capital or to alter the objects clause. One of the situations when creditors’
votes are required is during a creditors’ voluntary winding up.

gen

There are also tax advantages of raising capital through borrowings as the payment of
the loan can be tax deductible.

However, unlike shareholders who are paid dividends when there is available profits,
creditors must be paid irrespective of the availability of profits. Payment of the loan
may be taken out of capital whereas dividends can only be paid out of available profits
and not capital. The debt may also be redeemed at any time by the company without
having to comply with any particular procedure involving shareholders’ approval
under the Companies Act 1965 (CA 1965). In contrast, when shares are issued to
shareholders, these may not be redeemed or bought back except in accordance with
procedures under the CA 1965. The company must be able to gauge whether it will
be able to pay the principal and interests on the loan throughout the duration of the:
loan. This often depends on the capital market and the pricing of securities (debt and
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5 1 is high, a company may want to raise
A mple, where the interest rate is high, : . tor
1 u-lty)' F()'Zsﬁilg zew shares. When the company’s debt level is tO(l) high, ﬂ.us might
e 1~.;aj1abl»&: funds to be paid to shareholders as dividends. A higher ratio of debt
Mﬁ?‘;tﬁz aequity capital may also increase the company’s risk of bankruptcy.
capita

COMPANY’S POWER TO BORROW

wer of a company to borrow to raise capital may be found in t_he articles of

0 .The e tion 19 of CA 1965 provides that the powers of a company m_c]ude those
iat?on. Se’;kil?d Schedule to the Act, unless expressly excluded or modified by the
o :rticles The Third Schedule in turn provides that a company has power,
[ Oif:lgs to b(')rrow or raise or secure the payment of money in such manner EILS
];inl< fit. Special powers are given to companies which are not available

:dk i

memoran
ng other th

t
he company may : )
J dividual natural persons and these are:

s the power fo.issue debentures; |
j the pow¢r 15 give security by charging its uncalled capital; and
the =ower to grant a floating charge over the company’s property.
powe

.

.

) EBENTURES

What are debentures?

020 Under the common law, the definition of debenture is “any document Wld-u];:h
4 idences a debt”, and it excludes negotiable instruments.' The term was also deﬁneh. ﬁ
girtyJ in Levy v Abecorris Slate and Slab Co (1887) 37 Ch D E?El}]ﬁa}s al(;lé)cumzn{t) f»\;h;e
it and any document whic s either on
either creates a debt or acknowledges it an . : . : ‘
e].nceiiticms can be regarded as a debenture. The Malaysian High Court in Bensa Sdn Bhd v
;j'.alayan Banking Bhd [1993] 1 MLJ 119, was of the view that the 19th cent_ulyhdeﬁnlttloli

. » ] i ¢ liberal interpretation, in the contex

F“debentures” by Chirty J ought to be given a more Lit . cont
Zi nifde:n day nezds. The court decided that the definition shou]_d include any (_thg,anor,l,
(:bvenant undertaking, guarantee to pay or acknowledgement of a debt. _Thus‘, lndiensa is;
case, it wjas held that a memorandum of deposit relating to money placed in a fixed depos

was a form of debenture.

However, while the common law definition is quite Wide, not all forms_ 01:“ u;)lderltlalsl:?ﬁz
to repay a loan or document acknowledging a debt_ is a debenture. This 1_s' ja;at o
statutory scheme under the CA 1965 and the Cap{t_ai Markets and Seé’vrcj[«.% 4c( 5, T
(CMSA 2007) provide for a more specific legal definition of a debenture. ecllon‘ ,.tias
1965 defines debentures as including any debenture stock, bonds, notes and Qt her becunT ¢

of a corporation, whether constituting a charge on the assgts of ‘[h?T co_rpcra‘l[]llon ?r ng;[].an :
definition in s 4(1) of CA 1965 excludes among others, bank deposit slips, bills of ex g

and promissory notes.

' Handevel Pty Lid v Comptroller of Stamps (Vic) (1985) 157 CLR 177.

i 7.020
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The definition of “debenture” is further clarified by s 2, CMSA 2007.2 It has the <n
definition of debenture under s 4(1), CA 1965 but provides an excluded list of categopiag
instruments which are not classified as debenture:

(a) any instrument acknowledging or creating indebtedness for, or for money borrgy
defray the consideration payable under, a contract for sale or supply of goods, prons
or services or any contract of hire in the ordinary course of business; b
(b) a cheque, banker’s draft or any other bill of exchange or a letter of credit;
(c) abanknote, guarantee or an insurance policy;

(d) a statement, passbook or other document showing any balance in a current, d

epo
savings account;

(¢) any agreement for a loan where the lender and borrower are signatories 1o
agreement and where the lending of money is in the ordinary course of businesg a

lender, and any promissory note issued under the terms of such an agreement; or

(f) any instrument or product or class of instruments or products as the Minister ma
the recommendation of the Commission, prescribed by order published in the Gg

7.021 Debentures can take the Tollowing forms:

e Aredeemable debenture is one that can be redeemed by the company at the compa
option or upon a specified date.

e A perpetual debenture is one that cannot be redeemed except after a long stipul;
period or upon a contingency arising or the happening of an event for example
upon winding-up of a company or after 99 years,

e A bearer debenture is a debenture that requires the company to pay the loan to the

person hoelding or in possession of the debenture, i.e., the bearer.

Acompany may reissue any debentures which it has redeemed provided this is not prohi;te
expressly or impliedly, in the constitution of the issuing company or any contfatt=n
into by the company. The redeemed debenture cannot be reissued where the company ha
expressed an intention to cancel the redeemed debenture. This is evidenced:by the comp

passing a resolution to that effect or by some other act.

A company may reissue the redeemed debenture by reissuing the same debenture or iss
any other debenture in its place. In some situations, the company’s ability to issue debentur
may be limited to a certain amount”or number of debentures. If the company reissues 1

redeemed debentures, this is not deemed to be a new issue of debentures for the purpe
of limiting the amount or number of debentures that may be issued by the company. T

debenture holder of the reissued debenture has the same priorities as if the debenture h;
never been redeemed.

7.022  The concept of raising capital by issuance of debenture and its status as a documen
which either creates a debt or acknowledges it is provided for under s 38(1)(b), CA 1965
whereby a company or proposed company which intends to invite the public to deposit
money with or lend the company money must register a prospectus in relation to the
invitation with the Registrar of Companies (ROC) and the prospectus must contain an

* “Debenture” includes debenture stock, bonds, notes and any other evidence of indebtedness ofa corporation for
borrowed monies, whether or not constituting a charge on the assets of the corporation.
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- by the corporation that it will within two months after the.acceptance of any
ﬂgd yosit or loan from any person in response to the invitation issue to that person
at el?ﬁch acknowledges or evidences or constitutes an acknowledgement of the
W -
Ielss of the corporation in respect of that deposit or loan.

) debenture can only be described as a morigage debenture or a cer.tg'ﬁgatg Qj
E . Z‘ebemwe stock only if it is secured by a first mortgage over land, and if it is
d f) the charge over the land the value must not exceed 60% of the value of the

ration’s interest in the land?
ition, for the purpose of a public issue of debentures, s 38(11) of CA 1965 states that

nt issued by a borrowing corporation certifying that a person name-d therel-n in
i utm?% any deposit with or loan to the corporation the registered holder of a specified
o :

mber or value of:
unsecured notes or unsecured deposit notes;
mortgage debentures ot debenture stock; or
. debentures ok dibentures stock;
‘ ed by (h& torporation upon or subject to the terms and conditions contained in a trust

refotced to or identified in the certificale, is deemed to be a document evidencing the
(l el i
ebecness of that corporation in respect of that deposit or loan.

t.l

FER AND ISSUE OF DEBENTURES

General requirements and process

030 The power to issue debentures is conferred on the directors who will pass a board

esolution to issue debentures. The board sometimes delegates this borrowing power

iﬂd the power to issue debentures to the managing director or the chief executive officer

EO). The validity of the contract to borrow and the issue of debenture will depend on the

authority conferred and exercised by the managing director or the CEO.

When a company issues a debenture, the person to whom it is issued is called a debenture-

holder. The debenture represents the investor s (debenture ho_]der) cllaim againstthe comllc)any
and contains terms regarding the debenture holder’s rights including the repaymen}t of ai?y
prescribed interest payment. The debenture will also include the debenture holdfar s Tig Es
in respect of any security created under the debenture (such as a charge over the Lom];arlxglf s
assets). The company issuing the debenture is therefore a debtor of the debenture ho }(]il
and a secured creditor to the extent of the security created by the company under the
debenture in favour of the debenture holder.

The regulatory framework for the issue of debentures can be found under the CA 1965 and
CMSA 2007, The regulatory framework requires that:

* Section 38(4) and the Filth Schedule, CA 1965,
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Every company that issues debentures which are not transferable by delivery (an
example is bearer debentures) must keep and maintain a register of debenture holder ‘
This must be kept at the company’s registered office or at some other place in Malaygj,
¢ Inaddition to the CA 1965, an issue of debentures by a public company must comply
with the provisions in CMSA 2007. The CMSA 2007 provides additional require

as to the form and content of the register of debenture holders.* These debentureg can

be listed for quotation on Bursa Malaysia and the debenture holders can sell thej;
debentures on the secondary market conducted by Bursa Malaysia. 1

®  An issue of debenture by a public company i.e., when a company offers or invites fh

public to subscribe or purchase debentures, must be accompanied by a trust deeq fm
the debentures and there must be a trustee for the debenture-holders.’ '
A company that offers or invites the public to subscribe or purchase debentures

obtain the approval of the Securities Commission (SC), unless exempted by CMS}%‘.
20075

Trustee for debenture holders

Public company’s obligations

7.031 When a public company offers or invites the public to subscribe or purchase
debentures, it must appoint a trustee for the debenture holder. The debentures cannot be
allotted until the trustee has been appointed.

The trustee must be approved by the SC to act as trustee and must be either;

(a) acompany registered as a trust company under the Trust Companies Act 1949

(b) a corporation that is a public company under the CA 1965 or under the lawe of any
other country.

The SC also has the power to revoke the approval given to a trustee if be
comply with any term or condition imposed in relation to his appointine
contravened any provision of the CMSA 2007,

has failed to
1t or where he hag

A person is disqualified from being appointed or to act as trustee for debenture holders
without the approval of the SC if the person—

(a) is a shareholder who beneficially holds shares in the borrower;

(b) is beneficially entitled to monies owed by the borrower to it;

(¢) has entered into a guarantee in respect of the amount secured or payable under the

debenture; or

(d) is a related corporation of—
(i) the persons referred to in paragraphs (a) to (c); or
(ii) the borrower.

* See s 283 and Schedule 8, CMSA 2007.
* Sections 74 and 76, CA 1965; s5 258 and 259, CMSA 2007,
® See Schedules 8 and 9 of CMSA 2007 for a list of exemptions.
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mpany must ensure that there is a trustee at all times? in 1'ela_t10n to trtji
Cr?e czmpany has an obligation to replace a retiring trustee.” Sometimes 2] f 51
fy the duration of a trustee’s appointment. However, W;:ere no provm;)slt

i iring trustee, the company m
i g t of a successor to a retiring -

i -ding the appomtmen : ‘ : . . sy
= ceisor within one month after becoming aware of the mtenhop of the t u ol
t a}?;ivevcr an existing trustee shall continue to act as a trustee until a new tru
d and has taken office as trustee.

7.032 The
gebenturcs: T
ﬂecd will spect

appoi”
(o retire.
- any also has an obligation to replace the existing trustee if the truic,tee noﬂ
o Thﬁ;;:;n ?he{:ompany must take all reasonable steps to replace a lrustee as soon as
¥Ongr:cr:t(ilcl:1aablle after becoming aware that—
;)p {he trustee has ceased to exi'st; | |
(b) the trustee has not been validly appointed; R
‘ he trustee is not eligible to be appointed or to act as trustee under s - -
- . has-ailed or has refused to act as trustee in accordance with the provisions
N t(ly-:z:;nt; u th; trust deed or the provisions of this Act; |
L et i5 appointed over the whole or a substantial part of the assets or u{ldertakfng
R i Pli tee and has not ceased to act under that appointment, or a petition
pf A ﬁlb?lnfg rl:;fe winding-up of the existing trustee (other than for the purpose of
15-—2113(?51(;{\;% cl)Jy a reconstruction, unless during or following such reconstruction the
‘Zzisiing trustee becomes or is declared to be insolvent); or I
(f) the trustee is under investigation for conduct that c.olntravcnes the Trust Comp

1949, the Trustee Act 1949, the CA 1965 or securities law.

(e)

Court’s powers regarding trustee

7034 The CMSA 2007 also provides for court’s involvement in the appolllnintllenrteoig
'placemeut of a trustee. Although the obligation is on the compa]rlly ;{E e;lsu(;c;t }2 a r;epany

4 - i i and the co

{ 'es ¢ benture holder or the

for the debentures at all times, any de ‘ e Lo
?tstfr:lllfs)tiﬁa}[f) 1apply to court for the court to appoint, as trustee, a person who 1s eligible to be
abpointed or to act as trustee if— |
(i) the existing trustee has not been validly appointed; or

(ii) the trustee has ceased to exist.

i e their
This provision will enable debenture holders to take appropriate measures to ensur
interests are protected. ; -
int i isti and appoin
The court also has the power to terminate the appointment of an existing tn.ls_tei:l g?der?- o
his replacement where an application is made by the company, a debenture
SC—
inted or 5 260;
(i) the existing trustee is not eligible to be appointed or to act as trustee under t
i i isi nants
(ii) the existing trustee fails or refuses to act in accordance with the provisions or cove
of the trust deed or the provisions of the CMSA 2007;

" Section 262, failure to do so is an offence: see s 262(3).

i 7.034
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(iii) a receiver is appointed over the whole or a substantial pait of the assets or unde;
of the existing trustee and has not ceased to act under that appointment, or a
is presented for the winding-up of the existing trustee (other than for the pu
and followed by a reconstruction, unless during or following such reconstruct
existing trustee becomes or is declared to be insolvent); or

Chapter 7: Loan Capital and Dg|

(iv) the trustee is under investigation for conduct that contravenes the Trust Companies 4,
1949, the Trustee Act 1949, the CA 1965 or the securities law. 8

Contents of trust deed

7.035 The trust deed must specify what are the rights of debenture holders and the.
and duties of the corporation and the trustee. The trustee’s main function is to admi
the trust in accordance with the provisions of the trust deed. The primary duty of the

is to ensure that the debt is repaid (principal and all accruing interest amounts) as jg
due. The trustee also has the obligation to enforce all other obligations stated in the
deed on behalf of the debenture holders. The CMSA 2007 also imposes certain stafy
duties on a trustee which includes:

¢  The obligation to exercise reasonable diligence in exercising their duties towards
corporation (s 273, CMSA 2007).

e Comply with other requirements of the CMSA 2007 and this includes the duty to
a meeting of debenture holders under s 277.

COMPANY CHARGES

7.050 When a company borrows money, the creditor may require that some form o
security is given in relation to the loan. A security in this sense means that the cop
gives special rights over its property to a creditor. The most common form of seturity
charge over the company’s property or capital such as a charge over land, ok ther
of property such as money owed by third parties to the company. This se<uies the loan
that in the event of default on the payment of the loan, the property c¥n'be used (usu
sold off) to settle the amount owed by the company to the creditor \The advantage of a
security is that the property will be used first to pay off the debts that the company owes fo

the creditor in whose favour the security has been created. The loan is called a secured loan
- . L
and the creditor is a secured creditor.

When there is no security given for the loan, the creditor is an unsecured creditor. They are
normally short-term providers of capital such as supplier of goods and services.

The term “charge” is defined in s 4 of CA 1965 as including a mortgage and any agreement
to give or execute a charge or mortgage whether upon demand or otherwise. In view of this
broad definition, a charge may be legal or equitable and includes any form of security for
repayment of a debt, thereby encompassing mortgages, charges and other securities such
as pledges and liens. A company may create several charges on several different properties
and can even create several charges over the same property. When a property is used as
a security for several creditors, this will depend on the value of the property and whether
the value of the property will be sufficient to pay off all the debts which is secured by the.
charged property. It is important for creditors to appreciate the significance of accepting a
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') the campany is at liberty to dispose of the subject matter of the charge in the ordinary
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’ ty i ituation where there are several charges in favour
e OV C;T;l;:‘t:){f:riff :;ynell:):o;erty. Generally, the total amount of loans.secured
e 1s ought not to exceed the total value of the property. However, in terms
- the groceeds from the disposal of the secured property for settlement of
-lement. tOd rzditor whose charge was created first in time generally has the first
b SECHTZ bC the subsequent charges. However, this is also subject to _the charge
fonoiwzm foectively registered as discussed in 7.122 below and in the instance of
pr;p:}fazge on which ig the first in time to crystallise as discussed at 7.061.
in 3

following discussion is important for the purpose of determining priority of the
qent of the company’s debts.

- 1 In Re Yorkshire Woolcombers Association [1903] 2 Ch 284%, a floating charge is

ned as:
a charge over a tlass of assets present and future;
the class Of jissets is one that, in the ordinary course of business, constantly changes;

ssuese of its business. The company may sell, charge or otherwise deal with the assets

* 1 - 7 9
subject to the charge until the floating charge “crystallises™.

j is identified
¥, contra i h where the assets subject to the charge 1s i
)4 ‘e Charg'e cronted, 1 ific asset which does not change.
. O from the time the charge is created. It is attached to a specific a ok
A égcperty or asset which does not need to be disposed of by the company as part o

ordinary business can be the subject matter of a fixed charge. The company c;nnotfd:si
wﬁh the assets subject to the fixed charge without the consent of the credmn'l in (‘\;-’ fosf ) s
ﬁe charge has been created.'” Examples of fixed charge are F:harges over ]an tr a:e(()jrzs '
:mhineries. A charge over the fixed deposit of a company in a bgnklls a sﬁo dezéhar o
fixed charge.'' A charge over stock, shares and bonds of a company is also a xeveme ]i .Of
:Hﬂwever, share certificates kept in a designated safe, which requires any I?ho ment ¢
share certificates in and out of the designated safe lg be recorded but W-here _e (;: Oziteg
was free to deal with them was held to create a floating charge. The shares were dep

i 5 8 Stock and
¥ Re Panama, New Zealand and Australian Royal Mail Co (18170_) LR 5 Ch App 318; Government Stock an
‘ ity Manila Raitway Co [1897) AC 81:

Security Investment Co v Manila Railway Co [ | . ‘ . 4 el
ﬁ"’;’;ﬂﬁ;g ;écurity is an equitable charge on the assets for the time belpg of a going c?t?u«;cgn. It- a}:‘;hjgsschla
subject charged in the varying condition in which it happens to be from time to‘tlme. It 1:% of the esl?.l(_::he fouch @
charge that it remains dormant until the undertaking charged ceases to be a going concern, or ;?dil : gcemem
whose favour the charge is created intervenes. His right to intcrv.ene may of course be gl]épje:n Ld f:;yl'mb o y
But if there is no agreement for suspension he may exercise his right whenever he pleases after default ... }

. These characteristics of a floating charge were affirmed in fifingworth v Houldsworth [1904] AC 355 (House
of Lords).
W Re Yorkshire Woolcombers Association [1903] 2 Ch 284; [llingworth v Houldsworth [1904] AC 355

i nor 1 MLJ 119,
" Bensa Scin Bhd v Malayan Banking Bhd & Anor [1993] ‘ o o .
" Affin Bank Bhd v Malayan Banking Bhd [2009] 2 MLI .74 (COA’); Tee SIew‘Kgr (;u ;ﬁi,gﬂilggﬁnjzs
Kumpulan Kerjaya Bhd (the receiver and manager appointed)) (in liquidation) v A ffin Bank () ) ;
BSN Commercial Bank (M) Bhd) & Anor [2011] 4 MLJ 491.
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as continuing security for the banking facilities granted by the respondents an
include the shares deposited or to be deposited and any substituted shares.®

7.052 In order to determine whether the charge is a fixed charge or a floating
consideration must be given to the characteristics and nature of the charge. The term useq
to describe the charge is helpful but is not a conclusive evidence of the type of charge,
The most important characteristics is whether the asset subject to the charge is undey the
control of the charge/creditor and whether the asset is of a type that is constantly changing

and needs to be disposed of in the company’s ordinary course of business. In Re Cossley
(Contractors) Lrd [1998] Ch 495, it was stated that:

“The essence of a floating charge is that it is a charge, not on any particular assets, but
on a fluctuating body of assets which remain under the management and control of
the chargor, and which the chargor has the right to withdraw from the security despite
the existence of the charge. The essence of a fixed charge is that the charge is on a
particular asset or class of assets which the chargor cannot deal with free from the
charge without the consent of the charge. The question is not whether the chargor has

complete freedom to carry on his business as he chooses, but whether the chargee is
in control of the charged assets.”

Cha,rgg’

The charge is a floating charge where the assets are under the control of the company
even though the charge document described the charge as a fixed charge and the charge
document used a different term.'* It is clear that a charge over land or factory or building
is a fixed charge because these assets are clearly identified and not part of a class of assets,
However, a “fixed charge” created over the company’s entire assets and undertaking g
actually a floating charge.'® This is because where the reference is made to the company’s
entire assets, it will most likely be a combination of specific assets which do not change
and also other assets which the company can use or dispose of in its ordinary course ¢f
business. In this instance, the charge is treated as a floating charge because only a floahng
charge will allow these secured assets to be used by the company in its ordinary. course
of business during the term of the charge. Nonetheless, if the specific assef.is tlie only
property or asset owned by the company, for example, a building or a ship.a fixed charge
may be created over it.'"® A charge purportedly a fixed charge, was created over all the
company’s assets excluding the company’s lands and trading stock of goods held for resale,

The court nevertheless held this to be a floating charge as it would have included office
equipment, tools and book debts.!?

In some instances, a composile charge is created which will be over the same assets covered
by both a fixed charge and a floating charge. This will be termed as “a fixed charge over
specific assets and a floating charge over the other assets not covered by the fixed charge”.
In general, a company may create a floating charge over its entire assets and undertaking
and create another floating charge over a class of assets and gives priority to the second
floating charge. Two separate floating charges can be created over the same assets and

¥ Re EG Tan & Co (Pte): Wong Tui San & Ors v Chase Manhattan Banke NA [1991] 3 MLJ 301.
" National Westminster Bank Ple v Spectrum Plus Ltd & Ors [2005] 4 All ER 2009.

" Re Lin Securities (Pre) [1988] 2 MLJ 137; Zeno Lid v Prefabricated Construction Co (Malaya) Ltd & Anor
[1967] 2 ML 104.

' Re Panama, New Zealand and Australian Royal Mail Co (1870) LR 5 Ch App 318.
" Re G E Turnbridge Lif [1995] 1 BCLC 34.
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chapter _
ing in favour of two persons but priority cannot be given to a subsequent Hoating
ki

underta! - the same assets as covered by an earlier floating charge without the earlier
ve

;r;:rfsgochargee’s consent."” |

is also allowed to create a subsequent fixed charge over assets s.ub]e.ct to an
B charge with priority given to the fixed charge. However, 1&13 right in many
iz 1> be restricted by the presence of a negative pledge clause in the debentgre
B e ments of the earlier floating charge. A negative pledge is a _clause which
i c]?al.‘ge docum any granting the security from creating any other security 1nterest§ over
g Corts which might compete with (or rank pari passu with) the §ecur1ty of
E PFOP:d c’reditor under the debenture or charge document; the negative pledge
e Se‘lzlur rohibit creation of other subsequent charges unless with the con§ent of the
g nOrm-ady peditor In general, it is highly unlikely that the first secured cred1t0.r woulld
- hcrcreati(.)n of any other subsequent charge ranking ahead of its security. This
conserlt(t;) trsi:l ﬁffect the position of the first charge because the subsequent charge would
g:zlﬁ;v; fhe ﬁ};st rightto utilise the secured property in an event of default.

7053 A floating ¢harge enables the company to raise ﬁnancin.g over it;lentlre azze:)si,q
- uding thewgnods it manufactures or its trading stock or stock-in-trade. These types
g :é for sale and are a valuable source of income to the company. B}{ allowmg
e mlLto create a charge over its trading stock, the company is able to raise capital
f.‘iicfi‘l;?]?s class of assets without affecting the company’s ability to trade ie., ?e}lthi
ng(;s The company can have an uninterrupted cycle where the company‘fells 1‘;50(;)2{53 |t hi
stocks and replaces it with new manufactured stock. Thes§ types of assets ca? b

F £ a fixed charge as it will have the effect of restricting the company s\abﬂ.ity to
sub&]ec‘t: ?:ajse then the company is required to obtain the creditor’s _consent l?etore it can
ggﬁliafh of the goods it manufactures. However, the right of sale inherent in a floating
charge terminates on crystallisation.'

7.054 A floating charge is a charge over a _class of assets, present an;i future.ST;:ZtazZit]
need not be in existence at the time the floating c]_'large was created. T };s Eea;ar e
assets which are in the class or of the same type is only impressed WlT\Zd { 1;3 t(; . Cfi e
it is acquired by the company or only after it has been manufacture .,‘1t_ ﬂelat map -
manufactures the assets. However, a fixed charge may also be over assets y
acquired by the company in the future.

" Re Benjamin Cope & Sons Ltd [1914] 1 Ch 800. 3
¥ Jones & Ors v National Westminster Bank Plc [20011 EWCA Civ 15415 [2002] | BCLC 55.
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CASE EXAMPLE
Affin Bank Bhd v Malayan Banking Bhd [2009] 2 MLJ 74 (CoA)

Wembley Industries Holdings Bhd (Wembley) received banking facilities given by PhilleoA[j
Bank (which has since merged with Malayan Banking Bhd). Wembley created a debenture da
10 July 1995 (debenture 1) containing fixed and floating charges over all its assets, properties
undertakings, both present and future. Debenture 1 was duly registered under s 108, Compa,
Act 1865. Wembley then charged all shares it then owned or acquired in the future to PhilleoAlii
under a fixed charge. There was a restrictive clause stating that Wembley shall not, during the
subsistence of the debenture, without the consent in writing of the PhileoAllied Bank, create any
encumbrance over the charged assets. Form 34, filed pursuant to s 108,

also states, inter H”é‘,.'
that the creation of subsequent charges is restricted or prohibited.

Wembley subsequently created three other fixed charges in favour of three other financial

institutions over the same assets which were then novated to PhilleoAllied. All these deben
ranked pari passu. '

Wembley later acquired title to 8 million shares which were charged to BSN Commercial Bank

(now Affin Bank) by way of two memoranda of deposit, one for 5.6 million shares, and another for

the balance of 2.4 million shares. ]

Affin Bank came to know that PhileoAllied Bank has a prior first fixed charge over the 8 million
shares as soon as they were acquired by Wembley. Affin Bank then sold the 8 million shares
without giving any notice to or informing PhilecAllied Bank of the proceeds of sale.

PhillioAllied/ Malayan Banking applied for a declaration that that the four debentures had created
a fixed specific charge over the 8 million shares and the charge over the shares had priority over
the charge in favour of Affin Bank, The High Court made the order in favour of the plaintiff. The
defendant appealed to the Court of Appeal. i

Held:

The charge in favour of PhilleoAllied is a fixed charge. This was a charge over shares even thougy, \
the shares are not those presently owned and were to be acquired in future. These shares wore |
specific asset. The Court of Appeal followed Re Yorkshire Woolcombers Association; Houloisyarth.

v Yorkshire Woolcombers Association [1903] LJR 635 at p 640 and llingworth v Houldswarth &
Anor [1904] AC 355 (HL).

Is charge over book debts a fixed or floating charge?

7.055  Book debts are debts or maney owed to the company. As this is money payable
to the company, it can be part of the company’s assets and used as a form of security (o,
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; trum Plus Ltd, National Westminster Bank Plc v Spectrum Plus Lid & Ors [2005]
ke o 09. the court emphasised the importance of the borrower’s freedom to control
e Eszthe’assets in determining whether the security qualifies as a floating charge. The
4] characteristic that distinguishes a floating charge from. a ﬁ‘xcd charge is that the
e sct to the charge is not finally appropriated as a security for the payment of the
e Sub]b‘; ccurrence of some future event. In the meantime, the chargor is left free to
‘o e t -e (Zl asset and to remove it from the security. Re Spectrum Plus Lid states that
use the‘(:hdlgfeemf:nt requires the company to collect the debts and put it into a blpcked
E Etif]g the chargee bank but allows the company to withdraw the amount subjectl to
-am-:o‘u.rlt i a floating charge. Further, the fact that the company is allowed to auth(_)rlzc
e ~losn as agent to collect the amount on its behalf does not mean that thcr.e is no
‘anoth‘?;;’[egl: over the book debts. In Malaysia, Re Spectrum Plus has been approved in Affin
gz;i%hd v Malayan Banking Bhd [2009] 2 MLI 74.

the use ©

2

]
CASE EXAMPLE

k

" Re Spectrum Plus i id, National Westminster Bank Plc v Spectrum Plus Ltd & Ors [2005] 4
All ER 209

d a current account with National

is caso. the company, Spectrum Plus hafj, openel

k 4 tr:ic': Bank and obtained an overdraft facility. Spectrum then Sxecuted a t?eberltju(;ttahltaor
Weis J\rc;l:f; in'debtedness to the bank which included specific chargrji o; ail bozl; :fmfn?gontains

o i i i ” The debenture

i to time due or owing to Spectrum! . :

B e d, Spectrum shall pay into its account

K¢ t where the book debts are concerned, spe s
il ich i ive i f such debts and shall not “without

Cowi h it may receive in respect of su _ ,
B i therwise charge or assign the

i i iti f the bank sell, factor, discount or othe b

* the pricr consent in writing o ount. Lyt il

' i urport to do so” As is comm ) dre

same in favour of any other person or p ; : T
) the account for its business purposes p ;

R rn i iquidati bank lied for a declaration that

t into voluntary liquidation. The bank app

‘exceeded. Spectrum later wen ! LA e

t i harge over Spectrum’s book debts. we _

ey itled to the book debts if it were a floating

) i tial credifors who would have been entitled to the : )

iﬂ;{}g r'?'réecnase went all the way to the House of Lords on appeal by the preferential creditors.

~ Held:

! i i it was a common banking law
7 rt of Appeal, this was held to be a fixed charge because i

[ ':ftx;hgre?c?t}::e thatpn?toney paid into a bank account become:s, the property of the bank although the
bank may give the account holder a contractual right to withdraw the money.

The House of Lords disagreed with this finding and held that this was a floa.ﬁng charge. AJ‘;I;DVL:'%E
the collected debts from the company’s debtors must be‘placed ina deS|_gnatedhacco .
the chargee bank, the chargor could deal with the funds in the account without the con

secure its own debts. When a company creates a charge over its book debts, whether the
charge is a floating charge or a fixed charge will depend on whether the assets subject to
the charge is under the control of the chargee/creditor and the company (chargor) is able to
use its book debts without the consent of the charge holder. To be a fixed charge over book
debts, the debenture document must prevent the company from realizing the debts or from
utilizing it. This has been laid down in Re Spectrum Plus Ltd, National Westminster Bank
Ple v Spectrum Plus Lid & Ors [2005] 4 All ER 209. It was held that in determining the
status of a charge over book debts, what is important is whether the proceeds were at the
company’s disposal, to be used frecly by the company. Re Spectrum Plus is an important
case as it changes a longstanding banking practice whereby any money paid into a bank
account, becomes the company’s property under banking law.

the bank. It was held that since the company may freely dra_w on the acrfount for its business
purposes within the overdraft limit, it was capable in law of being a fixed charge.

7056 Re Spectrum Plus overruled Siebe Gorman & Co Ltd v Barclays Bank Ltggc‘)l?i
2 Lloyd’s Rep 1422 In Siebe Gorman, the company, RH Mchnalfis Ltd, gave ; m(mz
Bank a “fixed charge” over its book debts, The company was r_equlr.ed to pay ’a 3/
it received into a bank account and the funds cannot be used without the bank s con;er; :
McDonalds had assigned some bills of exchange as payment for some debts to fie z
Gorman. The court held that to determine whether the book debts is covered by a fixe

" In this case. the charge over McDonalds’ book debts was a fixed charge.

7.056
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charge or a floating charge, the debenture document must prevent the company from
the funds in the ordinary course of its business without the consent of the charge
court held that since the company is required to pay the money into a designated
account, this indicated that the company had no control over the funds. Hence, the chau
was a fixed charge. Siebe Gorman was overruled on its facts because the House of [ gy
in Re Spectrum Plus held that the obligation to pay money into the account with the g
is insufficient to indicate control by bank over the utilization of the funds, Re Speci‘ﬁ, '
Plus Ltd, National Westminster Bank Plc v Spectrum Plus Lid & Ors [2005] 4 AJ) ER
209 focused on who has control over the book debts to determine whether it is a fixed op
floating charge. It was held that Siebe Gorman was wrongly decided on its facts,

Usir £

T

7.057 Re Spectrum Plus is also authority for the rule that a company cannot creafe o
fixed charge over the uncollected book debts and a floating charge over their proceed;&

This is because the security interest over the uncollected debts and the proceeds Operates:

as a single continuous security interest, not as separate security interests.”! It overruled Re

New Bullas Trading Ltd [1994] 1 BCLC 485 on this point, In Re New Bullas Trading de

[1994] I BCLC 485, a company created a fixed charge over the uncollected book debtg bm
once the debts are collected and paid into the account, a floating charge is created over thig
proceeds. The Court of Appeal allowed the creation of such a security interest and helg
that there was a fixed charge over the uncollected book debts. Re New Bullas Trading Lig
was overruled in relation to a company’s ability to create such a security interest by the
Privy Council in Re Brumark [200 112 AC 710% and by the House of Lords in Re Spectrum
Plus * The House of Lords in Re Spectrum Plus did not agree with this finding, However,

Re Spectrum Plus did not lay down the rule that a fixed charge cannot be created over book
debts. >

Is a retention of title clause/Romalpa clause a fixed or floating
charge?

7.058 A common clause in some commercial contracts for the supply-ot goods is a
retention of title clause, i.e., a Romalpa clause. This is a clause that »2cejves title of the
goods in the supplier or seller until full payment is made.” When these is'a valid retention
of title clause in a transaction between the company and a third party, this clause creates a
charge in favour of the third party. The issue is whether the retention of title clause creates
a fixed charge or a floating charges This depends on the document creating the retention of
title fulfilling the elements of a floating charge.2

2 Agnew v Commissioner of Inland Revenue (Re Brumark Investments Ltd) [2001]12 AC 710; Sec L Sealy and §
Worthington, Cases and Materials in Company Law (2008, Oxford University Press) at pp 485-488.

* Agnew v Commissioner of Inland Revenue (Re Brumark Investments Ltd) [2001] 2 AC 710, on appeal from
New Zealand.

" Re Spectrum Plus Ltd, National Westminster Bank Ple v Specirum Plus Lid & Ors [2005] 4 Al ER 209 (House
of Lords).

* See Re Harmony Care Homes Ltd [2009] EWHC 1961,

¥ Section 25, Sale of Goods Act 1957, Aluminium Industrie Vaasen BV v Romalpa ALuminimm Led [1978] |
WLR 676 (COA).

* Re Bond Worth Ltd [1980] Ch 228.
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mple of a contract where a person retains title of products supplﬁe(f’ is ip
ahi?e-purchasa agreement where the goods still belong to the “supplier until

lation 1o a )
relation s made under the hire-purchase agreement.

full payment

stallisation of floating charge

cr_y The ability of the company to deal with or dispose the assets subj f.:ct t.o the ﬁOﬂtlEg
7,059 .es when the floating charge crystallises. The effect of crystallisation is that the
i E “;s transformed into a fixed charge so that the assets subject to the charge can
floating charge ed by the company in its ordinary course of business. However, this does
i l;le tu fhe floating charge which has crystallized is of the same status as 2 charge
nt;:. n;ci?a: cﬁ)lriginally created as a fixed charge. In terms of priority, a charge which was
whic

riginally created as a fixed charge will rank in priority to a charge that becomes a fixed
ztr:frge due to crystallisation.

7.060 Crystallisation may occur in the following manner: | N
Winding-upaf a company. A winding-up of a ‘company Wlu regu]_t in ‘a 0a ‘mg
. , crystallising. The time of crystallisation is when the winding-up commences.
ghzﬁi: ! 1\8 of CA 1965 provides that where the winding-up is by order of the court:

3 The winding-up commenced at the time of the presentation of the petition for the
winding-up. ‘ R
If there is a resolution passed by the company for voluntgry “flrtll g 1p,tion
winding-up of the company commenced at the time of the passing o .1 e.reso u , .
Section 255, CA 1965 provides that where thenla is a Voluntalry Wmdmlg-:ilgr,] g:i
winding-up commences either at the time of passing of the orglnsa;‘y] resg ;]965 !
voluntary winding-up or when the stamto.ly iclarqtmn ur}dgr s 255(1),

Jodged with the ROC when a provisional liquidator is appomte-d. | )
Cessation of the company’s business. All floating charges j\;wll crystallize when the
company has not been wound up yet but has ceased trading.” | e
Appointment of a liquidator or a receiver.” A receiver may be app](){ntffd lo‘tizal llls; ;z
charged assets. This means that the assets will be sold off so that the procee y
used Lo pay off the debt owed to the creditor. | | -
In accordance with any crystallisation events as specified in the 1nstrume11t];:r‘e-:~,1tlf[1%lti p:
charge. The debenture agreement may provide that .the floating charge W-lf uys;n a a;:
if a third party attempts to execute a judgment agamst t_he company or if a co1C 11 thz
debt increases beyond a certain ratio compared to its equity. It ls_qm.te common fo e
debenture document te require notice to be given if the c_rystalhzat.lon. ev:f’:ntl occurt;. t
The debenture agreement may also contain an “automatic crystall_lsatm? clause m:r
operates to crystallise the floating charge if the company attempts to L-lea?da]j;hd g
floating charge or a fixed charge over the assets. In Sz.’verst:;ne Mar.ketmg n\ 4
Hock Ban Hin Trading Sdn Bhd & Ors [1998] 2 MLJ 695,% a floating charge can

(b

—

sy

(c

(d

—r

T Re Woodroffes (Musical Instruments) Lid [1985] 2 All ER 908.
* UMBC Bhd v Official Receiver of Soon Hup Seng [1986] | MLI 75.
SFERe Woodroffes (Musical Instruments) Limited [1986] Ch 366.

" Re Brighlife Lid [1987] 2 WLR 197.

i 7.060
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crystallized automatically when the crystallization event occurs, without the crediy

having to give notice to the company. The charge document however must clearly Stam

that the floating charge will automatically crystallise.

A sample of a crystallisation clause

“The Bank may at any time by notice in writing to the Borrower forthwith convert the said floating
charge over the property and assets into a Fixed Charge as regards any or all of the Properties
or assets specified in the said notice which it shall in its absolute discretion consider to be-j[,},;.
jeopardy or in danger of being seized or sold under any form of distress or execution levied gr
threatened, and may appoint a receiver thereof, and the Borrower hereby undertakes fo do and

execute all acts and things to effect the above said conversion in respect of the properties and
assels specified in the said notice”

A sample of an automatic crystallisation clause

“If the Borrower charges, pledges, or otherwise encumbers in favour of any third party, whether by
way of a fixed or floating security, any of the assets hereby charged, or attempts to do so without
the prior written consent of the Bank, or if there be any petition presented or any resolution
passed or any other step taken for the winding-up of the Borrower, or if any person attempts to
levy any distress, execution, sequestration or other attempts or other process against any of the
assets hereby charged, or if any floating charge whether created before or after the date heraof, '
shall crystallise over any of the assets hereby charged, the floating charges hereunder shall
automatically without notice operate as fixed charges instantly such event occurs.”

7.061 When a crystallization event occurs under a specific floating charge, it will only
crystallise that floating charge. Other floating charges will not be affected. However, in
most cases other creditors will also give notice to crystallize their floating charge. This will
have an impact on which of the creditors will be paid first. When there are several ﬂoah’ng
charges and not all of them have been crystallized, a floating charge that has crystaiiizo
will be paid first before a floating charge which has not crystallized.”! In Re Woucoffes
(Musical Instruments) Limited [ 1 986] Ch 366, the company created two floatinig churges in
favour of two persons at different times. The second chargee sent a notice to the company
to crystallize the floating charge. The court held that the notice by the secand chargee did
not have the effect of crystallizing the first charge as well as the second charge.
Invalid floating charge

7.062 Since a floating charge “can be created over a company’s entire assets and
undertaking, it can be used by persons who are in control of the company to “transfer” assets
by creating charge over debts to get priority over other unsecured creditors. To prevent this,
if a company grants a floating charge and the company is then wound up in insolvency
within six months, the floating charge is void, unless the company received certain benefits
or the chargee can prove that the company was solvent immediately after creating the
charge. Under s 294, a floating charge created within six months before the commencement
of a winding up is invalid except to the extent of money paid to the company at the time of
or subsequent to the creation of the charge and in consideration of it. The

could be saved if the creditor is able to prove that the company was soly
after its creation.

charge however
ent immediately

*' Re Woodraffes (Musical Instruments) Limited [1986] Ch 366.
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Voidable transaction due to “undue preference”
7.063

jnvalidated
rovision 135

If a company is wound up by reason of insolvency, a cha‘rge created by;t mayT E:
if it is found by the court to be part of an “undue preterepce transaction”.
- ld signed to protect the general body of unsecured creditors where the a;sets
ane& \iill not be dissipated to enrich or benefit one or more unsec_ured credltors-
e yo’f other unsecured creditors. It aims at preserving the sanctity of thel pari
e CX.PEQST by which creditors in the winding-up share rateably in the assets ava.;lable
e oo nySEction 293 of CA 1965 provides that any transaction made 1lrela_t11.1g to
o dlstrlbutlﬂf}- a company which had it been made or done by or against an mdn.fldual
v prop‘?f]?_’ 01 ankruptcy under the law of bankruptcy be void or voidable shall in the
o' m' 9 (J)m any being wound up be void or voidable.** This means that s 2?3(] ),
v ‘I:ces ‘S‘le Bankruptcy Act 1967 applicable to companies. The law relating to
e macferences under the Bankruptcy Act 1967, is set out under 5 53 and 54. For
gaut‘iz:::cgim to be an undue preference transaction, the following requirement must be
e 8
z;ﬁltl;:t. the transaction in question took place within six months prior to the commencement
the~winding-up; | |
(b) f:l:f 1l satisfied the description of one of the types of transaction mentioned in s 53(1)
o€ Bankruptcy Act 1967,
.1 that it took place at the time when the company was insolvent; ' | )
Ed’) that the person in whose favour the transaction was effected stood in the relation o
creditor to the company; and ) o
(e) the effect of the transaction.was.to coni.er on thal;pe] son preference, p y
advantage over the other creditors in the winding-up.

R TJee Siew Kai (as the liguidator for Kumpulan Kerjaya Bhd (the receiver and mam:]rgc;;' I\c{;}ﬁ;}ﬂi;f]ed)) (in
liguidation) v Affin Bank (formerly lmown as BSN Commercial Bank (M) Bhd) & Anor [2011] o .2 oy
B Lian Keow Sdn Bhd (In Liquidation) & Anor v Overseas Credif Finance (M) Sdn Bhd & Ors [1988]

449. . : 5 G 3

" Sime Diamond Leasing (M) Sdn Bhd v JB Precision Moulding Industries Sdn Bhd _(.h{ JILtqmc{al.fmT) [l??z}-lrll
MLJ 499, these principles were approved on appeal to the Federal Court although ll.m.‘ decision 91 l}c fov.n oo
was Uverliuleci by the Federal Court: Sime Diamond Leasing (M) Sdn Bhd v JB Precision Moulding Industries .
Bid (In Liquidation) [1998] 4 MLJ 569.

i 063
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INTRODUCTION

12.001 The duty of care, skill and diligence under Malaysian company law hag 20ne
through some significant changes in 2007. The amendment to the Companies Act 1965 (CA
1965) in 2007 replaced the former s 132(1)' with s 132(1A).

SECTION 132 AS TO THE DUTY AND LIABILITY OF OFFICERS

132(1A) A director of a company shall exercise reasonable care, skill and diligence with —

(a) the knowledge, skill and experience which may reasonably be expected of a director
having the same responsibilities; and

(b) any additional knowledge, skill and experience which the director in fact has.

Prior to 2007, the statutory provision dealing with duty of care under the CA 1965 did not
specity what is the statutory standard of care. This was explained through case law. The
standard of care for directors in Malaysia followed the standard of care laid down in Re City
Equitable Fire Insurance Co Ltd [1925] Ch 407, widely criticised as being unsuitable i
modern business environment. (see 12.015). Sadly, the case law development in Malaysia
on directors’ duty of care, skill and diligence has not been in tandem with the developmentin
other common law jurisdictions.2 H owever, due to the statutory codification of the standard
of care, skill and diligence, the rule regarding directors’ standard of care, skill and diligence
in Re City Equitable Fire Insurance Co Ltd has been replaced by s 132(1A), CA 1965 while
Re City Equitable Fire Insurance Co Ltd specified a subjective standard of care. Section
132(1A) introduces an objective and subjective standard. The Draft Companies Bill 2012
retains the wording of the present s 132(1A).

In addition to these two sources of the duty of care, skill and diligence, it is quitecommon
to find the duty of care arising out of contract. This will usually be stipulated-ina contract
between a company and its officers. A term of the contract might be thai the executive
director or officer must exercise the care, diligence and skill expectea.of a person who
occupies the position in question.

The statutory duty of care is enforced by the Registrar of Companies. While there is no
specific penalty of fine or imprisonment for contravention of s [32(1A), a breach may lead
to a disqualification order. This means that it is possible for the court to order a director
who has breached the statutory duty of care not to be involved in managing companies
for a specified period of time. This type of remedy is not available for a breach of the
common law duty of care. A breach of the common law duty of care will usually result in
the payment of compensation or damages to the company.

' “A director shall at all times act honestly and use reasonable diligence in the discharge of his duties.”

* Aiman Nariman Mohd Sulaiman, “Revising the Director's Duty of Care, Skill and Diligence in Malaysia” in
Vol 17(2) (2004) Aust Journal of Corporate Law 196-217. For judicial decisions that still apply or refer to the
standard laid down in Re City Equitable Fire Insurance, see Abdul Mohd Khalid v Dato Haji Mustapha Kamal
[2003] 5 CLJ 85 citing Double Acres Sdn Bhd v Tiarasetia Sdn Bhd [2000] 7 CLJ 550, where Re City Equitable
Fire Insurance was still cited as the source of the standard for the duty of care skill and diligence; Chin Folt

Berhad & Anor v Kwan Yun Hong (@ Kuan Onn Hing & Ors [2012] MLIU 462; Ho Hup Construction Company
Bhd v Bukit Jalil Development Sdn Bhd & Ors (No 2)[2012] 1 CLJT 649.
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COMPONENTS OF THE DUTY OF CARE, SKILL AND
DILIGENCE

12.010 Discussion about the duty of care, skill anq dilige.nce rev_ol‘ves ground the conduct
of directors in managing the company’s affairs and in making decisions in the performance
of their role to manage or supervise management gf a company. The components of the
duty of care, skill and diligence can thus be categorized as:

o The duty to exercise reasonable care;

o The duty to demonstrate skill;

o The duty to be diligent; and

The duty when delegating and relying on others.

Duty to exercise standard of care

12.011 Section 132(1TA) lays down a dual standard of care which is a combination of an

objective stancdiciand a subjective standard. |

e A directurcis expected to demonstrate a minimum objective standard of care and skill
of areasonable director which requires him to keep himself informed of the compa_ny?s
4tinics and financial position. The minimum objective standard of care.a_nd skill Is
pased on what may be expected of a director having the same responsibilities. At this
juncture, the general knowledge, skill and experience of other directors 1l1av1ng the
same responsibilities will be used as a measure to ascertain whether a director has
fulfilled the minimum objective standards.

o However, where a director has special skill, the law requires him to be assessed by til.t‘
care, skill and experience of persons having those skill. Thus, the minimum standgrd is
an objective standard while the subjective standard will be used to dcterrpme '[h?T hi gh_er
standard of care and skill. The law operates to inform directors that their special skill
or experience will be relied on where they actually possess these skill and experience.

In discussing the dual standard of care found in the UK Companies Act 2006, the court
stated in Lexi Holdings Plc (in admin) v Lugman & Ors [2008] 2 BCLC 725 that:
“The objective test sets the basic standard. It is no excuse for a c[ir.cctor to say that,
in fact she did not have the general knowledge, skill and experience rcasgnat.)ly
to be expected of a person carrying out her appointed functions. The sub_]e.ctwe
lest potentially raises the standard by reference to any greater knowledge, skill or
experience which the particular director has.”

12.012 It must be noted that the principle stated above does not mean that a director who
has knowledge, experience and qualifications will a/ways be judged ip relation to his duties
to his company based on the higher standard.* An evaluation of the hi ghcrlstandard of care
to be imposed needs to be related to whether his special skill are thqse that is 1'el§vant to the
matter that the board is considering or that can be expected of a director who is entrusted
with the responsibilities or position assigned to that director in that company.

* Per Briggs J at para 37.

* See V Finch, “Campany Directors: Who Cares about Skill and Care?” (1992) Modern Law Review 179, at
p203.

12.012
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What does the minimum standard of care requires director to do?

12.013 In Daniels v AWA Ltd (1995) 13 ACLC 614; 16 ACSR 607, the Australian New
South Wales Court of Appeal laid down the modern formulation of duty of care and the
minimum standard of care, skill and diligence expected of all directors.

CASE EXAMPLE
Daniels v AWA Ltd (1995) 13 ACLC 614; 16 ACSR 607

The company, AWA Lid, suffered loss due to foreign exchange transactions conducted by one
of its employees. The employee managed to make substantial profits but started making losses
thereafter. After there were losses, the employee concealed them from the supervisors and
arranged for borrowings on behalf of the company from other banks and these were unauthorized
by the company. Although the employee had authority to conduct the transactions, there were no
controls as to the amount that could be transacted or reporting of the numerous dealings.

AWA Ltd's auditors did not detect these unauthorized borrowings but did inform the senior
management of the inadequate internal controls. These were not acted upon by the senior
management. The auditor had knowledge that the senior management has not addressed his
concerns but did not inform the board of this. The auditor subsequently informed the chairman
and the CEO of the inadequacies in the company’s internal conirol and monitoring system but did
not specifically mention his concern about the foreign exchange operations. The board became
aware of the losses from the foreign exchange operations in 1987

AWA Ltd sued the auditors who counterclaimed that there was contributory negligence by the
company. The company then sued its directors for contribution.

The auditors argued that there was contributory negligence on the part of the company because
the directors had breached their duty of care.

Held:

The auditors were negligent but the company had contributed to the negligence due to the kiawan
of duty of AWA Ltd's directors. The court held that the minimum standards of care, sk and
diligence expected of all direciors are that:

1. Adirector must acquire a basic understanding of the business of the comparny and must be
familiar with the fundamentals of the company’s business.

2. Directors are under a continuing obligation fo make inquiries and keep tnemselves informed
about the activities of the company and its business operations.

3.  Detailed inspection of day-to-day activities is not required but what is required is a general
monitoring of the company's kusiness affairs. Accordingly, a director should attend board
meetings regularly.

4. While directors are not required to audit the company’s books, they should maintain familiarity
with the financial status of the company by a regular review of financial statements.

5. Directors who are appointed because of their special skill or responsibilities must also pay
attention to other aspects of the company’s business that might reasonable be expected 10
attract inquiry.

6.  Directors cannot shut their eyes to corporate misconduct and then claim that they did not
see the misconduct and did not have a duty to look.

The non-executive directors were not held liable because they had requested information abaut
the foreign exchange transactions from the senior management and the auditor when the auditor
informed the board about their concerns.

12.013 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd
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gimilarly, decisions from the UK have also specified a more objective minimum slan({ard
of care. In Re D'Jan of London Limited [1994] gnd Re Barings Plc and Ors [1999] BCLC
433, the courts have laid down the following principles:

Directors have, both collectively and individually, a continuing duty to {:lCCjL‘lil‘G and
maintain a sufficient knowledge and understanding of the company’s business to
enable them properly to discharge their duties as directors.

Directors are entitled, subject to the articles of association of the company, to dclegalle
particular functions to those below them in the management chain, apd to trust their
competence and integrity to a reasonable extent. However, the exercise of the power
of delegation does not absolve a director from the duty to supervise the discharge of
the delegated functions,

Whether or not the duty above has been discharged depends on the facts of each case,
including the director’s role in the management of the company.

12.014 In large(Companies particularly for public and public listed companie:i;, lhe‘
composition of ifie board must comprise non-cxecutive di_rcclors. In the 1992 decision of
AWA Ltd v Dapiels (1992) 7 ACSR 759, the court distinguished between the duty owed by
an execii‘ive director and a non-executive director. It was stated that:

‘e non-executive directors are not bound to give continuous attention to the affairs

of the corporation. Their duties arc of an intermittent nature to be perfonfncd‘ at

periodic board meetings, and at meetings of any committee of the board upon which

{he director happens to be placed.”

However, on appeal in Daniels v AWA Ltd (1995) 13 ACLC 614; 16 ACSR 6Q7, the court
did not accept this distinction. Tt was held that although all directors (exccutive and non-
executive) owe the same duty, the standard of care and skill differs between an cxelc.u.tlve
and a non-executive director because of the time commitment and scope of responsibilities.®

Rejection of the standard of care laid down in Re City Equitable Fire
Insurance

12.015 The traditional approach to the duty of care, skill, diligence and delegation of

authority was laid down in Re City Equitable Fire Insurance Co Ltd as follows:

» A director need not exhibit, in the performance of his duties, a greater degree of skill
than may reasonably be expected from a person of his knowledge and experience.

» Adirector is not required to give continuous attention to the affairs of the company and
his duty arises intermittently while performing his functions at board meetings.

» A director is entitled to delegate his duties. In the absence of grounds of suspicipn,
the director is justified in trusting the official (to whom his duties were delegated) to
perform such duties honestly.

* AWA Lid v Daniels (1992) 7 ACSR 759.

“Ina Malaysian decision, Sime Darby Bhd & Ors v Dato ' Seri Ahmad Zubair @ Ahmad Zubir bin _p.‘-lj Murshid &
Ors and Tun Musa Hitam & Ors (third parties) [2012] MLIU 189, the court made a statement, obltgr_, abqut the
distinctive duties between an executive and a non-executive directors, “The duties of a Non-Executive DuF:Etor
are not co-extensive with the duties of an Executive Director vis-a-vis the Company on whose Board they sit”. It
is submitted that this view is not in line with development relating to duty of care, skill and diligence.

Malaysia Company Law: Principles and Practices 12.015
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A shortcoming of the approach in Re City Equitable Fire Insurance is that it dog
encourage directors to gather (more) knowledge about the company’s business and a
or to acquire more skill. The later cases and s 132(1A) resolved the problem arising oyt
City Equitable Fire Insurance where a director who has no skill or experience will b
to rely on these inadequacies to escape liability. Traditionally there was no requirement thy
a director equipped himself with knowledge about the company’s operations or financig|
status. However, this is no longer the applicable law in Malaysia because of s 132(1A),

S not
ﬁ”airs
of Re
€ able

In addition, Re City Equitable Fire Insurance enables passive directors to escape liability.
by arguing that he was not involved in the management of a company. Older cases such
as Re Cardiff Savings Bank, Marquis of Buite [1892] 2 Ch 100, held that where g director
who was appointed when he was a minor and had never been involved in managing the
company was not liable for breach of duty of care, skill and diligence. This is no longer
the law. A director who is passive, uninformed and uninvolved is liable for breach of dyt
of care, skill and diligence.” A director is in breach of his duty of care, skill and diligence
where he allows other directors to dominate him resulting in a total abrogation of his
responsibilities.®

12.016  In the following cases, the Singapore courts have rejected the traditional approach
in favour of the modern standard of care. These cases were decided based on the Singapore’s
equivalent of the former s 132(1), CA 1965.

CASE EXAMPLE
Lim Weng Kee v PP [2002] 4 SLR 327 '

The defendant was the managing director of a pawnshop business. A customer had pawned
her jewellery.The customer had built up close relations with the directors, often giving them gifts
and falsely represented that she was very wealthy with connections to the Brunei royal famii:
actual fact, the jewellery items did not belong to her and were taken from a diamond merchan. As
a result of outstanding payments on the loan, the'managing director had contacted the cuistumer
who informed the directors of her intention to redeem the jewellery. She gave several ovst-dated
cheques and requested that these are to be deposited at a future date and that any rafunds can .
be returned to her later. She then requested that the jewellery be returned to n=r, although this
was not accepted initially by the managing director, due to requests by other board members, he
had accepted the cheque and released the goods which had been pawned without first waiting
for the cheques to clear. The cheques were dishonoured. -

Held: -

The court held that a person in the position of the accused had not acted with due skill and care.
By having the experience of being a pawnshop managing partner, he ought to have known that
pawned goods should not be released before actual payment had been received. The accused
was therefore convicted.

7 See Lim Weng Kee v PP [2002] 4 SLR 327, rejecting ASC' v Gallagher (1993)10 ACSR 43.
See also AS Sievers, “Farewell to the Sleeping Director—The Modern Judicial and Legislative Approach 1o
Directors’ Duties of Care, Skill and Diligence—Further developments” (1993) 21 ABLR 111.

¥ Re Westmid Packing Services Ltd; Secretary of State for Trade & Industry v Griffiths (No 3) [1998] BCC 836

al 842B-843D; Re Barings Ple [1999] 1 BCLC 433 at pp 486-489; Lexi Holdings Plc v Lugman (No 2) [2008] 2
BCLC 725 per Briggs J and [2009] BCC 716 per Sir Andrew Morritt C,
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The standard of ‘reasonable diligence” under s 157(1) of Cqmpames Act (| Ca;? 50) (a Sj;kllﬁ
objective. The issue therefore was whether the appe!lant exercised _such degree odcfrfake e
a5 would amount to the reasonable care which an ordlna_ry person m_lg_ht be expecte 4 Od i
circumstances on his own behalf. This objective test applles io both civil breaches of the :153; e
reasonable diligence under s 157(3)(a); as well as criminal breaches of that duty under s .

The court stated that the test of whether a direct_or Ijgd ac‘ted with due skill and care wou;:-clit ?r?;
be lowered to accommodate inadequacies in an individual's knowlgdge and expenenc:e.erience
standard would be raised if the individual held himself out as having knowledge or exp .
The court rejected Re City Equitable Fire Insurance Co Ltd.

The test to be applied for civil breaches of directors’ duties under s 157(3)(a) of CA

“[23] Under the traditional approach exemplified by _these Iir;es of cases, the sgﬂ_ngg‘l;g
of ‘reasonable diligence’ is essentially objective but it puntams an __|mportant su" je pi
qualification: it is measured against what an ‘ordinary’ director, sharing the same iewtgs .
knowledge and experience as the defendant, would or woulld n_qt have done on the hgcown
the case. This makes it possible for a defendant to escape liability by appealing to his
lack of knowledge or experience.

[24] Hawaver, times have changed. Professor Paul Davis pointed out in Gower's Pg_ncut)clﬁ;
of Modsinn Company Law (6th Ed) at p 640, ‘those cases seem tq ha\n_e framed_the _|r§c 4
daties of skill and care with non-executive rather than executive dll’ectOIjS in min ai y
~i~ieover, on the basis of a view that the non-executive directO_r had‘no serious ro!e_to pﬂ&g
within the company but was simply a piece of window-dressing aimed at promoting
company’s image’

[25] In Daniels v Anderson (1995) 16 ACSR 607 at 666—667,_ihe SL’Jpreme Court of Ne\v\ij ?iglrit:I
Wales indicated that it is no longer appropriate to judge a director’s ccndluct by the tra.‘ i
approach applied in cases such as Lagunas Nitrate Co v Lagunas Syndicale (supra):

‘The duties of a director are eloguently explained in ihe judgrpent of' Pollock J,
giving the opinion of the Supreme Court of New Jersey, in Francis v United Jer:':‘ey
Bank 432 A 2d 814 (1981) ... In our opinion, this has become what the law requlr_es
of directors. At 812—3 Pollock J said: “... Because directors are bound to exercise
ordinary care, they cannot set up as a defense lack of the knowledge needgg‘ tci
exercise the requisite degree of care. If one feels that he has _not had sufhme?d
business experience to qualify him to perform the duties of a dlrgctor, h_e shou
either acquire the knowledge by inquiry, or refuse to act ... A director is not an
ornament, but an essential component of corporate governance. Consquenﬂy, a
director cannot protect himself behind a paper shield bearing the motio dummy
director’.” [Emphasis is added.]

[26] This passage was quoted with approval in the Chancery Divisio_n in H? Ba;zgﬁ
ple [1999] 1 BCLC 433 at 488. The policy under this mode.rr? _approach is clear.ta ;c,i =
who accepts the office of director undertakes the responsibility _that he unqers a{:ances
nature of the duty required of that office. That duty will vary dependmg_on the mrcgmsh . thé
the size and the business of the particular company and the experience or skills tha
director held himself out to possess in support of appointment to the office.

[27] A similar view was held by Hoffman J in Re D'Jan of London [1994] 1 Bt(zl(;?migl
(Chancery Division) where he decided that the duty of_care owed by a director & o
law is the conduct of a reasonably diligent person having both (a) the gqneral knﬂw same'
skill and experience that may reasonably be expected of a person carrying out t eeneral
functions as are carried out by that director in refation to the company, and (b) the g e
knowledge, skill and experience which that director has. As pointed out b;_t Pro;re_szﬁroe w. »
in Gower’s Principles of Modern Company Law (6th Ed) at p 642, 1he.c1u<;|al di er.te g
the traditional approach is that limb (b) adds a subjective standa_rd which can_opera :
increase, and not decrease the level of care and diligence required by the director.
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Acquiring an understanding of company’s business and financial
.IposiﬁOﬂ | ; |
..12 017 The minimum objective standard requires a direcFor to ](??p h;mselif contm_uuu; y
: f ned of the company’s business, affairs and ﬁnancml‘ Posmon. This duty is of a
E ing nature and rejects the view in Re City Equitable Fire Insurance that the duty of
’.zo‘ﬁiggior is intermittent in nature to be exercised at board meetings.

[28] In my opinion, the modern approach exemplified in Daniels v Anderson and
D'Jan of London (supra) also represents the position here. The law hence stands as

the civil standard of care and diligence expected of a director is objective, namely, whet,
he has exercised the same degree of care and diligence as a reasonable director foun;
in his position. This standard is not fixed but a continuum depending on various factors
such as the individual’s role in the company, the type of decision being made, the size
the business of the company. However, it is important to note that, unlike the traditio
approach, this standard will not be lowered to accommodate any inadequacies in
individual's knowledge or experience. The standard will however be raised if he held hj

Due to the minimum objective standard of care, where the directors fail to prepare the
Pu
out to possess or in fact possesses some special knowledge or experience.

any’s financial reports and this affected the directors’ ability to _upders.tan.d. thg
wmpany’q financial position, such failure will be significant in determlm‘ng_hablhty.
?f?lmpcA 1965 contains a financial reporting framework where the responsibility for the
e - .
@mpanys financial statements rests with the directors.

[29] This position is not just in line with recent developments in England and Australj
supported by two other reasons on principle: firstly, the traditional approach made |
easy for directors to escape responsibility for breaches of duty by relying on their perso
lack of experience or knowledge. Surely the law cannot act as an excuse for directorg
continue in their ignorant state. That is however exactly the effect of the traditional appro
This detracts from the protection to shareholders intended by s 157 Secondly, most o
older cases predated the modern objective test of negligence propounded by the H
of Lords in Donoghue v Stevenson [1932] AC 562 and should be read in the light
subsequent developments. Hence, the traditional position in Lagunas Nitrate Co v Laguy
Syndicate (supra) should no longer be followed.”

Failure to find out about the company’s affairs could also lead to Iiab:hl? gspecw;]]s;l}ef
this causes the company to become insolvent. Thus, there was breach 0, ufy 0nts =
where the non<€xeeutive directors had failed to (equesr that the company E acctou %
bmitted to(th3m at least on a regular basis which would have enabled them odn;)l
Subn easing amount of unlodged cash deposits in the bank statements anfi wou[. ave
The mrclf‘oht(;zi;quirc as to why this occurred'. An executive director who failed to 111spec"5
Erit-:;l:; bank statement which showed an incr.easil_lg amount of “uulf)dged casth df(:iplc:llitsd
1.2 cash from sales which were not yet credited.mlo th_e company’s a‘fCO‘F_] 3111 e
"(;n ',an officer of the company was liable as the reliance did not relieve him 10r1:1 1cli 2]
tO exercise supervisory control, monitor management and ensure the comp]alni; iv I:t(;l 12 [}
and procedures for handling the assets of the company was properly cc;th ie direct.or "
’:SHeahan v Verco [2001] SASC 91, the court held that :t was not reasonable for a

fail to make any engquiries in relation to the company’s solvency.

CASE EXAMPLE

Jurong Readymix Concrete Pte Ltd v Kaki Bukit Industrial Park Pte Ltd (Chng Heng Ti
third party) [2000] 4 SLR 723

Jurong entered into a contract with Boonan Pte Ltd to supply concrete for a development proje
Boonan was the contractor for the project which belonged to Kaki Bukit Industrial Park
Bukit agreed to guaraniee the supply of concrete made by Jurong to Boonan. However, Boo
failed to pay for the concrete and Jurong took legal action in relation to the guarantee. Kal k&
then sued one of its direciors, Chng Heng Tiu, to obtain indemnity for the company’s ¢
expenses on the grounds that Chng had acted without authority when he signed th= sl
and that he was acting in breach of his fiduciary duties as a director of Kaki Bukit wien he
that.

Held:

The court held that the director was liable for breach of duty of care because he neither obtair
legal advice on the giving of the guarantee nor did he peruse the guarantee document. If he
done so, he would have found out that the supply contract did not require a guarantee. Alth
Chng had not issued such guarantees before, he did not refer the matter to his fellow director:
or seek legal advice, and had executed the guarantee based on the assumption that Kaki By k
could pay Jurong out of deductions from payments due to Boonan.

0 433; ings Ple
" Re D'Jan of London Limite [ 1994] BCLC 561 and Re Barings Plc and Ors [1999] 1 BCLC 433; Re Barings
and Ors (Na 5) [2000] 1 BCLC 523. | - i
" The Secretary of State for Trade and Industry v Bairstow & Ors [2904] E}NHC .173(.] (Ch). ?cc HaJIJ;l ms’o .
Interaction Of The Compeany Director's Duty Of Care And The Director’s Obligations Relating
Trading And Financial Reporting(2007) 25 C&SLJ 180.
U Planassurance PA C formerly known as Patrick Lee PAC v Gaelic Tnns Pte Ltd [2007] 4 SLR ‘513. S
" Ihid. See Aiman Nariman Mohd Sulaiman, “Directors’ Reliance Ami’Re,s‘pnnS."bf?ily To Supezv;‘ﬁégog] b
Duty Of Care: Planassurance PAC Formerly Known As Parvick Lee PAC v Gaelic Inns Pte Ll
xliv,

12.017

12.016 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd Malaysia Company Law: Principles and Practices

e ,—,——

e ———




464 Chapter 12: Duty of Care, Skill and Diligence and Liability During Insolve

CASE EXAMPLE
Sheahan v Verco [2001] SASC 91

The annual reports and financial statements

considered by the directors as there was on
December 1991 when the company was put un
the company's accounts were not prepared in a
as “there was no provision for amortisation of g
The non-executive directors relied on the man
company's financial position. They were give
company’s financial position on a monthly

of the company for 1990 and 1991 were
ly one board meeting held between 1990
der a receivership. No minutes book was
ccordance with the approved accounting stan
oodwill and inadequate provision for depreciat
aging director, Linke to keep them informed ag
n information verbally about the general nature
basis and were satisfied with verbal assurance

of the funds to finance the acquisition, the value of the business and whether
sufficient assets and working capital to enable it to carry on the business.

Held:

The nen-executive directors of a company were held to be negligent in failing to monitor |
company’s financial position and that they had breached their duty to the company pursuant
§ 232(4)" and at common law to cause the company fo cease trading when it was insolvent
trading at a loss. The court held that while a nan-executive director was not obliged to inspect
detail the day-to-day operation of the company, he has a duty to be aware of the trie fins

position of the company and to act appropriately if there are reasonable grounds to expé.c;
company is unable to pay its debts. One of the failures of the non-executive directors js ne
request for the financial accounts of previous years. This was despite them asking for explana
as to why the company’s financial accounts were not given or communicated to them reg

The court noted that “a prudent direcior, let alone one who was also an investor, should seek
financial accounts for a number of previous years.'ts

The court stated that:

“what is reasonable, therefore, is related in part to the extent of the enquiries that the dire,ia
has made and should have made about the company’s solvency ... A director should ay
for and receive figures on a more or Jess regular basis. If that is sought and it | =vaals
difficulties and the director has no other reason to suspect the company may rol be
to pay its debts as they fall due, then the director may be shown to have acied r2aso
Directors cannot be required to make their own further investigations or ‘o ‘audit |
accounts provided, unless they have particular responsibilities or experisy, and they |
only be required to seek more information if the company's accounts, together with a
other information from the company's executives, put them on engquiry"'

There are basic statutory responsibilities in relatio
accounts and books. These duties includes:
L

n to keeping and maintaining compz

The duty to ensure that the company kept a minute book (s 258).

% Ibid, para 112.

" Section 232(4) of the Corporations Law states that
reasonable degree of care and diligence in the exercise of his or her powers and the discharge of his or her duties,”
While the case is decided based on the Corporations Law and is different in wording from the present dual

standard of care to be found in current corporate legislation, the case law developed in Australia had interpreted
the section according to the dual-standard of care,
¥ [2001] SASC 91, para 119,

la

Ibid, para 105-106 of the judgment citing Morley v Statewide Tobacco Services Lid [1993] 1 VR 423.
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“An officer of a corporation shall at all times exercise &
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aple 4 !

i i tly recorded and explained its
company kept accounting records which carrec _ :
:Zitsa:zgons a?ld znancial position and which allowed for the preparation of true and fair
>
dit (s 289).
accounts capable of au ) : . S
i i financial year to make out a profit an
is the duty of directors after the conclusion of a cial ’
;ﬂ;ir;i;um anlsj balance sheet which gave a true and fair view o; )thle gornparg;tsr,‘ :;artﬁuz{
# i i d 293). In doing s
i t accounting periods (ss 292 an ¢
il i bl i done about writing off bad debts
i teps to ascertain what had been :
sy | k bad debts to be written off
i isi doubtful debts, and cause all known
e Sl 294(2)) and whether any current
isi be made for doubtful debts (s 294(2)) :
| ety i f business, their value as shown in the
e unlikely to realise, in the ordinary course of : _
aiﬁf;i:;’s accou¥1ting records and, if so, to cause the value of thﬁsehass;ﬁts o Ize v(;r;'lt;i:
: isi d whether the value
to be made (s 294(3)) an .
down or cause adequate provision T { e
i in the company’s accounting records - (
B i xceeded the amount that it
's value to the company as a going concern, e
e d to acquire the asset as at the end of
een reasonable for the company o spen o_ q _ .
gzum‘jiig:c\:izlbyear and, if so, make adequate provision or include any necessary information
or explanatizas in the accounts (s 294(4)).

Directors ara obliged, for each accounting period, fo state wh?therdtr;e cop’lp?r?g’zé)crg;rﬁgg
1 i ir vi ! it and loss for the
count gave a true and fair view of the company's profi :
;?jr?oa*t?s 501 (92)(3)) the balance sheet gave a true and fair we»; o_f tlt}(]a f:onjpanrhi rseta:\:[ae?;
ds : i i 301(2)(b)) and, in their view,
<15 as at the end of the accounting period (s :
.Ta;c;nable grounds to believe that the company would be able to pay its debts as and when
they fell due (s 301(5)). ’ .
‘ Directors are obliged to ensure that the company’s f:nanmal statements fortthhe f:gz:;r;}
f accounting periods complied with the prescribed requar.er:neTts retlevar:)tu;c;ingestandards
omplied with relevant acc :
statements (s 297(1)), and that the company ¢ LA Bl
| general meeting of the company is hel : _
bt in fi d of the relevant financial year (by
[ ar and within a certain time after the en
gile[;g:;n):ger) and to lay the company's financial statements before the annual general
meeting."”

‘Nonetheless, while the non-executive directors were in l_Jreach of their common l_aw dl.ll}yeizg
statutor dut;/ of care, skill and diligence, they were not liable for damages as thetrl neg :g{ 4
o not gause the darr;ages suffered by the company as the loss were due to transactions entere

Jinto prior to them joining as directors.

Duty to demonstrate skill

12.018 There is no legal requirement that a director must possess any specific set of skill

lo be eligible for appointment as a director. The common law m]e.laid .down _mk{i;f C,gy
Eéuirable Fire Insurance does not require a director to have any qualifications or skill to be

appointed to the board. The CA 1965 also does not specify any sk_ill set or qulaliﬁcat%on for a?
director. However, the case law development has identified certain basic skill for directors:

the ability to understand the fundamentals of the business, monitor performance and review

financial statements regularly.”® Directors must demonstrate a basic level of financial

3 . 19
literacy, which includes the ability to read and understand the financial statements.

" — 97; [2011] | NZLR 542
" Rv Moses [2011] NZHC 646; Davidson v Registrar of Companies [2010] NZHC 1497; | 7 ;
" Australian Securities and Investment Commission(ASIC) v Healey (No 2) [2011] FCA 1003.

, i 12.018
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This basic skill is also necessary as directors have a series of statutory obligation in relation
to company’s financial statements to ensure that the financial report presented to the ge“’era]'
meeting, and for submission to the regulators, is made in accordance with accmmting
standards and give a true and fair view of the company’s financial position. '

For public listed companies, the Bursa Malaysia Listing Requirements (BMLR) requires
specific skill or qualifications for a director who is a member of the audit committee, The
BMLR requires the audit committee to comprise at least three members who must al] pg
non-executive directors and to be made up mainly of independent non-executive directorg,
At least a member must have accounting qualifications and experience which is deﬁnéﬂ
as being a member of the Malaysian Institute of Accountants or if not, must haye haq
three years working experience and must have passed the examination as recognised undep
the Accountants Act 1967 or be a member of any associations of accountants as Specified
under the Accountants Act 19672 The Malaysia Code on Corporate Governance 2007
recommends that an audit committee should be made up of at least three members, a]
of whom must be non-executive directors with a majority of independent non-executiye
directors.”’ All members of the audit committee should be financially literate. There js
however, no guidance from the Code as to what is meant by financial literacy.

12.019 When a director accepts appointment to a commiitee where special skill g
required, he can be considered to have represented that he has the additional knowledge,
skill and experience required to qualify for that position.?2 Where a director is appointed
to the board due to special skill or expertise, whether the director has breached his duty of
care, skill and diligence depends on what other people having the same skill would haye
done under the circumstances. Certain identifiable skill may also attach to specific position,
For example, there are identifiable skills attaching to the particular office as chief financ'
officer” or the customary and ordinary responsibilities of chairman of listed COIMPEaTIS as
was decided in Australian Securities and Investment Commission v Rich (20033 44 ACSR
341; 21 ACLC 450 and Australian Securities and Investment Commission v Adier (2002)
20 ACLC 576. In these cases, the court considered the fact that the director-had accounting
experience and had served as finance director of other listed companies“ohold him liable
for breach of duty of care, skill and diligence. The skill and experiznee he had acquired
from these responsibilities were relevant to determine whether he had exercised due care
as the chairman of the company and chairman of the audit committee. The court stated
that: “[a] person who accepts tht office of director of a particular company undertakes
the responsibility of ensuring that he or she understands the nature of the duty a director
is called upon to perform. The duty will vary according to the size and business of the
particular company and the experience or skills that the director held himself or herself out
fo have in support of appointment to the office.”

" Paragraph 15.09 of the BMLR.

* The Malaysian Code on Corporate Governance 2000 recommends that there should be at least three members
on the audit commitiee. The 2000 Code does not require that all audit committce members must be non-executive
directors, although a majority must be non-executive directors.

2 ASIC v Vines (2003) 48 ACSR 201,
= ASIC v Vines [2005] NSWSC 738; Fines v ASIC [2007] NSWCA 75.
* [2004] NSWSC 172 (revised — 14/05/2004), para 18.
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\Where a director is not appointed to a particular position? and where he has special skill .and

_ertise, in evaluating the higher standard of care to be imposed, the court sk_lould clons%der
expeher l;is special skill are those that is relevant to the matter that the board is considering.
whét@m Ribbon (Accountant) Pty Ltd v Sheers [2006] QCA 335, it was held‘ that a non-
-ln (tive director who has special skill is bound to give the company tbc benefit of his sl.qll
" erience and cannot simply assert that he had relied on the officers and executive
ar-ld CXPS of the company. Thﬁsj the non-executive director who has extensive lending
duec;ﬁalnce was held in breach of the duty for failing to ensure that the company’s lending
exE:me complied with accepted lending practices that included the system to ensure that
;ospective lenders had the ability to pay the loan.

12020 Directorsareallowed to deferto the views of other directors with greater eﬁperiencz
or expertise than him. Decision making at the board level must be made collech:jfe]){l;u; -
views are exchanged to consider matters presented befor.e the board. A golod b(.)ar W‘] hc
made up of people with different experience zlmd expcmsg. Wh(l:re there is a dlr’e‘ct;cm .W‘ (i
has a record andfeputation for outstanding sklli anq experience in ﬂ'}e company’s usm;slf
activity, his fellow directors are entitled to give a h:gh degree of deference and trust to his
:v.ieWS as {a what is in the company’s best interests.”

D io exercise diligence

12,021 Section 132(1A) requires a director to exercise (;liligenc.e. .Diligence relates lo
the degree of involvement of a director as well as the quality of his involvement an{d th’e
attention that he gives to managing or supervising the management of the company’s
affairs. The traditional approach in Re Ciry Equitable .Fire‘]nsumnce was that @rectm:s
are not required to give continuous attention to the affallrs of the company alnd a;hrec?or.s
duty arose infermittently while performing his functions at boarq meetings.” Thlsd is
no longer good law. This traditional view focused on board meetings and measured a
director’s diligence to attendance at board meetings only and based on matters brought
to the director’s attention. The modern rule requires a director tq keep himself reasonably
informed of the company’s affairs and financial position. This is not confined to matters
brought to his attention during board meetings only.”’

Relevance of board meetings

12.022 Duty to exercise diligence has often been cvalu_ated based on attendance.at board
meetings. However, non-attendance at board meeting is not a breach of duty in 1t.self.
Directors are not obliged to attend all board meetings and failure to atten.d some qf the
meeting does not automatically give rise to a breach of duty. Board meetU}gs prqwde a
forum where directors are able to raise questions related to the company’s affa}rs and
business to management and request for explanation or clariﬁcation_. Persistgnt fallurel to
attend board meetings is an indicator of the director’s inability to be mvolv?d in managing
or supervising management of the company and is an indicator of poor quality of attention.

= Madoff Securities International Ltd v Raven & Ors [2013] EWHC 3147 (Comm).
* [1925] Ch 407 at p 428.
" Planassurance PAC Formerly known as Patvick Lee PAC v Gaelic Inns Pte Ltd [2007] 4 SLR 513.

i 2.022
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He may not be able to acquaint himself with the company’s business and financial statyg by

his constant absence from board meetings.

In Dorchester Finance Co Ltd v Stebbings [1989] BCLC 498, the two non-executiye
directors who were accountants had, signed blank cheques which were misappropriated b

another director. They were no board of meeting for directors of Dorchester. The court helg
that complete passivity and inactivity was a breach of the duty of care, skill and diligence,

Evidence of signing off of fictitious board minutes is instrumental in holding directorg
liable for breach of duty of care, skill and diligence. In Australian Securities and Invesmeny
Commission v Loiterton [2004] NSWSC 172, there was evidence to show that the
company’s business was not making profit as stated in the management’s accounts and that
“he should have exercised care and diligence as a director (with his skills as an accountant)
to pursue further inquiry about the size of these fees, their source, and their basis. ... tﬁe;}e
was ample evidence from which Sapier should have registered a concern, including the
minute that he settled placing him at a meeting that did not occur.”

In Weavering Macro Fixed Income Fund Lid (In Liguidationj v Stefan Peterson and
Hans Ekstrom,” the Grand Court of the Cayman Island recently gave judgment againgg
two independent directors of a hedge fund, managed by Weavering Capital (UK) Ltd fqi-
$111m each for breach of duty. There were evidence that the board signed minutes of boa:d
meetings which were never actually held and that minutes were approved as a mattarwaf
fact without inquiring whether or not they were true.

Degree of diligence

12.023 The degree of diligence will vary according to a number of factors, inchu iing
the circumstances of the director’s appointment and the size of the company’s op?:attqaai.
While all directors must be diligent, it cannot be expected that non-executive direciurs can
contribute the same amount of time and effort to the company when compared to executive
directors. Where the company’s operations is modest, the directors wonld be able to be
more involved in the company’s operations and because it is not a pubiic listed company,
there may not be any requirements for non-executive directors. For example, in a company
with a small operation, “the company’s system of control is often dependent on the close
involvement of the directors, wha are better acquainted with the employees and officers.
If there is fraud by an employee of the company, a director may be more likely to have his
suspicions aroused than would his counterpart in a large, anonymous, public company.™
However, a non-executive director who took a backseat in the management of the company
is not exempted from the need to exercise a modest level of scrutiny as to the goings-on
in the company. In Planassurance PAC formerly known as Patrick Lee PAC v Gaelic Inns

# At para 330,

¥ See hitp.//www hedgeweek.com/2011/09/12/130684/corporate-governance-and-weavering-judgment. D¢
the decision by the court, the Serious Fraud Office of the UK has announced that it was not proceeding with
investigation and not prosecuting Magnus Peterson, the former CEQ. However, the liquidator has indicated th
intent to bring a civil fraud case against several persons including directors due to financial misreporting:
“Serious Fraud Office criticised for closing Weavering Capital investigation” (Thursday 22 March 2012) hifpi
wiww telegraph.co.uk/finance/financial-crime/8750929/Serious-Fraud-Office-criticised-for-closing-Weavel
Capital-investigation. html (accessed on 21 March 2012).

% Atp 551,
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pre Ltd [2007] 4 SLR 513, the non-executives argued at their trial that since they were
not involved in the day-to-day management of the company, their duty was only to attend

poard meetings and deliberate on matters presented to them at the board meeting. The court
rejected this argument.

[n situations where an alternate or substitute director is appointed, it cannot reasonably
pe expected for the alternate director to attend every board meeting because his duty as
director only arises in accordance with the terms of his appointment, usually in the absence
of the original director. Similarly, the original director who has appointed an alternate or
substitute director cannot be held liable for any financial loss suffered by the company
when he was not in office.

12.024 Although attendance at directors’ meetings is an important indicator of a director’s
diligence, a director can still be held liable despite attending board meetings if he has not
exercised reasonable care, skill and diligence in evaluating issues presented to the board
for decision at thegé board meetings.

I
| CASE EXANPL

AustralizixSecurities and Invesment Commission v Hellicar [2012] HCA 17

This case involved the James Hardie group which wanted to reincorporate in a different
imsdiction. The company was concerned about patential liability to future torts claimants
n Australia in relation to injury caused by the company’s asbestos products. As part of the
reincorporation exercise, the company established a medical compensation fund to be used
o fulfil future asbestos related liability claims. The company made an announcement that the
‘medical compensation fund would be sufficient to cater to these future claims. The Medical
‘Research and Compensation Foundation, which was capitalised with $293 million to fund future
asbestos compensations claims. As a result the reincorporation was approved. The sum of $293
million was arrived at through a valuation report commissioned by James Hardie in February
2001 which stated that future claims could amount to $286. This figure however was revised later
that year to $574.3 million and subsequent valuation indicated a further increase, highlighting the
fact that the Foundation was underfunded. In December 2003, the Foundation announced that
it would be unable to meet future compensation claims as the amount it had was insufficient.

N
b

The regulator, Australian Securities and -Investment Commission (ASIC) brought an action
inst the directors for breach of the statutory duty of care, skill and diligence (in Australian
ecurities and Investments Commission v Macdonald (No 17) (2009) 256 ALR 199). It was
ued that the directors’ conduct in approving the release of the announcement was a breach of
duty as this was in contravention of the company’s disclosure obligation. This was because the
directors had allowed the announcement to be made despite knowing that the announcement
not accurate.

he trial court, it was held that s 180 of the Corporations Act 2001 dealing with duty of care,
| and diligence was breached when the board failed to ensure that the draft announcement
there were sufficient funds to pay compensation was not misleading or deceptive. This
s because despite evidence that there were uncertainties as to actuarial calculations, the

allowed an emphatic announcement that the funds were fully funded; in other words the
atement did not contain any qualification and was too uneguivocal. The directors appealed to
he Court of Appeal and the decision of the trial court was reversed.
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At the Court of Appeal, ASIC did not succeed in attaching liability for breach of duty of care op ﬂ
the directors regarding the company’s inaccurate announcement fo the stock exchange. The mal .
court's decision was set aside as there was no evidence that the directors had approved the 'F
contents of the announcement. Nonetheless, while the appeal case was not decided in favour of

ASIC, the court did not reject the argument that an aspect of the duty of care, skill and diligence
is to ensure that the company complies with the continuous disclosure obligation and ensure that J
information submitied to the stock exchange is accurate and not false or misleading. ASIC then 1
appealed to the High Court of Australia.

Held:

The High Court decision affirmed the decision of the trial court. The High Court found that tha "
Court of Appeal was wrong to conclude that ASIC did not prove that the draft ASX announcement
in question was tabled and approved at the board meeting. Thus, the High Court affirmed the.
view of the trial court that the failure of the directors to take reasonable steps to ensure thata
company complies with its obligations that led to the company being exposed to and imposed
with pecuniary penalty amounted to breach of duty of care

Delegation and reliance

12.025 Under the common law and the CA 1965, directors are allowed to delegate the
exercise of their powers. This rule recognizes that it may not be possible for a directors ofa
company with a large operation to personally manage the company’s atfairs and businesg.
In Vita Health Laboratories Pte Lid & Ors v Pang Seng Meng [2004] 4 SLR 162
“It would be wholly impractical to expect directors to be omniscient or to personally
discharge all corporate powers and functions. The larger the business, the greater
the commercial need for delegation. The more specialised functions are, the greater
the need for independent operations and powers. Legal pragmatism imbued with
latitude towards business efficacy is crucial in assessing a director’s delegation of
duties. Admittedly, he must reasonably believe that his suberdinates will competentiy
discharge their duties in the company’s interests. Other than that, it is fair to siy ‘hat
there is no acid test that will provide a definitive answer. It can however e safely
assumed that the court will be reluctant (o take o task a director who his g Jide
delegated his functions and/or powers to competent subordinates,”

12.026 Section 132(1F) allows directors to delegate any of their powers “except as
otherwise provided by the Act, the memorandum or articles of association”. This means
that the CA 1965 may sometimes specify matters that may not be delegated and must be
decided by the board. This also means that the memorandum and articles of association
may limit the ability of directors to delegate all or certain of their powers. Directors’ ability
fo delegate may also be restricted by the board itself or by the decision of the shareholders
at general meeting as some companies might not want certain powers to be delegated. The
person to whom power has been delegated must be “reliable and competent in relation to
the power delegated™: s 132(1G)(b).

12.027 An important aspect of the duty of care is the extent to which directors may
delegate certain functions to others and supervise the performance of the delegated powers.
Section 132(1F) provides that unless the Act, the memorandum or articles of association
or any resolution of the board directors or the resolution of the shareholders at general
meeting states otherwise, directors may delegate any of their powers to:
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2 commitiee of directors;
an individual director;

. anofficer;

. any employee;

, any expert; or

o any other person.

12.028 Where delegation of power has been made by thp board, tl?ere is .responstibi]ity
to supervise. The exercise of the power by the c!elegatee is as efffcctwe‘as if the d1r.ect0r
had exercised it. This means that directors can still bL persl‘.onally l]gl:fle for the exercise of
powers by the negligent delegate if there has been failure in supervision.

In Re City Equitable Fire Insurance Co Lid, the rule was Fhat a director is enti.tled to trust
that other officials to whom power has been delegated w1.ll perform such (_.iu‘[lCS honestly
provided there ar€'no grounds to suspect otherwise. This rule does not 1mpose on the
directors any duty to monitor and supervise. Later cases such as quirable Life Assurcmc_'e
Society v Rowleyand Re Barings plc [2004] 1 BCLC 180 have rejected the rule as laid
down inie ity Equitable Fire Insurance Co Lid.

12420, In situations where the delegatee is negligent in exercising a power that the

Al ectors have delegated, s 132(1G) states that a director will not be responsible if:

(a) the director believed on reasonable grounds at. al]_timcs that the de_legatee would
exercise the power in conformity with the duties imposed on the d]I’GCt(‘)TS of the
company under the CA 1965 and the memorandum and articles of association of the
company (if any); and

(b) the director believed on reasonable grounds, in good f?:lith gnd after making a proper
inquiry if the circumstances indicated the need for the inquiry, that the delegatee was
reliable and competent in relation to the power delegated.

To what extent is it reasonable for a director to rely on information
provided by others?

12.030 In performing their roles and responsibilities, directors necessarily rely on the
advice or information provided by other persons, i.e., an officer of the company or a
professional engaged by the company for a specific purpose, for example, a lawyer or a
financial adviser.

This information (which may be in the form of professional or expert advice, opinion,
reports or statements including financial statements and other financial data) may be
provided to the directors by any of the following persons stated under s132(1C):

(a) any officer of the company whom the director believes on reasonable grounds to be
reliable and competent in relation to the matters concerned;

(b) any other person retained by the company as to matters involving skills or exp_ertise
in relation to matters that the directors believe on reasonable grounds to be within the
person’s professional or expert competence;

(c) another director in relation to matters within the director’s authority; or
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(d) any committee to the board of directors on which the director did not serve in

slatements. The applicants argued that the financial matters of the company rested with the
to matters within the committee’s authority.

financial department and that they were entitled to rely on internal and external auditors
who did not detect any defect. However, the court held that Bursa Malaysia had acted bona
fide and within its powers. Regarding the argument that the directors could rely on internal
“and external auditors, the court stated that pure reliance was unreasonable. The directors
fnew about the audit concern which was highlighted by the external auditor. This was the
eason for the delay in the issuance of the fourth quarter results 2006 and which caused the
audited annual accounts (“AAA”) for year 2006 could not be finalised within time as well
g the deviation. A special interim audit report in May 2007 also stated that:

(i) The Audit Committee and the CEO was fully informed of audit concerns.

(i) Overstatement of RM333 million in the Fourth Quarter Results 2006.

(iii) Overstatement of consolidated revenue of financial year ended 31 December 2005 of
RM 197 million.

1"313&'@3}

12.031 While the common law traditional rule laid down in Re City Lquitable fy,,
Insurance enables directors to rely on others, it did not emphasise the Importance 3
supervision. The traditional rule allows a director to delegate his duties and in the abs of
of grounds of suspicion, the director is justified in trusting the official. However, thjsﬂ];ﬂe '
been replaced by s 132(1D). -

132(1D) The director’s reliance made under subsection (1C) is deemed to made on reason
grounds if it was made—

(@) in good faith; and
(b) after making an independent assessment of the information or advice, opin
reports or staiements, including financial statements and other financial data,

regard to the director's knowledge of the company and the complexity of the st

and operation of the company. The directors thercfore were fully aware of the audit concerns.

To be able to rely on the protection provided by statute allowing reliance on others, the
- - » 5 ‘ o A

directors are required to consider the “qualification” of the person on whom reliance can
be placed (i.e., those identified by the section) and then make an independent assessment of
thp information. The requirement of “good faith™ and “independent assessment” requires T+ non-executive chairman and five other non-executive directors of the Centro Group were
directors to analyse the information in an unbiased manner. This does not mean that when . presented with the company's 2007 annual report which they had approved. However, the
directors are required to make an independent assessment of information provided to themr O ' gompany failed to disclose some short-term liabilities and misclassified current liabilities as non-
that they would have to restart the whole process of gathering the information themseh}esj ° -

or that they are required to obtain the advice of some independent professionals. It does » After the annual reports were submitted to the ASX, two of the companies in Centro group

ire di ‘ i ; 3 : . . requested on 13 December 2007 for a suspension of trading of their shares until 17 December
require directors to evaluate the information without the directors suspending their avy 20%7. The share price for these two compal?lies came down ?rom US$5.70 fo $1.36 and $1.42 to

CASE EXANPLE
Ausi-ala Securities and Investment Commission(ASIC) v Healey (No 2} [2011] FCA 1003

1ﬂ10wledge of the sub]ect‘ maltter or ignoring any facts _that may cause doubt as ' the $0.85, respectively. The companies then made announcements on 17 December 2007 stating
appropriateness of the reliance on that person or on the information provided ¥ la Biala ‘that the companies were renegotiating some of its debts, and that they had obtained extension
Pty Lid v Mallina Holdings Ltd (1994) 15 ACSR 1, the directors’ reliance was held fo until 15 February 2008 for facilities that were maturing before that date. Subsequently, the

t companies announced that:

(a) they were undertaking a review of the classification of some of the liabilities/debts, which
 were stated in the annual report as non-current liabilities to current liabilities;

be unreasonable where the directors knew that the person on whom they i=lied on is an
interested person in a transaction awaiting the board’s decision,

Where the directors were informed by its auditor regarding some informétion in the financial (b) that the amount of current liabilities is actually higher than reported in the annual reports.
statements which were not addressed by the directors, the directors cannot subsequently
state that they had relied on auditors in the preparation of the accounts. In Khiudin bin
3;[2’7ﬂi‘]ﬁnﬂ”ﬁo&:ﬂﬁZ;-iiﬁﬁ;{]ﬁ;&fﬁ?ﬁ;ﬁejjfgiCifa?]fC;'”gfhg application ‘[201,21 6 MI_-'J 131, This non-disc!osun_e had a siqnifican1 gﬂect on the.cor_npany's financial position. As this was a

p ‘ & “1p ¥ en by Bursa Malaysia against him and failure to comply with the continuous disclosure obligation and exposed company to liability, the
several other directors for causing the company to breach its listing obligation. This was " directors were alleged to have failed to exercise due care and skill to ensure that the company’s
related to the obligation to ensure that the company’s comply with its periodic reporting financial information was not misleading or inaccurate. ASIC argued that directors have a duty to

obligation and to ensure the published information is accurat . . Al fead and understand the financial statements and to review them so as to enable the directors
e - ¢ and not false or misleadi o determine that the information is consistent with the directors’ knowledge of the company’s

The cOleny did I}UL L its fourth quarterly report on time which also led to the delay ~ affairs. The board had also failed to verify whether the chief financial officer (CFO) and the chief
in the issuance of its audited annual accounts. Transmile was supposed to have released - executive officer (CEQ) had signed off on the accounts as required under the Corporations Act.
its fourth quarterly report for year ending 2006 which was due by end February 2007. The '
unaudited financial statements which were subsequently issued deviated from the audited

. This resulted in a higher amount of current liabilities for these companies, approximately to $2.5
billion from $1 billion and from 0 to $500 million, respectively.

y———

* RP Austin and IM Ramsay, Ford’s Principles Of Corporations Law (Australia: Lexis Nexis, 2007) 261
Souihern Resources Ltd v Residues Treatment & Trading Co (1990) 3 ACSR 207 and Duke Group Lid v Pilmer
(1999) 73 SASR 64.

12.031 © 2015 Commerce Clearing House (Malaysia) Sdn Bhd Malaysia Company Law: Principles and Practices 12.031




