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The legal rules on loans to the director under the new Companies Ordinance
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Question: After the coming into operation of the Companies Ordinance (Cap 622),
whether a director can borrow money from the company, and if yes, how these loan
transactions should be handled if the transactions continue to exist after the coming
into effect of the Companies Ordinance.
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Answer: the above questions can be considered in two perspectives. The first is about
the legitimacy of the loan. In that respect, one can check whether these loans have
been approved by the company in the general meeting. The second is transparency of
the loan transaction. In that respect, one can check whether the loan has been
disclosed in company’s financial statements. If the loan has been approved and
disclosed, then the loan transaction is legitimate and lawfully reported. These
requirements are also applicable to the loans that have not been repaid since the
Companies Ordinance came into effect on 3" March 2014.
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Provision for contravening transactions
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Section 383(6) provides that if the loan has not been disclosed in the financial
statements, every director commits an offence, and shall be subject to a fine at level 5.
As per Schedule 8 of the Criminal Procedures Ordinance, a fine at level 5 amounts to
HK$50,000.
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Section 513 provides that where the company has not approved the loan, the loan is
voidable at the instance of the company unless restitution of the asset is no longer
possible, the company has been indemnified for any loss or damage resulting from the
transaction, or the person other than the director, for whom the transaction was
entered into in good faith, for value and without notice of the contravention and those
rights would be affected by the avoidance. Irrespective of whether the loan is avoided,
the director to whom the loan is granted is under a civil obligation to repay the loan to
the company. The civil obligation is also extended to any other director who authorized
the loan.
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Section 514 provides that in spite of the provisions under section 513, the loan
transaction may no longer be avoided if it is affirmed within a reasonable period of time
by the company. If the loan was entered into without the approval of the company’s
members, the affirmation must be obtained by the resolution of the company’s
members. If the loan was entered into without the approval of the members of the
holding company, the affirmation must be obtained by the resolution of the holding
company’s members.
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Scope of the loan provision
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The provision of section 500 shall apply to the loans to a director, the company under
the control of a director, the guarantee given to or security provided in respect of the
loan, or the guarantee given to or security provided for the company under the
director’s control. Section 500 shall also apply to the loan to director of the holding
company, the company under the control of the director of the holding company, the
guarantee given to or security provided for the director of the holding company, or the
guarantee given to or security provided for the company under the control of the
holding company’s director.
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Sections 500, 513 and 514 shall apply to private companies, excluding specified
companies. As per section 491, a specified company includes a public company, a
private company, or a company limited by guarantee that is a subsidiary of a public
company.
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Excluded transaction
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Section 505 provides that the restriction under section 500 does not apply where the
aggregate of the value of the loan transaction and the value of other relevant
transaction does not exceed 5% of the net assets as determined by the company’s
financial statement, or if no such relevant financial statements have been prepared,
the amount of the company’s called up capital.
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