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Commencing Creditors’
Voluntary Liquidations

Philip Smart argues that the court’s analysis in the recent case of
Re Shop Clothing Ltd was clearly in error but that practitioners
should nevertheless be advised to proceed with caution

hilst there have been many

assurances from financial
experts that the worst of Hong Kong's
recession is over, insolvency statistics
are at record levels — and will doubtless
remain high for many months or years
to come. For example, in relation to
personal insolvency, August 1999 saw
some 430 bankruptcy orders made,
which is more than the total number
of orders made during the whole of
1989 and 1990 put together. Turning
to corporate insolvency, 1999 is also
set to be a record year when it comes
to compulsory winding up orders. The
figures for the voluntary liquidation
of insolvent companies (ie creditors’
voluntary liquidations) have also
increased: 267 creditors” voluntary
liquidations (CVLs) were commenced
in the first nine months of 1999 and
the total figure for 1999 is likely to be
in the region of three times that for
1997. With up to as many as 60 CVLs
being commenced a month (66 were
commenced in February 1999) it is
important that the relevant procedures
are free from confusion. Unfortunately,
recent comments from the companies
judge have, in this commentator’s
opinion, muddied the waters when it
comes to the commencement of a
CVL under s 228(1) of the Companies
Ordinance (Cap 32).

Re Shop Clothing Ltd

A number of creditors presented a
petition for the compulsory winding
up of the company (which had traded
as ‘“THEME’). At the hearing of the
petition before Le Pichon J (see [1999]
2 HKLRD 280, [1999] 2 HKC 191) the

company admitted that it was
insolvent and that the petitioners” debt
had not been paid. Nevertheless, the
company sought the dismissal of the
petition on the basis that an EGM had
been convened, for the following week,
at which it was proposed to seck the
adoption of a special resolution to
put the company into voluntary
liquidation. The directors’ view was
that a voluntary liquidation would
involve less expense than the
compulsory procedure.

where a petition had
been presented against
an admittedly
insolvent company,
the court retained a
discretion to make a
winding up order

The somewhat unusual fact in Re
Shep Clothing Ltd was that the
petitioning creditors agreed with the
company’s stance and favoured the
dismissal of the petition even though
their debt had not been paid off by the
company. Counsel for the company
argued that, in light of the consensus
between the parties, the court had no
discretion and was obliged to dismiss
the petition. Le Pichon ] did not accept
that submission and held that, having
regard to the broader public interest
raised where a petition had been
presented against an admittedly
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insolvent company, the court retained
a discretion to make a winding up
order (see [1999] 2 HKLRD 280 at
285H):

‘In my judgment, where, as in
the present case, the pelitioning
creditors’ debt has not been
satisfied and the company is
insolvent, the court is not
compelled to give effect to the
wishes of the petitioning creditors
and the company to dismiss the
petition. The court retains a
discretion and, on the facts, the
proper exercise of the discretion
is to make an order to wind up
the company ..."

The judge further pointed out: (1) that
the court could not second guess
whether any resolution to put the
company info voluntary liquidation
would be passed by the company’s
shareholders at the EGM (see 285D);
(2) that no evidence had been put
before the court as to the wishes of the
majority of creditors; and (3) that if
the creditors subsequently wished
to proceed by way of a voluntary
liquidation ‘they may avail themselves
of the provisions in s 209A of the
[Companies] Ordinance and apply to
convert the compulsory liquidation
into a creditors’ voluntary liquidation’
(at 285G).

Thus far the judgment requires no
particular comment except to mention
that the case was apparently not
argued as one where the petitioner
decided at the hearing not to prosecute
the petition and to consent to it being
dismissed or struck out (see Re Pafent
Cocoa Fibre Co (1876) 1 Ch D 617 at
618 and Re North Brazilian Sugar
Factories Ltd (1886) 56 LT 229).
(Normally, although not invariably,
this situation might occur where the
company has paid the petitioner’s debt
together with an agreed sum for costs:
see Buckley on the Companies Act (1981)
p 546 — although the substitution
of another creditor as petitioner
is possible in such circumstances,
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see Companies {Winding Up) Rules,
r 33.)

But what is of more general
importance is how Le Pichon ]
interpreted and applied s 228(1) of the
Companies Ordinance.

The Interpretation of s 228(1)
In addition to the points mentioned
above, the judge also expressed the
view that the company’s proposed
special resolution (to put the company
into voluntary liquidation) was
procedurally flawed.

Pursuant to s 228(1) of the
Companies Ordinance there are two
provisions under which sharcholders
can put a company into voluntary
liquidation by passing a special
resolution. Thus s 228 states:

‘(1) A company may be wound
up voluntarily -

(ﬂ} i

(b) if the company resolves
by special resolution that
the company be wound
up veluntarily;

{¢) if the company resolves
by special resolution to
the effect that it cannot
by reason of its liabilities
continue its business, and
that it is advisable to
wind up;

() a5

It will be borne in mind that s 228(1)
covers both types of voluntary
liquidation, namely, where the
company is solvent (ie a members’
voluntary liquidation) and when the
company is insolvent (ie a creditors’
voluntary liquidation).

On the facts in Re Shop Clothing Ltd
the admittedly insolvent company’s
proposed resolution was simply that
‘the company would be wound up
voluntarily’ (at 282C). That is, the
resolution was within s 228(1)(b) - the
additional words found in s 228(1)(c)
were not mentioned. Crucially, Le

Pichon ['s view was that if the

company were to go into creditors’
voluntary liquidation, then any
resolution should have been in terms
of s 228(1)(c) — s 228(1)(b) was only
apprepriate for a members’ voluntary
liquidation:

‘The company asserts that the
intention is to put the company
into a creditors’ voluntary
liguidation ... However ... the
resolution proposed is one
pertaining to s 228(1)(b) (a
members’ voluntary winding up)
rather than s 228(1)(c) (a creditors’
voluntary winding-up) ..." (at
285A)

[n short, the judge’s opinion was that:
‘For a creditors’ voluntary winding up,
the appropriate resolution is in the
terms of para (¢ rather than (b)Y (at
283E). The question of broad
importance is, therefore, as follows:
whether 5 228(1)(b) is restricted to a
members” veluntary liquidation, so
that a s 228(1)(c) resolution is always
required for shareholders to
commence a CVL?

... prior to 1984 there
could be no doubt that
[s 228(1)(b)] could
apply to an insolvent
liquidation ...

The Legislative History

of s 228(1)

Although the legislation creates two
types of voluntary liquidation
(members’ and creditors’) and s 228(1)
deals (in para (b) and para (c)) with
two situations in which a special
resolution may be passed, the
legislative history of the section is
against Le Pichon J's conclusion.
Section 228(1)(b) and (c) correspond
to s 84(1)(b) and (c) of the Insolvency

%8

Act 1986 (LUK}, except that para (c) of
the English legislation refers to an
extraordinary resolution (rather than
a special resolution). Prior to the
Companies {Amendment) Ordinance
1984, s 228(1)(b) and {c) were identical
to the then UK provision (Companies
Act 1948, s 278(1)(b) and (c)). In both
the UK and Hong Kong, para (b)
referred to a special resolution, whilst
para (c) required only an extraordinary
resolution — a shorter notice period
(14 days) was required for an
extraordinary resolution than for a
special resolution (21 days). The
position in the UK today is the same
as it was in Hong Kong in 1984; and it
will be noted that the English textbooks
make it quite clear that a CVL may be
commenced under either para (b) or
para (c) — although, of course, para (c)
is more usually invoked. (See, for
example, Fletcher, The Law of Insolvency
(2nd ed, 1996) pp 504-505.) In other
words, the principal difference
between para (b) and para (c) in Hong
Kong in 1984 was the fype of resolution
required.

[n the Companies (Amendment)
Ordinance 1984, all references in
the Companies Ordinance to
extraordinary resolutions were
removed and replaced with special
resolutions - this is why para (c) now

refers to a special resolution. It is

highly unlikely that the legislature,
when changing from an extraordinary
to a special resolution in para (c),
intended to cut down the scope of para
(b) (which was not amended). This
commentator’s view is that prior to
1984 there could be no doubt that para
(b) could apply to an insolvent
liquidation and that the amendment
to para (c) in 1984 did not affect the
position in relation to para (b).

Other Companies Ordinance
Provisions

Section 116 of the Companies
Ordinance, it is suggested, makes it
quite clear that a CVL may be
commenced by a resolution under
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s 228(1)(b). As is well-known, s 116(1)
explains the meaning of a special
resolution and provides that 21 days
notice is generally required. But the
proviso expressly allows the 21 days
‘notice period to be reduced, subject to
certain stated procedures. But the
legislation (see s 116(1)(a)) provides
that a minimum period of 7 days notice
is required:

‘in the case ot a resolution for
voluntary winding up pursuant
to s. 228(1)(b) in circumstances
other than a members’ voluntary
winding up.” (Emphasis added)

Accordingly, s 116(1)(a) requires a
minimum of 7 days’ notice in relation
to a resolution for a creditors’
voluntary liquidation under s 228(1)
(b), but contains no such requirement
in relation to a resolution for a
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members’ voluntary liquidation under
s 228(1)(b). (See also Tomasic and
Tyler, Hong Kong Company Law,
Legistation and Commentary (1998)
at [I] 1085).

s 228(1)(b) covers

both members’ and

creditors” voluntary
liquidations

In short, this commentator cannot
see how s 116(1)(a) can be read except
to confirm that s 228(1)(b) covers both
members’ and creditors’” voluntary
liquidations (see also Bates (1985) 15
HKL]J at 344 for further support of this
view).
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Conclusion

Whilst this commentator’s view is that
Le Pichon J's analysis of 5 228(1)(b) in
Re Shop Clothing Ltd can clearly be
shown to be in error, and the judge’s
opinion is probably only obiter in any
event, practitioners would be well-
advised to play it safe. Care must be
taken that those intending to puta
company into creditors’ voluntary
liguidation rely upon s 228(1)(c) when
drafting notices and formulating the
relevant resolution. At least, that is,
unless and until the Court of Appeal,
acting as the fashion police, tells us
that Re Shop Clothing Lid is no longer
in style.

Philip Smart
Faculty of Law,
University of Hong Kong
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