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the global voice of
the legal profession’

The International Bar Association (IBA), established in 1947, is the world’s leading
organisation of international legal practitioners, bar associations and law societies. The
IBA influences the development of international law reform and shapes the future of
the legal profession throughout the world.

It has a membership of over 55,000 individual lawyers and 206 bar associations
and law societies spanning all continents. It has considerable expertise in providing
assistance to the global legal community as well as being a source of distinguished legal
commentators for international news outlets.

Grouped into two divisions - the Legal Practice Division and the Public and
Professional Interest Division - the IBA covers all practice areas and professional
interests, providing members with access to leading experts and up-to-date information.

Through the various committees of the divisions, the IBA enables an interchange
of information and views among its members as to laws, practices and professional
responsibilities relating to the practice of business law around the globe.

Employment and Industrial Relations Law Committee

The aims of the committee are to develop and exchange knowledge of employment and
industrial relations law and practice. Members support each other through the
provision of innovative ideas and practical assistance on day-to-day issues. In addition,
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through its journal and through presentations, conferences, the committee ensures the
dissemination of up-to-date law and practice in this highly important business area.

International Bar Association Global Employment Institute

The IBA Global Employment Institute (IBA GEI) wasformed in early 2010 for the
purpose of developing for multinationals and worldwide institutions a global and
strategic approach to the key legal issues in the human resources and human capital
fields.

Drawing on the resources and expertise of the IBA membership, the IBA GEI will
provide a unique contribution in the field of employment, discrimination and immi-
gration law, on a diverse range of global issues, to private and public organizations
throughout the world. The IBA GEI is designed to enhance the management, perfor-
mance and productivity of these organizations and help achieve best practice in their
human capital and management functions from a strategic perspective.

The IBA GEI will become the leading voice and authority on global HR issues by
virtue of having a number of the world’s leading labour and employment practitioners
in its ranks, and the support and resource of the world’s largest association of
international lawyers.
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Editor

Dr Alexander Loos (editor and author Germany), is an ‘of Counsel’ with Hogan
Lovells International LLP at Diisseldorf. He has considerable experience as counsel and
arbitrator in post M&A and construction disputes especially for power plants and
infrastructure projects. After legal studies at the Universities of Marburg and Miinster,
he was admitted to the German Bar in 1978, was head of the firm’s international
corporate practice group until 2001 and joined Hogan Lovells LLP as a partner in 2002.
He is a Fellow of the Chartered Institute of Arbitrators, London and a member of the
International Bar Association (IBA), of the German-Brazilian Law Association, of the
German-Japanese Law Association (DJJV), of the International Chamber of Commerce
(ICC), of the Swiss Arbitration Association (ASA), as well as of the German Institute of
Arbitration (DIS).
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Ignacio M. Aguirre U. (author Bolivia), is a Managing Partner at Bufete Aguirre Soc.
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LLM in Law and Development of the London School of Economics and Political Science
- University of London, London (1999). His main practice areas are general commer-
cial, corporate and business law, especially for mining and hydrocarbons, respective
financing and environmental matters. He is a member of the Board of Directors of
Credibolsa S.A. and of the Executive Committee of the Arbitration Center of the
National Chamber of Hydrocarbons and Energy.

Estefania Alarcon (co-author Ecuador), is a member of the oil & gas, infrastructure,
contracts, and corporate teams at FERRERE’s office in Quito, Ecuador. She studied law
at Universidad de Navarra and graduated as attorney in 2015. In addition to her law
degree, she completed the university’s Global Law programme that includes diplomas
in Anglo American Law and International Business Law.

Derek Alexander (co-author South Africa), has been with Werksmans Attorneys
since 2014. He is currently a candidate attorney in the firm’s Mergers and Acquisitions
Practice. He has experience in corporate mergers and acquisitions and restructurings.

Lia Alizia (author Indonesia), is a partner with Makarim & Taira S. She graduated
from Jayabaya University, Indonesia in 1999 and has been a lawyer ever since. She has
extensive knowledge and experience in employment matters and disputes in Indone-
sia. Her area of expertise also covers corporate and commercial law and litigation,
including foreign investment, restructuring companies, mergers and acquisitions,
competition law, compliance issues and intellectual property rights. She has assisted
several major transactions involving multinational companies in Indonesia. She is also
the author of various published articles and speaker in many conferences. She has
earned awards and accolades such as ‘Employment Expert from Indonesia’ as selected
by Employment Law Experts from UK in 2014 and a ‘recommended lawyer for
Employment, Corporate and M&A, Dispute Resolution and Real Estate in Legal 500
Asia Pacific 2015. She is also a member of various organizations, such as the
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Indonesian Advocates Association (PERADI); a registered Intellectual Property Rights
Consultant.

Niels Bang (author Denmark), is co-head of Gorrissen Federspiel’s Corporate/M&A
practice Group. He has an extensive practical experience and expertise within corpo-
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representative in the Company Law Committee of the Council of Bars and Law
Societies of Europe (CCBE). He is also the chairman or member of the board of a large
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Svetlana Barinova (co-author of The Russian Federation), is of Counsel in Dentons’
Moscow office. She specializes in Russian corporate, antimonopoly and securities law.
She has a wide experience in structuring foreign investments in Russia; developing
finance schemes for Russian companies; establishing commercial and non-commercial
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tions of shares, participatory interests and assets of Russian companies.

Timur Bondaryev (author Ukraine), is a Managing and founding partner at Arzinger
Law Firm. He specializes in advising on real estate and construction transactions,
corporate/M&A, antitrust, and privatization issues.

Every year Mr Bondaryev is highly recommended by international ratings (i.e.,
Best Lawyers, Legal 500, and Who’s Who Legal) in the sphere of arbitration and
mediation, corporate law and management, compliance, mergers and acquisitions, real
estate, antitrust and competition.

Matthew Bousfield (co-author Singapore), is a Senior Associate in the Corporate team
of Hogan Lovells’ Singapore. Matthew has significant experience advising on mergers
and acquisitions, private equity transactions and a range of commercial matters across
South East Asia. He also advises on employment and data privacy matters. Matthew
acts across key industry sectors, focusing on consumer, life sciences and financial
institutions.

Stephen Brown-Okruhlik (co-author Canada), is a litigation associate with McMillan
LLP, Toronto. He practices complex commercial litigation with a focus on insolvency
and corporate governance issues. He has a BA from McGill University, a Master’s
Degree from the University of Toronto and an LLB from the University of Ottawa. He is
the winner of the 2012 Werner Zdouc Prize for Top Oralist in the grand final round of
the World Trade Organization Moot Court competition in Montpellier, France.

Jacques Buhart (author France), is head of the Paris office of McDermott Will &
Emery and focuses his practice on corporate mergers & acquisitions and EU/French
competition law. Jacques has handled a broad range of complex competition matters as
well as litigations in the European Courts. He also has considerable experience in
advising French and international clients in their M&A transactions. Jacques received
his legal education from the Sorbonne, Paris, the Hague Academy of International Law,
the Institute of Comparative Law, Paris, and the University of Paris, DESS in 1976. He
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also read for an MBA from the Ecole Supérieure de Commerce de Paris (ESCP). Jacques
has been a visiting professor of EU competition law at the University of Aix-en-
Provence since 1995 and at the University of Tokyo, faculty of law since 2004. He was
the chairman of the International Bar Association’s section on business law from 2001
to 2003. Jacques is admitted to practice in Paris and Brussels.

Willem Calkoen (co-author Netherlands), is senior advisor in the Rotterdam office of
NautaDutilh. He specializes in M&A work - both public offers and private transactions
- and in securities law and corporate governance. He graduated from Utrecht Univer-
sity in 1970 and joined NautaDutilh in 1972, where he became a partner in 1980. He
was chairman of the Company Law Committee of the Section on Business Law (‘SBL’)
on the International Bar Association from 1988 to 1992, an officer of the SBL from 1993
to 1998 and chairman of the SBL from 1997 to 1998. He publishes regularly on topics
such as joint venture and corporate governance. He defended his thesis in 2011 on
Corporate Governance, responsibility and liability of directors in US, UK, and the
Netherlands.

Jesse Collin (co-author Finland), is an associate in Hannes Snellman’s M&A group.
He specializes in corporate and securities market law. He has experience from capital
market transactions, mergers and acquisitions as well as corporate governance mat-
ters. Jesse graduated from the University of Helsinki in 2014 with a Master of Laws
degree. He is also a doctoral candidate in the University of Helsinki and prepares a
doctoral dissertation in the field of company and securities market law.

Miguel de Avillez Pereira (author Portugal), is a partner at Abreu Advogados since
2002. He graduated from the University of Lisbon Law School, in 1989 and has an LLM
- Master’s of Law, Europa Institute, University of Edinburgh. Miguel has been involved
over the years in some of most significant transactions that Abreu assisted in Portugal,
Angola and Mozambique.

Alan G. de Saram (co-author Cayman Islands), is a partner with Collas Crill,
Attorneys at Law, George Town, Cayman Islands. He specializes in corporate and
commercial law, including hedge funds and capital markets. He obtained a BA (Hons.)
from the University of London in 1992, a Diploma in Law from the College of Law, and
a Diploma of Legal Practice in 1995. He was admitted as a Solicitor in England and
Wales in 1998. Since 2004, he has been an Attorney-at-Law in the Cayman Islands. He
is a member of the Cayman Islands Law Society and the Law Society of England and
Wales.

Daniel Del Rio (author Mexico), As head of Basham’s Corporate and Mergers and
Acquisitions Areas, Daniel’s practice focuses on inbound foreign investment in
Mexico, and outbound Mexico investment abroad. His work includes Corporate,
Environmental, Mergers and Acquisitions, Health, Foreign Investment, International
Transactions, Real Estate, Associations, Banking and Cross-Border Investments.

Doran Doeh (author The Russian Federation), is a partner in Dentons’ Mos-
cow office. He currently focuses broadly on matters where English-law-governed
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documentation is used for cross-border transactions relating to Russia (M&A, JVs,
commercial agreements), on cross-border regulatory issues and on oil and gas. Doran
advises on virtually all areas of law relating to energy and natural resources including
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Christian Dorda (author Austria), is the founding partner of DORDA Attorneys at
Law, Vienna. He specializes in corporate law and M&A4A, including related arbitration
matters. He graduated from the University of Vienna in 1971 and was admitted to the
Austrian Bar in 1976. He is a member emeritus of the ICC International Court of
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directories as a leading specialist in M&A, as well as in Corporate Law and Corporate
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Antony G.D. Duckworth (author Cayman Islands), is a partner with Collas Crill,
Attorneys at Law, George Town, Cayman Islands. He specializes in commercial law,
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and obtained a degree in mathematics and law from the University of Cambridge and
studied at the College of Law, Lancaster Gate in 1968. He was admitted as a Solicitor in
England in 1971. Since 1974 he has been an Attorney-at-Law in the Cayman Islands. He
is a member of the Cayman Islands Law Society, of the Law Society of England and
Wales, of the IBA, of the International Academy of Estate & Trust Law and of the
Society of Trust and Estate Practitioners.

Karla Dudek (author United Kingdom), is a Counsel in Hogan Lovells LLP’s
corporate practice, based in the London office. She specializes in public and private
M&A including cross-border transactions, joint ventures, debt equity swaps, equity
capital markets, and general corporate law advice. She obtained a Bachelor of
Commerce and a Bachelor of Laws with honours from the University of Auckland and
joined the London office of Hogan Lovells in 1999. She has also spent two years in the
firm’s New York office.

Pip (Philip) England (author New Zealand), has been a partner in the Auckland
office of Chapman Tripp since 2001 and is the Head of the Auckland Corporate team.
He specializes in corporate and commercial law, with a particular focus on mergers and
acquisitions, property syndications, securities and corporate advisory work. Pip holds
LLB (Hons.) and B.Com degrees from the University of Canterbury, New Zealand. Pip
is recognized by Legal 500 Asia Pacific 2016, Chambers Asia Pacific 2015 and Chambers
Global 2015.
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eight years. He is a member of the Turin Bar.
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an LLM in International Business Law from London School of Economics and Political
Sciences (LSE) and a Bachelors of Law (specializing in Competition and EU law) from
Universidad San Pablo (CEU).

Janis Gavars (author Latvia), is a talented and determined young lawyer, who
concentrates his work on mergers and acquisitions and general corporate and securi-
ties matters. He advises clients on due diligence, drafting contracts and other legal
issues with respect to domestic and cross-border M&A transactions as well as general
corporate law matters.

David Gewer (co-author South Africa), has been a director at Werksmans Attorneys
since 2000 in the firm’s Mergers and Acquisitions Practice. David was named as a
leading lawyer in Mergers & Acquisitions in the 2015 and 2016 editions of IFLR 1000
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Martin Grablowitz (author The Netherlands), is a partner in NautaDutilh’s corporate
practice, a member of the firm’s International Strategy & Business Development
Committee and heads the German Desk. He specializes in takeovers, joint ventures,
acquisitions and all aspects of corporate (re)structuring. With a double degree in Dutch
and German law, Martin has focused his practice on German-Dutch cross-border
matters. Martin joined NautaDutilh in 1998 and became a partner in 2003.

Pablo Guerrero V. (author Chile) is a co-Managing Partner and also heads the Mergers
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and international business transactions generally. He graduated from Catholic Univer-
sity of Chile School of Law, and obtained his Master of Comparative Jurisprudence
degree from New York University School of Law, New York, in 1995. Mr Guerrero is
currently Professor of Commercial Law at the Chilean Catholic University School of
Law. He is one of the founders and current President of Fundacién Pro Bono. He is a
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Laura Lavia Haidempergher (co-author Argentina), is a partner with M. &
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large public companies in stock exchange work and securities. Prior to joining Arthur
Cox, Stephen spent a number of years working in the Commercial Department of an
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Hong Kong

Allan Leung & Danny Leung

I INTRODUCTION

Hong Kong is a common law jurisdiction, with laws generally derived from English
law.

The main sources are the Companies Ordinance' and case law. Since 1997 (when
Hong Kong was handed back to China), English cases no longer bind the Hong Kong
courts, but commonwealth cases remain persuasive, and pre-1997 cases are still good
law.

From March 2014, a new legal framework for the incorporation and operation of
companies has been in effect, following a comprehensive rewrite of the Companies
Ordinance. Some of the major changes under the new Companies Ordinance relate to
directors’ duties.

The Rules Governing the Listing of Securities on the Stock Exchange of Hong
Kong Limited (the Listing Rules) impose additional regulation on companies listed on
the Hong Kong Stock Exchange. The Securities and Futures Ordinance (the SFO) is
relevant to corporate entities that are involved in the sale or trading of securities.

The Articles of Association (Articles) of a company is a fundamental constitu-
tional document of the company which governs the rights and obligations of that
particular company and its internal operations. Under the old Companies Ordinance,
companies were also required to file a Memorandum of Association, which set out its
objects clause, but this requirement has now been abolished and an existing compa-
ny’s Memorandum is deemed to form part of its Articles.

There are also various best practice guidelines which, although not legally
binding, are nonetheless useful in ascertaining the standard of care expected of
company officers, and may be referred to by the court in determining liability issues.

1. Cap. 622.
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The provisions governing corporate insolvency were not updated along with the
Companies Ordinance and remained untouched but renamed as the Companies
(Winding Up and Miscellaneous Provisions) Ordinance Cap. 32 (the CWUMPO). The
corporate insolvency law is the subject of a separate review exercise that commenced
in November 2011. In October 2015, a bill was introduced into the Legislative Council
for scrutiny. It is expected to undergo several amendments before entering into force in
a few years’ time.

[A] One-System Body

Hong Kong follows the English ‘one-system body’ and thus there is no supervisory
committee to oversee the board of directors (hereinafter ‘Board’). The Board is a
self-monitoring entity, and is only accountable to the company. As we will see later in
this chapter, save for a few exceptions, only the company can bring an action against
its directors for wrongs inflicted by the directors.

[B] Board Structure and Duality of Chairman and CEO

The Companies Ordinance requires that a private company must have at least one
director, who is a natural person.> A public company or a company limited by
guarantee is required to have at least two directors.’ Corporate directors are not
permitted for public companies, private companies in a group including a listed
company, or companies listed by guarantee.

The Listing Rules further require that every listed company must have at least
three independent non-executive directors (INEDs), representing at least one-third of
the board. At least one of the INEDs must have appropriate professional qualifications
or accounting or related financial management expertise.*

[1] Board Structure

There are no requirements for the structure of the Board of a private company, unless
the Articles otherwise provide. Private companies are often seen as quasi-partnerships
and directors are normally beneficial owners of those companies. In this regard,
directors may be much more like business partners than a management team.

For listed companies, the Board would normally comprise of INEDs, executive
directors, and non-executive directors.

2. Section 457 Companies Ordinance.
3. Section 453 Companies Ordinance.
4. Rules 3.10 and 3.10A the Listing Rules.
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[2] Duality of Chairman and Chief Executive

There is no legal requirement for a company to have a chairman, but the Model Articles
make provision for the appointment of a chairperson to chair the Board.

For Listed companies, the Corporate Governance Code of the Listing Rules®
provides that the two key aspects of management aspects - the management of the
board and the day-to-day management of the business be divided and not concentrated
in any one individual. Accordingly, the roles of Chairman and Chief Executive should
not be performed by the same individual and the division of responsibilities should be
clearly established.

[C] Delegation

The Articles generally provide for the delegation of the Board’s powers. In a private
company, members of the Board are normally business partners and therefore delega-
tion of the Board’s powers to a particular individual may not be desirable.

By contrast, it is common for the Board of a listed company to delegate its powers
to an executive director, often the managing director who is either a substantial
shareholder or a nominee appointed by the substantial shareholders of the listed
company.

[D] Elections

The procedures for appointing a director to the company are normally provided in the
company’s Articles. However, the Companies Ordinance places a number of restric-
tions on who may be appointed as a director, including restrictions on age and persons
subject to a disqualification order, and bodies corporate.

The Articles generally confer powers to members in a general meeting to appoint
directors, increase or decrease the number of directors, determine their rotation, fill a
casual vacancy, and appoint additional directors by passing an ordinary resolution.
The Board also enjoys specific powers to appoint a director to fill a casual vacancy and
to appoint additional directors.

[E] Removal of Directors

The Companies Ordinance provides that a company may by ordinary resolution
remove a director before the expiration of his or her period of office, despite anything
in its Articles or in any agreement between it and him or her. However, the removal of
a director may be subject to any contract of service between the company and the
relevant director.

S. Appendix 14 the Listing Rules at A.2.
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II LIABILITY ISSUES
[A] Directors’ Duties

A director has some of the characteristics of an agent and some of the characteristics of
a trustee. The duties of a director can generally be divided into fiduciary duties and
general duties. While much of the law in this area is derived from case law and is
complex, we set out the general principles below.

The Companies Ordinance® now codifies the general duties of a director to
exercise reasonable care, skill and diligence, though they remain in fact unchanged
from the previous position at common law. The mixed objective and subjective test for
the standard of a director’s duty to exercise reasonable care, skill and diligence is also
now codified. The fiduciary duties of directors, which are generally based on equitable
principles, remain uncodified.

There are also several non-statutory guidelines on the roles and duties of
directors. For example, the Companies Registry ‘A Guide on Directors’ Duties’” outlines
the general principles for a director in the performance of his or her functions and
exercise of his or her powers.

[1] Fiduciary Duties
[a] Duty to Act in Good Faith in the Best Interests of the Company as a Whole

A director must act honestly and in good faith, in what he or she considers to be in the
best interests of the company (meaning for this purpose the shareholders as a general
body), and must exercise his or her powers for the proper purpose and not for any
collateral purpose. This may involve balancing the interests of present and future
shareholders.

The directors’ duties are owed to the company in which they hold office. This
may be problematic where the company is a member of a group. Consideration of what
is in the best interests of the company may involve consideration of what is in the
interests of the overall group, to the extent the group interests can be said to benefit,
indirectly, the company. However, the directors should not assume that the interests of
the company and the group are always identical.

[b] No Fetters on Discretion

As a general rule, a director must not agree in advance to exercise his or her discretion
in a company matter in a particular way, or in any way that would compromise his or
her duty to make an independent judgment. In certain circumstances, however,
directors may restrict their discretion in the best interests of the company, for example,

6. Section 465 Companies Ordinance.
7. Published March 2014.
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in committing themselves to particular actions in the future in order to enable the
company to enter into a contract which is in the best interests of the company at the
time.

[c] Duty Not to Compete

Although there is no legal prohibition on a person acting as a director of two directly
competing companies, the duty of confidentiality and duty to act in the best interests of
a company make it very difficult in practice for a director to sit on the Board of two such
companies.

[d] Duty to Avoid a Conflict of Interest and Not to Make a Secret Profit

A director should avoid putting him- or herself in a position where his or her own
interests conflict with those of the company. However, such conflict commonly arises
where a director has an interest in a particular contract being contemplated by the
Board to enter into for the company or where he or she has acquired a business
opportunity for him- or herself by virtue of his or her office as director. Directors must
not make a ‘secret profit’ by misapplying the company’s property, or by exploiting for
their own benefit confidential information or a corporate opportunity that came to
them by virtue of the position of director. If a director does make a secret profit, then
he or she is under a duty to account to the company for it, unless the company has
approved his or her actions by ordinary resolution at a general meeting with full
knowledge of the facts.

In furtherance of these general principles, the Companies Ordinance requires
directors to disclose any interests in transactions, and prohibits transactions with
connected entities or certain payments to directors without shareholder approval.

[e] Confidentiality

Directors must not misuse or disclose for unauthorized purposes any information
derived from their position as directors.

The Listing Rules contain express provisions on confidentiality, especially in
relation to the price-sensitive information obtained by the directors of a listed company
and impose an absolute prohibition on directors to deal with any of the securities of a
listed company at any time when the directors are in possession of unpublished
price-sensitive information in relation to those securities.®

8. See ‘Model Code for Securities Transactions by Directors of Listed Companies’, Appendix 10 of the
Main Board Rules and ‘Securities transactions by directors’, Rules 5.54 to 5.60 of the GEM Rules.
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[2] General Duties
[a] Skill, Care, and Diligence

Traditionally, a director need not exhibit a greater degree of skill than could reasonably
be expected from a person of his or her knowledge and experience. However,
developments in the law arising from a series of business failures in the early 1990s
have led to the development of a more stringent test. The mixed objective and
subjective test at common law is now codified in the Companies Ordinance, which
requires directors to exercise reasonable care, skill, and diligence.’ This means the
care, skill, and diligence that would be exercised by a reasonably diligent person with:
(a) the general knowledge, skill, and experience that may reasonably be expected of a
person carrying out the functions carried out by the director in relation to the company
and (b) the general knowledge, skill, and experience that the director has.

[b] Duty Not to Exceed Powers

Typically, the Articles will give the directors power to manage the business of the
company, and to exercise all the powers of the company which are not required to be
exercised by the shareholders. If a director acts outside the authority of the company,
or outside his or her own authority, then the actions themselves will generally still be
binding on the company as against a third party with whom the company is dealing
provided that the third party was without notice of the lack of authority. However, as
between the director and the company, the director would nonetheless be liable for any
loss which the company suffers as a consequence of his or her actions.

[c] Duty to Creditors

Traditionally, directors owed no independent duties to the creditors of the company.
However, modern case law suggests that when a company is close to insolvency, or is
in fact insolvent, the interests of the company are identified with the interests of its
creditors.®

[B] Who Can Sue?

Since a director’s duty is generally owed to the company as a whole, it is the company
who should sue the directors. However, there are exceptions where directors may owe
a duty to individual shareholders and creditors.

9. Section 465 Companies Ordinance.
10. Tradepower (Holdings) Ltd (In Liq) v. Tradepower (Hong Kong) Ltd & Ors (2009) 12 HKCFAR
417 applied the principle in Kinsela v. Russell Kinsela Pty Ltd (1986) 10 ACLR 395, where Street
CJ’s judgment wrote that ‘where a company is insolvent the interests of the creditors intrude.
They become prospectively entitled, through the mechanism of liquidation, to displace the
power of the shareholders and directors to deal with the company’s assets’.
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[1] Duties Owed to Individual Shareholder

Directors owe duties by virtue of their office to the company and do not generally owe
a duty to shareholders."" However, this principle has been eroded to some extent so
that, particularly in small private and family-owned companies, directors may be found
to have assumed duties of a fiduciary nature to individual shareholders."

In relation to large companies or listed companies, directors’ duty towards
shareholders may arise on a takeover, but such duty is minimal in the sense that they
may only owe a duty not to mislead shareholders."?

[2] Duties Owed to Creditors

Directors do not generally owe fiduciary duties to the creditors of the company by
virtue of their office. However, if a company is insolvent, the liquidator, and in certain
circumstances the creditors themselves, may take action against the directors in order
to maximize the assets of the company available for distribution. A company’s
insolvency does not per se give rise to a specific duty owed by the directors to the
creditors, but any breach of duty by the directors or failure to consider the interests of
the creditors whilst the company was insolvent would be actionable by the liquidator.

In winding-up proceedings, any creditor, shareholder, liquidator, or the Official
Receiver may make an application to the court to examine the conduct of directors to
compensate the company for any loss resulting from the directors’ misfeasance or
breach of duty. Although such an action may be brought by a creditor, any recoveries
would fall to be distributed to all creditors, not to those who initiated the misfeasance
proceedings to the exclusion of others.

[C] Who Can Be Sued?

Directors, shadow directors, or de facto directors are all liable to be sued for wrongs
done to the company.

The Companies Ordinance defines ‘director’ to include any person occupying the
position of director (by whatever name called) and a ‘shadow director’ as a person in
accordance with whose directions or instructions the board is accustomed to act
(excluding advice given in a professional capacity).'*

11. See Veron International Ltd v. RCG Holdings Ltd [2015] HKEC 1432, following Percival v. Wright
[1902] 2 Ch. 421.

12. Re Peregrine Investments Holdings Ltd [1998] 2 HKLRD 670.

13. See Gething v. Kilner [1972] 1 All ER 1164; Goldex Mines Ltd v. Revill [1974] 54 DLR (3d) 672;
and Dawson International v. Coats Patons Plc [1988] SLT 854.

14. Section 2 Companies Ordinance.
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[D] Derivative Actions

Under the rule in Foss v. Harbottle,"® if a wrong has been inflicted on a company, the
proper plaintiff is the company itself. Since directors” duties are owed to the company,
an individual shareholder him- or herself cannot bring an action against a director. In
practice, the right to determine whether or not the proceedings should be brought lies
with the directors, or where applicable, the majority shareholders. This would mean
that if the directors resolve against taking legal action, there is little likelihood of the
minority shareholders receiving redress.

[1] Common Law Derivative Action

The ‘majority rule’ supports the principle that the will of the members of the company
should, in general, prevail. However, the courts have developed exceptions to the rule
in Foss v. Harbottle to allow minority shareholders to sue on behalf of the company.
The most important exceptions are:

- where there has been ‘fraud on the minority’; and
- the wrongdoers are in control of the company in general meeting.

There are, however, certain disincentives associated with the commencement of
derivative actions by minority shareholders. First, the shareholder bringing the action
risks being liable for costs even though he or she has no corresponding right to the
potential damages awarded. Second, shareholders (who are not insiders) are unlikely
to be able to gain access to the required information for the purpose of commencing a
proper action.

[2] Statutory Derivative Action

The Companies Ordinance'® provides for shareholders of a company or associated
company to bring an action on behalf of the company for misconduct committed
against the company where the company fails to do so. Misconduct is defined to mean
fraud, negligence, breach of duty, or default in compliance with any law."”

The shareholder must first obtain leave of the court before bringing a derivative
action. The court may grant leave if it is satisfied that the granting of leave is in the
interest of the company, that there is a serious question to be tried and the company has
not brought proceedings, and the prescribed written notice has been served on the
company.'® These requirements have been repeatedly applied in cases; and it is now
established that the threshold for shareholders is relatively low and the court would not

15. [1843] 67 ER 189.

16. At Part 14 Division 4.

17. Section 731 Companies Ordinance.
18. Section 733 Companies Ordinance.
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normally look into the merits of the proposed derivative action.'® There is no
requirement under the Hong Kong provisions for the applicant to show that he or she
is acting in good faith in seeking to bring the derivative action (unlike some of the
overseas provisions).

The courts are now given a very wide discretion to make orders which they think
appropriate, including awarding costs to members bringing the action and to order the
appointment of an independent person to investigate and report to the court on various
matters relating to the company. In addition, the court can also order costs of the
appointment of such independent person to be borne by, among others, the company.

[E] Unfair Prejudice

The Companies Ordinance provides another statutory remedy for minority sharehold-
ers, particularly in relation to private companies.*° It is an alternative to the ‘just and
equitable’ winding-up remedy under the CWUMPO?*! and entitles a member to make an
application to the court for appropriate orders where the member has been unfairly
prejudiced or an actual or proposed act or omission would be unfairly prejudicial.
The types of ‘corporate wrongs’ that can give rise to unfair prejudice include:

- payment of excessive remuneration to directors;

- diversions of business of the company;

- use of corporate assets to subsidize businesses of related persons; and
- use of moneys belonging to the company.

In Hong Kong, many listed companies are under the control of the founding
family or families, which means that the issues in those companies often revolve
around the tension between substantial shareholders and minority shareholders, as is
the case with private companies.

The court has discretion to choose from a wide range of remedies, including:

- an order restraining the commission or the continuation of some act;

- an order providing for the majority shareholders or for the company itself to
buy the shares of other members;

- an order regulating the affairs of the company in the future.

[F] Representative Actions

Unlike in the United States, class action is non-existent in Hong Kong. Instead, a
‘representative action’ could be brought. This does not give rise to a new cause of

19. See Re Li Chung Shing Tong (Holdings) Ltd [2011] 5 HKLRD 274 applying Re F & S Express Ltd
[2005] 4 HKLRD 743.

20. Part 14 Division 2 Companies Ordinance.

21. Section 177 the CWUMPO.
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action or remedy to the aggrieved shareholders against the directors of the company,
but provides a procedural convenience for some shareholders to be selected to
represent the rest, so that the rights as between all parties may be decided in a suit so
constituted. It is not commonly used.

The Law Reform Commission of Hong Kong began work on reforming the class
action regime in 2006 and published a Report on Class Actions in 2012. We are currently
awaiting proposals to introduce a comprehensive class action regime in Hong Kong.

[G] Insolvency Context

Where a company is in financial difficulty, directors may be held personally liable in a
number of different ways, both under the statutory provisions and under general law.
Statutory claims against directors are for the most part available to the liquidator and
in more limited circumstances to a company’s creditors.

[1] Misfeasance

If in the course of winding up, the court considers that any past or present officer has
misapplied, retained, or become accountable for any money or property of the
company or has been guilty of any misfeasance or breach of duty which is actionable
by the company, the court may order that person to repay or restore the money or
property or otherwise contribute towards the assets of the company by way of
compensation.*

[2] Fraudulent Trading

Where the court considers that the business of a company, if being wound up, has been
carried on with intent to defraud creditors, or for any fraudulent purpose, the court may
declare that anyone who knowingly carries on the company’s business with such
fraudulent intent is personally liable for all or any of the debts and other liabilities of the
company as the court may direct.*?

The corresponding criminal offence provides for up to five years of imprisonment
on indictment and/or a fine (unlimited on indictment) for any person who knowingly
carries on the business with fraudulent intent.** No winding up is necessary for
criminal liability to arise.

[3] Disqualification Order

Directors acting in breach of duty may also be disqualified by the court under Part IVA
of the CWUMPO. The primary purpose of disqualification is to remove delinquent

22. Section 276 the CWUMPO.
23. Section 275 the CWUMPO.
24. Section 275(3) and Sch. 12 the CWUMPO.
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directors from office and general circulation, thereby protecting the public at large from
future misconduct by these directors. Contravention of a disqualification order is a
criminal offence.

[H] Costs and Fees in Liability Litigations

The general rule is that costs follow the event. In this regard, if a party loses its case in
litigation, it would end up paying two sets of legal fees, that is, his or her own and part
of the opponents’ legal costs. Similarly, a liquidator is potentially exposed to personal
liability for costs should the company’s action against its directors for misfeasance fail.

III INDEMNIFICATION

The Companies Ordinance now expressly permits the company to indemnify directors
for liability to third parties.*®

However, the Companies Ordinance renders void any provision purporting to
exempt a director from any liability to the company itself.>® The Companies Ordinance
also prohibits the company from indemnifying directors for fines and penalties, as well
as criminal proceedings, unless the director is acquitted or judgment is given in his
favour.?” The Companies Ordinance does permit companies to take out insurance to
cover this (see below).

IV. PROTECTION AGAINST WRONGS OF DIRECTORS

The courts have moved towards a stringent approach when considering duties owed by
directors and are mindful to ensure that directors do not put themselves in a position
where their duties and interests conflict. Where there has been a breach, however,
there are nonetheless mechanisms to rectify the default and to minimize loss.

[A] Ratification

As a general principle, mere breaches of fiduciary duties such as self-dealing or dealing
to the exclusion of the company (as opposed to misapplications of company property),
can be ratified by an ordinary resolution of the general meeting after the director has
made full and frank disclosure.*® The Companies Ordinance also allows a company to
ratify a director’s conduct involving negligence, default, breach of duty or breach of

25. Section 469 Companies Ordinance.
26. Section 468 Companies Ordinance.
27. Section 469 Companies Ordinance.
28. Regal (Hastings) Ltd v. Gulliver [1942] 1 All ER 378.
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trust in relation to the company by unanimous resolution of the disinterested members
of the company.?

[B] Directors’ and Officers’ Liability Insurance

The Companies Ordinance permits a company to take out insurance for a director
against any liability to any person in connection certain types of breach and liability. In
line with initiatives to strengthen directors’ accountability and increased regulatory
scrutiny, the demand of directors’ and officers’ (D&O) liability insurance has increased,
as has the level of coverage.

V CORPORATE GOVERNANCE
[A] Existing Corporate Governance

The rewrite of the companies’ framework took over six years to complete. One of the
four major objectives for the rewrite of the new Companies Ordinance was to enhance
corporate governance.

Under the new Companies Ordinance, a ‘Responsible Person’, (which includes
directors) will be liable for a contravention of the Companies Ordinance, without any
requirement for knowledge or wilfulness - in contrast to the old regime. This is seen to
be potentially increasing the risk for directors and individuals.

The Listing Rules have also been updated and now require the Board of a listed
company to have a minimum of three INEDs representing at least one third of the
board, an audit committee and a remuneration committees. The Listing Rules also
stipulate that the majority of the audit committee members should be INEDs.*°

[B] Corporate Governance Reform: Difficulties in Hong Kong
[1] Family-Controlled Companies

Family control is a significant feature of Hong Kong listed companies. Typically, a
single extended family owns a significant proportion of the listed company’s shares,
with the controlling family members or their nominees occupying senior management
positions. It is not uncommon for the CEO and chairman to be the same person
representing the interests of the controlling family. Given the timeline of development
in Hong Kong’s history, shareholder disputes are now commonly arising amongst third
generations who have inherited interests from companies built up by the business
founders.

29. Section 473 Companies Ordinance.
30. Rules 3.10 and 3.21 the Listing Rules.
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[2] Quality of INEDs

The corporate governance system introduced in Hong Kong relies heavily on INEDs.
These INEDs are said to bring to the company specific expertise, objectivity, and the
ability to monitor and assess the Board’s performance at the highest level without fear
or favour.

Given the relatively small business community and the fact that many companies
are family controlled, in reality it is very difficult for Hong Kong to have truly
independent INEDs. In practice, INEDs, who are well qualified in terms of business
expertise and experience, are usually connected to the company’s chairman or
managing director.

[C] Going Forward

The development of corporate governance issues in Hong Kong faces challenges
different to other jurisdictions owing to the unique Hong Kong business environment.

The codification of the standard of care expected of a director in a company now
places greater scrutiny of the duty to understand company’s affairs and to be proactive
in its management, and the extent of time commitment and attention required to act as
a director. Given the trend in Hong Kong for prominent members of the community to
sit on the boards of multiple companies, we may see more failures to meet the
minimum standard of care by way of negligent omission.

The lack of independence of the Board in some large companies will also
continue to expose the minority to unfair prejudice and the effectiveness of legislative
initiatives to provide redress remains to be tested.
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