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"The only part of the conduct of any one, for which
he is amenable” to society, is that which concerns others.”

John Stuart Mill, On Liberty, 2™ ed., 1859

London, John W Parker and Son, page 22

“liable to the legal authority of
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PREFACE

Development is synonymous with improved standards. However, what yardstick should
be used to agree on standards and assess improvement as compared to merely change
depends on where one stands.

The almost eighteen years since the start of this century has witnessed significant
changes to the corporate and regulatory landscape globally. The usual triumvirate of
corporate misbehaviour, market repercussions and regulatory responses has been
predictably played out. Leading global financial centres continue to pursue similar though
not identical courses of remediation in the public capital markets that seek to establish
better oversight, reduce information asymmetries, install preventative controls and
impose greater accountability.

Looking past the process-based methods used to achieve this, the underlying factor
being addressed is human behaviour. The minds and deeds of individuals are the drivers
of successes and failures, production and disorder, efficiency and waste, gains and
losses. Each of these pairs can be and are measured alternatively by private interests
and public aspirations. This is no less the case with the relationship between the owners
and managers of a publicly listed company, which is the topic of this Report.

Since the mid 20" century, there has been a progressive awareness of the importance of
corporate governance to the healthy functioning of the marketplace. A voluminous
output of material on the topic has been produced by governments, multilateral
organizations, regulatory agencies, commercial parties, interest groups (for both owners
and managers), academics and others. The topic has been prodded and explored, and
misunderstood, from every angle, commercial, social and political, and has given rise to
numerous theories. Some of this has led to developments in the way the business of
governance is undertaken in practice, and some has given rise to new expectations, be it
commercial, legal, regulatory or social.

Expectations are made of restless stuff that renders development an ongoing task.
Change is constantly measured and re-measured against an evolving landscape. This
Report represents little more than a snapshot of the five jurisdictions studied. The
recommendations made herein are intended to be practical and implementable, and
based on a yardstick with a sufficient prospect for finding consensus. At the very least,
this Report seeks to create discussion around the topics explored in the hope it will
stimulate new ways of thinking about solutions to problems, and that more than a few of
the recommendations will survive the test of scrutiny and be implemented.

The Hong Kong Institute of Certified Public Accountants (HKICPA) has been instrumental
in commissioning this Report, and the members of its Corporate Governance Working
Group have contributed their knowledge and experience as a highly valuable sounding
board, and as challengers, for many of the ideas generated by the study. A special
thanks of appreciation is due to Peter Tisman and Eric Chiang, both of the HKICPA, for
their tireless assistance and invaluable support throughout the duration of the study.
Producing a Report of this nature requires the support of many others, including in
particular the persons acknowledged further below, whose involvement has been deeply
appreciated. As ever, the views expressed herein, and any errors, remain those of the
authors.

This Report states the position as at end November 2017.
Syren Johnstone

Say H Goo
Hong Kong, December 2017
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I KEY FINDINGS

Introduction

Hong Kong’s emergence as a global financial centre has brought far greater attention to
its role in the global market place and the standards it engages as compared to other
leading global centres. Markets compete on a range of factors, amongst which the
corporate governance (CG) system is of particular importance because it impacts on
market integrity, and hence market success. Where the affairs of publicly listed
companies are undertaken in a way that fall short of expected CG standards, or where
the mechanisms of control and redress are inadequate to curb misbehaviour, confidence
in the market may be damaged, and the market becomes less efficient. CG is therefore
an integral part of a market that a CG system must serve.

This Report was commissioned by the Hong Kong Institute of Certified Public
Accountants (HKICPA) to make recommendations on how Hong Kong’s CG system may
be further developed to improve the long-term competitiveness of the Hong Kong public
market. The recommendations are to be based on an independent, comparative study of
shareholder rights, remedies and protections and board processes within the context of
public listed companies. As many listed issuers are not incorporated in Hong Kong this
presents special issues as regards standard setting and enforcement.

To assess the strengths and weaknesses of Hong Kong’s CG system in the global
context, this study investigated the CG system in Hong Kong and each of the United
Kingdom (UK), the United States, Mainland China and Singapore. The CG system in each
of these jurisdictions has undergone developments and experiences, successes and
failures that are shaped by its historical, political, legal, market, and social and cultural
contexts. The different influences of these factors are important to recognize for the
purposes of forming recommendations within a Hong Kong framework - what works, or
fails, in one jurisdiction might fail, or work, in another.

The comparative analysis undertaken in this Report has led to a total of 28
recommendations being put forward. Reflecting one of the guiding concepts of this study
to produce practical and implementable recommendations, only two require a change to
legislation, with another four possibly requiring legislative change subject to the outcome
of a further consultative process. All recommendations are consistent with overarching
objectives of fostering competition and regulatory efficiency.

The remainder of this Part I of the Executive Summary provides an overview of the
study’s main findings. Part II outlines each recommendation made and provides a
summary Table of all recommendations found in Section 4 of this Report. Part III
summarizes the approach taken to the topic of CG and the formation of
recommendations. Part IV summarizes the analysis that gives rise to the 28
recommendations via an abridged text of the detailed analysis found in Section 3 of this
Report.

Standing of Hong Kong’'s CG system
In general, Hong Kong’s CG system is keeping up with international best practices in

most areas. The approach to evolving its CG system has been inclined to follow
developments in other markets, particularly the UK and to some degree the United

Johnstone & Goo -9-
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States.! This typically means that changes to Hong Kong’s CG system lags rather than
leads international best practices. Its evolution in recent times can be broadly captured
under three main areas: statutory law, the non-statutory listing rules, and gateway
mechanisms for new issuers including those companies not incorporated in Hong Kong,
as follows.

The rights of shareholders under statutory law in relation to director misfeasance and
mis-disclosure are generally on par with or better than international best practices, as
supported by important statutory reforms including the Securities and Futures Ordinance
(SFO) (introduced 2003) and the new Companies Ordinance (introduced 2014).°
However, as discussed below, the lack of availability of collective redress and the
standing of the listing rules remain areas of concern insofar as they have not evolved in
line with developments in other markets and so leave shareholders in Hong Kong listed
issuers comparatively disadvantaged.

The standards of CG that are expected of listed issuers have developed generally in line
with international best practices. Board practices are subject to mandatory listing rule
requirements and a “comply or explain” CG code that the SEHK> subjects to progressive
development. While in some areas the CG system is well developed and goes further
than other markets, such as the non-statutory regulations governing connected party
transactions, the adequacy of enforcement discipline and availability of shareholder
remedies remain a concern.

Gateway mechanisms designed to protect and further the interests of shareholders have
also been progressively improved, including in respect of non-Hong Kong incorporated
companies. This has been a result of the SFC* and the HKEX® working together as
regards listing standards, the development of policies for non-Hong Kong incorporated
companies tailored to specific jurisdictions, and the regulatory requirements imposed on
sponsors.

Overall, the dual responsibilities model has worked well in response to significant
developments in the market, including Hong Kong’s global position in the IPO market
and the highly significant shift to the listing of Mainland enterprises such that these firms
now account for the majority of market capitalisation and trading. The correct balance of
the role of the SEHK as the frontline regulator and the SFC’s oversight role remains
subject to intermittent discussion and disagreement as regards how the roles should
evolve in response to these developments.

Key areas for reform

There are a number of areas of concern in which Hong Kong must do significantly better
to protect its market and the shareholders who invest in it. The weaknesses in Hong
Kong’s CG system primarily revolve around: the articulation of regulatory
responsibilities, particularly between the SFC and the HKEX/SEHK; the role of the board
and the quality of disclosure and transparency; and the ability of shareholders to seek
redress in respect of an issuer and its directors that fail to meet expected standards.
However, factors that influence a CG system are rarely mutually exclusive. For example,
the ability of a shareholder to exercise or enforce their rights may depend on what they
know (information transparency), their  ability to influence decisions
(involvement/equality), and the means by which they can hold management responsible
(accountability), which together reflect the efficacy of a CG system (effectiveness).

! For a discussion, see Section 1.2

2 Respectively, Cap. 571 and Cap. 622

3 The Stock Exchange of Hong Kong Limited
4 Securities and Futures Commission

> Hong Kong Exchanges and Clearing Limited
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For the purposes of this Report, the recommendations have been grouped together
under three main divisions: the board and its processes and standards; the enforcement
regime (including for both shareholders and regulators); and matters concerning CG
system architecture and policy. A number of the recommendations made in each of
these divisions intersect with the particular issues presented by non-Hong Kong
incorporated companies.

Board processes

Mechanisms that protect shareholders from potential abuses of the board must be
improved. This includes important functions expected to be undertaken by the audit
committee and independent directors, and CG-related transparency generally. Each
jurisdiction studied is dealing with similar types of issues related to the role of board
sub-committees and independent directors, board evaluation and refreshment, and
executive remuneration. The experience in each jurisdiction is markedly different, with
some reforms having a positive effect, others not. In some instances, the market
response to reform can be to game it to bring about an alternative outcome from the
one intended by regulators, thus producing unexpected consequences - this has been
the case in the United States as a result of shareholder activism and incentive-based
remuneration for executive directors. Nevertheless, Hong Kong can do more to keep up
with best practices internationally.

This Report makes ten recommendations concerning board processes.

Enforcement (shareholders)

While the study indicated that shareholder rights are, as regards strict legal rights, well
established in Hong Kong law, it is subject to three important caveats. The first is the
ability of a shareholder to acquire information relevant to the identification of the
infringement of a right. The second is the ability of the shareholder to pursue that right
in practice. The third is in relation to what matters should a shareholder have rights of
redress.

These three caveats reveal the areas where Hong Kong is most clearly in need of
meaningful reform. While shareholders have been provided with rights under the law,
such as derivative actions and civil suits in respect of certain types of information, claims
are rarely brought. Unlike some other markets, shareholders have no rights in relation to
breaches of listing rule disclosure requirements, despite having (together with
regulators) an expectation that directors and issuers will comply with them. While many
CG failings currently do not amount to legal causes of action, shareholders cum investors
do consider the CG practices of an issuer in the total mix of information available to
them, so one would expect this to have some relevance to establishing the scope of their
rights and protections.

This Report makes two recommendations concerning shareholders rights.

Enforcement (regulatory agencies)

The position of shareholders is considerably exacerbated by the existence of an
enforcement lacuna between the powers of the two regulatory agencies, the SFC and the
SEHK. Hong Kong has clearly fallen behind international best practices in this regard as
the powers of regulatory agencies are either too weak and ineffective, or too strong and
insufficiently graduated in relation to a wrongdoing that does not warrant (or may not
give rise to) court action.

This represents a serious shortcoming in regulatory efficiency as compared to all the
other markets studied. It leaves many important CG standards set by the listing rules

Johnstone & Goo -11 -
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subject to ineffective enforcement. A number of the recommendations made in this
Report are directed to improving regulatory efficiency by enabling earlier behaviour
correction via more effective means of consequence management to improve regulatory
efficiency but without invoking changes to the fundamental dual responsibilities model of
regulatory oversight. For example, it is suggested that various disclosures made by
issuers and their directors should be made on forms that bring the disclosure under the
potential liability of section 384(3) of the SFO - this section is not fixed to any particular
disclosure but is designed to be used by regulatory agencies to safeguard the
undertaking of their statutory functions from being supplied with false or misleading
information.

This Report makes ten recommendations concerning the enforcement powers of
regulatory agencies.

Non-Hong Kong incorporated companies

Despite concerns as to the ability to set and enforce CG standards against non-locally
incorporated companies, the system in Hong Kong works reasonably well when
compared to other jurisdictions — cross-border enforcement issues and potential conflicts
of law is not unique to Hong Kong. However, the preponderance of Mainland enterprises
listed in Hong Kong lends a different emphasis to the problem as compared to the other
markets studied and establishing more effective means of enforcement against these
companies has become essential.

Improving ex ante mechanisms of enforcement that provide for more effective early-
warning identification and correction mechanisms can work well in this regard. Several of
the enforcement recommendations made in this Report would subject non-locally
incorporated companies to a more effective system of domestic enforcement, the cross-
border problem notwithstanding. The recommendations also propose ex ante
mechanisms that place greater emphasis on the gateway mechanisms in place for entry
to the market.

This Report makes nine recommendations that assist with ex ante enforcement concerns
in respect of non-Hong Kong incorporated companies. A number of the other
recommendations made herein would also serve to improve the overall CG standards of
non-Hong Kong incorporated issuers just as they would local issuers.

The Report also makes one additional recommendation that is specific to Mainland
enterprises, namely, to consider the possibility of exploring with the Mainland a new
cross-border enforcement arrangement specifically tailored to the public capital market.
Hong Kong is uniquely positioned to develop this type of solution, which would address
some of the drawbacks associated with MoUs, and could give the Hong Kong market a
competitive advantage to attract quality listings.

Architecture and policy

The way in which policy is developed in each of the jurisdictions is significantly different.
This arises not only out of the political, legal and regulatory architecture of each
jurisdiction but also out of fundamental concepts about the nature of the corporate and
the circumstances when it is appropriate for public interests to override private rights.

Some of the shortcomings in Hong Kong’s CG system identified by this Report arise out
of the dual responsibilities model of regulatory oversight of the listed market undertaken
by the SFC and HKEX. However, the problems are not exclusive to the model and none
of the recommendations made in this Report require a fundamental change to the
model. The efficient functioning of the model requires an appropriate balance between
market self-discipline and regulatory oversight for it to remain fit for purpose and some
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developments of the model are proposed that serve to improve balance. For example, a
number of recommendations would create more efficient enforcement powers, including
those of the SFC, that are nevertheless consistent with the dual responsibilities model.

The Report observes differences in the way policy is developed and enforced, and notes
that the development of the Hong Kong market has in some ways outpaced policies on
market development.

This Report makes six recommendations concerning architecture and policy.
Conclusions and way forward

The analysis and recommendations presented in this Report are intended to be helpful
and thought provoking for the Government, policymakers, regulators, market
participants and investors. The scope of this study, being shareholder rights, remedies
and protections, is essentially focused on the relationship between the owners and
managers of a company and how effectively the CG system provides for, inter alia,
transparency, equality and accountability. Accordingly, this Report has not sought to
explore a number of areas of CG that nevertheless are of interest, such as board
diversity, environmental and social governance, and various aspects of internal
governance processes by which the board directs and controls the undertaking of the
company’s business.

A number of the recommendations made in this Report are relatively straightforward to
implement, others require further work to be undertaken as to their more specific details
and potential ramifications. A few specifically contemplate a further consultation or
enquiry process. To a greater or lesser extent, all the recommendations will be subjected
to the test and reaction of the market.

The stated objective of this Report is to make recommendations for improving Hong
Kong’s CG system so that it better serves the needs of the market and improves its
long-term competitiveness. However, an important interim purpose is to generate
discussion that will lead to an enhanced recognition and understanding of areas that are
in need of reform when Hong Kong is examined against best-practices internationally.

A note on funding: This project was entirely funded by the Hong Kong Institute of
Certified Public Accountants (HKICPA), which also established the general scope of the
study, as part of its efforts to promote better CG in Hong Kong and to enable the
HKICPA and its members to consider how Hong Kong’s CG should develop in the future.
The mandate given to the authors of this Report was to conduct an independent enquiry
and accordingly this study was not constrained by any preset views, preferences or
desired outcomes, nor did it include any requirement to have regard to the interests of
the HKICPA or its members. The HKICPA’s Corporate Governance Working Group
monitored progress. While there was a diversity of opinion on various recommendations
made herein, the final decision on all aspects of the Report, including the contents of,
and whether or not to make, each recommendation rested solely with the authors of this
Report.
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I1 SUMMARY OF RECOMMENDATIONS

Classification

A total of 28 recommendations have been made. Twenty-two propose changes that can
be made by regulatory agencies, two require a change to legislation, and another four
may require legislative change subject to the outcome of a further consultative process.

Ten recommendations propose improvements to board processes that will foster
transparency and accountability, including in relation to the role of the audit committee
and independent directors.

Twelve recommendations address the ability of shareholders and regulators to conduct
meaningful, and graded, enforcement where an issuer’s practices fall below required CG
standards.

Nine recommendations assist with ex ante enforcement concerns against non-Hong Kong
incorporated companies.

Six recommendations address regulatory architecture and policy development that would
work to better serve the interests of shareholders and the market.

Recommendations in this Report vary according to: whether or not they involve a
change in legislation or may subsequently require such a change; the strength of
evidence that supports it; and whether it is likely to be contentious to the industry.

Based on these variables, each recommendation has been assigned one of the following
classifications:

Compelling (C) - Advocate (A) - Support (S) - Explore (E).

These are not “levels” per se, meaning that each may be worth developing or
implementing for different reasons. Twenty recommendations fall into the “C” and “A”
classification, with two and six falling into the “"S” and “E” classifications, respectively.

Each recommendation is also denoted as follows:

* legislative change might be required depending on a subsequent enquiry;
*x legislative change required;
assists in relation to non-Hong Kong incorporated issuers.

The recommendations made by this Report are summarized in the following sections.
The references at the right side of each topic identify the recommendation number
together with its classification as per above. A summary of all recommendations is
provided in the Table at the end of this section.

Section 4 of the Report provides the detail of each recommendation together with a
cross reference to the supporting analysis in Section 3 of the Report.
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Recommendations that do not require any change to the law

The changes can be made by the HKEX and the SFC working together or by the SFC
alone.

The board

Hong Kong’s CG standards imposed by non-statutory regulations on the board are
broadly in line with international best practices. However, board directors remain
insufficiently accountable to shareholders in terms of performance evaluation and
executive remuneration. The audit committee’s ability to reach its full potential is
handicapped because of the limited delegated power they are typically provided by the
board. The expected role of non-executive directors (NEDs) that are not independent is
not always clear. While the requirement for independent non-executive directors (INEDs)
has been introduced as a check on executive power, the existing framework does not
sufficiently support and foster the functionality of the intended role.

» Recommendations that improve the transparency and accountability of the board:

Topic Proposed Ref.
Board Require the board, on a comply or explain basis, to undertake C4.1.1
evaluation an annual self-evaluation based on a disclosed evaluation policy

that covers specified matters including high-level terms of
reference and the involvement of INEDs or external advisers.
The board to report annually on how it has complied with the
provision and specified matters including, for example, how the
evaluation was undertaken and whether any recommendations
are made. This builds on developments in the UK, Mainland
China and Singapore.

Step required: Amend CG Code (Appendix 14 listing rules).

Executive Require disclosure of the considerations taken into account by A4.1.2
remuneration the remuneration committee in relation to any performance-

linked remuneration. This builds on developments in the UK

and the United States.

Step required: Amend CG Code (Appendix 14 listing rules).

Audit Require the audit committee to itself make a disclosure in the A4.1.3%
committee annual report including as to its role in relation to the external
audit process and the work it has undertaken to discharge its
responsibilities. The independence and accountability of the
audit committee can be improved through increased visibility.
This builds on developments in the UK and the United States.

Require the board, on a comply or explain basis, to delegate all A4.1.4
powers in relation to the appointment, compensation, and

oversight of the external auditor to the audit committee. This

builds on developments in the United States.

Step required: Amend the listing rules & CG Code (Appendix 14
listing rules).

Non- Require issuers to develop and disclose, on a comply or explain A4.2.1
executive & basis, a code for NEDs (NED Code) that specifies its policies, A4.2.2
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independent  practices and expectations in respect of INEDs and other NEDs  A4.2.3
directors that is designed to facilitate the effectiveness of NED roles. The C4.2.4

CG Code to provide a Model NED Code that an issuer may

choose to comply with or alternatively establish their own NED

Code via policies that address the NED’s expected involvement,

sufficiency of a NED’s time, basis of remuneration, and

knowledge of the business and training, etc. The Code based

approach provides a clearer forum for establishing the

expectations placed on INEDs and other NEDs. In addition,

INEDs are to be required to report annually on their activities

and the effectiveness of the NED Code. This builds on

requirements in the United States, Mainland China, Singapore

and the UK.

Step required: Amend CG Code (Appendix 14 listing rules).

Enforcement

The extent to which the enforcement regime in Hong Kong has fallen behind
international practices is significant. Shareholders in issuers listed in Hong Kong are in
various ways worse off when compared to their counterparts in other major markets.

It is widely recognized that disclosures made under the listing rules form part of the total
mix of information used for exercising voting rights and making investment decisions.
Shareholders have a reasonable expectation that issuers should comply with the listing
rules. Despite the foregoing, shareholders have no rights where the company and its
directors have breached the listing rules, unless it also amounts to a breach of law.

The position of shareholders is made worse by the absence of a world-class regulator-
based enforcement regime, a shortcoming that arises out of a significant enforcement
lacuna between the disciplinary sanctions imposed by The Stock Exchange of Hong Kong
Limited (SEHK) and the powers available to the SFC. This enforcement lacuna is not a
product of regulatory architecture per se. Regulatory agencies can make better use of
extant powers or bring other administrative powers to bear on CG sensitive topics. For
example, section 384(3) of the SFO is a provision designed by the legislature to be used
by regulatory agencies to safeguard the performance of their statutory functions from
being supplied with false or misleading information, but the section has not been
extensively utilised.

While much has been written on the HKEX’s potential conflict of interest, there is very
little discussion on the other considerations the SFC must take into account when
deciding whether to bring an action that would benefit shareholders.

» Recommendations that improve the ability of shareholders to seek redress against
wrongdoing issuers and directors:

Topic Proposed Ref.

Listing rules  Give shareholders rights to enforce any disclosure breach of S4.4.1
the listing rules by making them third party beneficiaries of
the contract between the issuer and the SEHK. This builds on
experiences in the United States and the ability of
shareholders in the UK and Singapore to bring actions.

Step required: Amend the listing rules.
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Note: See also recommendation A4.4.2%*
regarding collective redress.

» Recommendations that improve the transparency and accountability of an issuer’s CG-
related disclosures and assist to close out the SEHK-SFC enforcement lacuna:

Topic Proposed Ref.
Listing rule Four types of CG-related disclosures to be required to be A4.5.1%
disclosures made on a form that brings the disclosure within section C4.5.2%

384(3) of the SFO under which providing false or misleading C4.5.3*
information to a regulator is an offence: (1) existing required
disclosures concerning financial disclosure, notifiable and

connected transactions, and those made pursuant to the CG

Code; (2) breaches of the listing rules are to be disclosed on

an ongoing basis; (3) an annual certification of compliance

with the listing rules will be required; and (4) facts pertaining

to independence disclosed to the SEHK by a proposed INED.

This reflects standards already in place in the United States,

the UK, Singapore and Mainland China.

Step required: Amend listing rules and CG Code (Appendix 14
listing rules).

SEHK The SEHK to make more effective use of its existing powers C4.6.1
discipline (1) to require issuers to “take, or refrain from taking, such

other action as it thinks fit” and (2) to impose resumption

conditions on suspended issuers. In both cases, issuers

and/or directors can be required to take steps that address

specific CG shortcomings.

Step required: Better utilization of an existing power.
SMLR® The SFC to use its power to impose conditions on listing A4.6.2%
conditions applicants or issuers that would work to address the

underlying CG shortcomings or failures that gave rise to the

problem, and that may serve to catalyze change.

Step required: Better utilization of an existing power.

» Recommendations that improve CG standards from the outset of an issuer’s listing on
an ex ante basis (gate keeping):

Topic Proposed Ref.
Listing Require a listing applicant to make a statement in the listing c4.7.1%
applicant document cum prospectus explaining its current CG practices

standards and how these will be developed in the period to its next

annual report in view of the standards imposed and expected
under the listing rules and the CG Code. Require the sponsor’s
declaration to encompass the foregoing. This builds on the
requirements in the United States.

Step required: Amend the listing rules.

% Securities and Futures (Stock Market Listing) Rules (Cap. 571V)
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Compliance Upgrade the compliance adviser role to make it more active, E4.7.2%
adviser engaged and responsible. A sponsor to the listing application

should undertake the role. Prior to termination, a declaration

to be made by the compliance adviser as to the completion of

its role on a form subject to section 384(3) of the SFO. This

builds on the requirements in Mainland China.

Step required: Amend the listing rules.

CG standards generally

Apart from standard setting and enforcement, good CG standards require promotion, as
do departures from them. The largest issuers in the UK are subject to higher standards,
and this forms a positive association between expectations of good CG and successful
companies. Many issuers on the Hang Seng Index already adhere to higher standards
and this should receive more visible endorsement.

» Recommendations that promote CG standards generally:

Topic Proposed Ref.
Elevated Impose higher standards on designated issuers such as HSI or C4.3.1
standards HSCEI constituent stocks. Selected recommended best

practices become comply or explain provisions, and selected
recommended disclosures become required disclosures for
those issuers as “Elevated Standards”. Consideration to be
given to incorporating specified comply or explain provisions
as mandatory requirements in the Elevated Standards. This
builds on experiences in the UK.

Step required: Amend CG Code (Appendix 14 listing rules)
and/or listing rules.

Departure Issuers may adopt CG practices that are not mandated by the S4.3.2
from listing rules and although variations from those practices may

adopted not amount to a breach of the listing rules, they are

practices nevertheless relevant to an investors’ legitimate interest in

the CG practices of an issuer. Accordingly, the changes should
be disclosed if not merely temporary. (Note this is distinct
from recommendations A4.5.1% and C4.5.2%.)

Step required: Amend the listing rules.

Policy development

Hong Kong needs to do better when compared with its international peers as regards
developing CG policy that takes into account shareholder interests. Hong Kong lacks an
unconflicted agency that is charged with this responsibility. Transparency of listing rule
development as regards the matters considered by the SEHK and SFC is also lacking,
and this is something likely to become of greater importance as courts or tribunals may
be increasingly faced with the challenge of interpreting listing rules.
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» Recommendations that improve policy development:

Topic Proposed Ref.
CG Unit & Establish a CG Unit within a regulatory agency charged with E4.8.1
CG Group CG policy development. It should be advised by an external

market-based CG Group. If the proposal to establish an
investor protection agency is adopted (see E4.8.2** below), it
should be located within that agency. This is based on
developments in the United States, and experiences in Hong
Kong in relation to other regulatory concerns.

Step required: Identify agency to establish.

Listing rule The SEHK and SFC should provide ex post transparency to the A4.9.1
development explanations of purpose and likely effect required by the SFO
to support listing rule development.

Step required: Adoption of relevant policy on transparency.

Market Undertake a clearer and more specific examination of what E4.9.3
development overarching objectives should drive the development of the

Hong Kong market and the alternative mechanisms for

shareholder protection that may need to develop in tandem

with change, which may or may not require modification of

the one-share-one-vote principle.

Step required: Undertake policy-led initiative.

Agency Regulatory and government agencies undertaking A4.9.4
response consultations should voluntarily adopt a performance standard
time on response times.

Step required: Adoption of relevant policy on performance.

Recommendations that require a change in the law

The changes can only be made by or with the approval of the Legislative Council, and so
require sufficient political support from that body.

As noted above, the major shortcoming of Hong Kong’s CG system is the enforcement
lacuna. While the dual responsibilities model gives rise to some problems as discussed in
this Report, they are not exclusive to that model. Rule making and rule-enforcement are
separate matters that can be developed differently while also keeping within the dual
responsibilities model. Given the SFC’s ultimate powers’ under the model, its
enforcement powers can be developed within the scope of the model. Other mechanisms
of enforcement can also be developed outside the model, and this would include some of
the enforcement developments suggested above that do not require any change to
legislation.

7 I.e. its powers under the SFO and the SMLR
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» Recommendations that improve enforcement:

Topic Proposed Ref.
SMLR Calibrate SFC’s powers to provide for a fine together with A4.6.3%*"
powers the imposition of conditions that works as a warning-cum-

precursor to suspension that is premised on the same
grounds as its existing SMLR powers. This can work as a
win-win-win for the issuer, its shareholders and the market.
The power is exercisable by the SFC directly as a specified
decision subject to appeal to the Securities and Futures
Appeals Tribunal, subject to prior consultation with the
Listing Committee. This reflects powers already given to
regulators in the UK, Singapore, Mainland China and, in
certain regards, the United States.

Step required: Amend SMLR.

Investor Establish a new, unconflicted regulatory agency empowered E4.8.2**
protection to bring an action for the benefit of shareholders. This is
agency based on developments in the United States.

Step required: Amend the SFO or create new primary
legislation.

Recommendations subject to further enquiry

These are recommendations where any change is contingent on a further consultation or
enquiry collecting more detailed evidence. Depending on the outcome, it may require
changes that can only be made by the Legislative Council.

There remain a few significant issues Hong Kong’s CG system must resolve but which
cannot be described as a deficiency since experiences both internationally and locally
remain mixed. First, the question of whether all or part of the listing rules should be
given statutory backing remains under discussion but there has been little detailed
exploration of the issue since 2013 when Hong Kong took a partial step in this direction
with the implementation of Part XIVA of the SFO. Second, while the rights of
shareholders under the law in relation to director misfeasance and mis-disclosure match
or better international best practices, the difficulty of shareholders to act upon those
rights is evidenced by the absence of legal actions that are taken and suggests more
needs to be done to meaningfully give effect to shareholders’ legal rights. Third, Hong
Kong’s piecemeal approach to whistle-blowing has clearly fallen behind international
practices that give legal protections to whistle-blowers, and so represents the absence of
a mechanism that might promote the discovery of wrongdoing. Each of these involve
significant and far reaching issues on which more evidence would need to be collected
for further evaluation.

= Recommendations that require further detailed study:

Topic Proposed Ref.
Statutory Re-examine, in view of today’s circumstances, the discussion  A4.6.4*
backing to on giving statutory backing to specific provisions of the listing

listing rules rules - Chapters 4 (periodic financial reporting), 14 (notifiable
transactions) and 14A (connected transactions). Undertake a
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detailed assessment of past problems under these Chapters
of the listing rules. This reflects developments in the UK and
Singapore.

Step required: Undertake a public enquiry/consultation.

To consider the feasibility of expanding the existing cross- E4.6.5%*
border enforcement arrangements to create an arrangement

with Mainland China specifically tailored to the public capital

market within an agreed scope of non-criminal disclosure

obligations.

Step required: HKSAR Government to consider exploring the
issue with the Government of China.

Re-visit, and develop, the Law Commission’s 2012 proposal A4.4.2%
on the implementation of class action rights to widen its

approach to collective redress. This builds on a process

previously commenced in Hong Kong without conclusion,

developments in the UK and Mainland China, and the position

in the United States.

Step required: Undertake a public enquiry/consultation.

Commence an enquiry on whether to implement whistle- E4.9.2**
blowing laws, and whether this should be limited to specific
circumstances such as corporate misfeasance. This builds on

experiences in the UK, United States and Mainland China.

Step required: Undertake a public enquiry/consultation.
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III APPROACH TO THE STUDY

The topic of CG and its improvement

When the topic of CG is raised in any discussion it is readily apparent that the potential
breadth of the topic is only matched by the profusion of applied, conceptual and value-
laden variations in what the term “corporate governance” means and implies to different
people. It attracts a diverse range of reactions, opinions, beliefs and approaches to it,
ranging from the philosophical to the commercial, from the theoretical to the applied, as
well as from almost doctrinal insistence to resistance and repudiation. And there are
significantly different methodologies claiming to measure it.

The task of this study has to some extent been simplified by the central mandate on
which it is based: to undertake a comparative study of shareholder rights, remedies and
protections and board processes within the context of public listed companies.

The objective of this study, to derive recommendations that improve the CG system in
Hong Kong, requires an interpretation of CG and what constitutes “good CG”. As
explained in Section 2 of this Report, "good CG"” is assumed to underpin shareholder
rights, remedies and protections, as well as an appropriate level of oversight of the
management by the owners of a company. It is further assumed to be desirable as a
means of fostering market integrity and market confidence. This requires mechanisms
that bring non-locally incorporated companies within a local CG framework supporting
good CG in those issuers. Moreover, the viewpoint of a minority shareholder is adopted
(as opposed to, for example, board members or other stakeholders in a company's
operations). For the purposes of organizing material generated by the study the “good
CG” concept is understood as being dependent on five key variables:

Information — Involvement — Equality - Accountability — Effectiveness.

The specific focus on shareholder rights, remedies and protections means that other
matters sometimes invoked in the CG debate receive little or no attention herein,
including gender and racial diversity, corporate social responsibility, and the relationship
between CG and share price performance.

This Report has sought to make recommendations that work to improve regulatory
efficiency, and has leaned toward proposals that are balanced, practical and
implementable. Accordingly, any temptation to make large-scale headline-grabbing
recommendations has been resisted. Recommendations that require fundamental
changes to the law or regulatory architecture are resource consuming (time, people and
money), and often have an uncertain outcome given the difficulty of getting all
stakeholders on board. Wherever possible, this Report has sought to work within the
existing regulatory architecture. Larger scale changes have formed part of the
recommendations only where this appeared to be necessary or desirable. The Report
also recognizes an “acupuncture” value in some improvements that may seem relatively
minor but have the capacity of stimulating further development and changed behaviour
in due course.

Recommendations have also been considered in view of their overall effectiveness. This
is partly determined by the structure of a CG system, and significantly influenced by the
degree of mismatch between the different priorities of relevant actors. Right-minded CG
principles do need to confront the realities of the market, as they may lead to
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unexpected outcomes or box-tick approaches to compliance that does not serve the
underlying objectives. Where that happens, a CG rule or principle can become a false
validator of the behaviour actually undertaken. It may also operate as a distraction from
moving forward on other, more effective, means of achieving the relevant objective.

Promoting change in markets that have a significant element of self-regulation, like
Hong Kong, also presents the hurdle that change may be rejected on the basis of short-
term self-interest. It is not unusual for a proposal to be rebuffed by citing established
corporate and cultural values, or claiming that issuers are not ready for it. In this
context, regulatory dicta are unlikely to lead to development. On the other hand,
readiness is frequently precipitated by regulatory changes, rather than the other way
around. So an important consideration is how to resolve this apparent contradiction. The
“acupuncture” approach may be of some value in this context.

While an important orientation of this Report is to identify and explore CG topics that
have attracted debate in global CG communities, whether by regulatory agencies or
other stakeholders, the Report is not limited to these topics. It can be read as an
exploration of ideas intended to create discussion around them. Many of the
recommendations represent ideas that will require further consideration as to their
detail, and possibly additional investigation. Some may stimulate new ways of thinking
about old problems. Some may survive the test of scrutiny and be implemented.

Organization of this Report
This Report comprises five main sections and five Appendices.

Section 1 explains the scope and purposes of this Report as well as its limitations. It sets
the Report in the context of developments in Hong Kong over the past two to three
decades, as well as the global developments that have had an impact on the
development process in Hong Kong.

Section 2 discusses the initial methodological questions that needed to be addressed
from the outset of the study.

Section 3 comprises the substantive analysis of this Report. It commences by identifying
the thematic topics and trends in regulating CG as well as important overarching
considerations including the role of culture, the methodology of assessing CG, the costs
and benefits of CG, competitiveness, and what is meant by “effectiveness”. This leads to
the analysis of Hong Kong’s CG system in the context of the other jurisdictions studied.
The Report considers each jurisdiction’s legal and regulatory system and, where
relevant, the other characteristics of its market including political, historical, cultural and
social factors. Where relevant, previous proposals to reform the CG system are
reviewed. Based on the analysis of the data, Section 3 identifies recommendations for
changes in Hong Kong’s CG system. As Section 3 is essential to understanding the
considerations giving rise to the recommendations, an abridged text of the analysis is
presented in Part IV of this Executive Summary.

Section 4 presents the recommendations of this Report. Each recommendation provides
a cross-reference to the relevant analysis in Section 3 from which it has been derived.
Recommendations have been developed according to a number of factors: the level of
complexity involved to implement it, the support for it, and whether it is likely to be
contentious to the industry. This gives rise to a classification that serves as a general
indicator of overall support/difficulty for each recommendation: Compelling — Advocate -
Support - Explore. These are not “levels” per se, meaning that each may be worth
developing or implementing for different reasons.

Section 5 concludes.
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Reference material concerning the jurisdictions considered is set out in Appendices I to V
to this Report. Each Appendix provides a description of the essential structure and
characteristics of the CG system in the relevant jurisdiction together with recent
developments of interest to this study. This covers the operation of key regulatory
agencies, policy development, enforcement mechanisms, the legal and regulatory
framework, shareholder rights and protections, and the regulation of non-locally
incorporated companies.
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IV ABRIDGED TEXT OF THE ANALYSIS

This abridgement is provided as a means of enabling a faster and less detailed reading of
the main Section 3 "Discussion and analysis of jurisdictions studied” of this Report and
the recommendations that it gives rise to, as detailed in Section 4 “Recommendations”.
As such, this abridgement does not comprise a sufficient analysis to support the
recommendations but it does enable the reader to understand the driving forces behind
the recommendations. This section assumes a reader with a moderate degree of
knowledge of the Hong Kong corporate governance (CG) context. To aid readability, case
law descriptions, abbreviated terms, detailed cross-referencing and footnotes found in
Section 3 have not been repeated here, and the reader is invited to refer to Section 3
and the “Abbreviations” section at the end of the Report for the relevant details.

Introduction to the analysis in Section 3

Parts I to III of the Executive Summary have outlined the scope and purpose of this
Report (discussed in Section 1 of the Report), the methodology and limitations of the
study (discussed in Section 2 of the Report), and the recommendations that have been
made (presented in Section 4 of the Report).

Section 3 of the Report, which is the subject of this abridgement, comprises a focused
and selective discussion that provides a segue between the detail of each jurisdiction
described in Appendices I to V and the recommendations made in Section 4. It
commences, in Section 3.1, with a discussion of common themes, trends, issues and
considerations that weigh on the assessment and development of any recommendation
considered or proposed. The bulk of Section 3 (Sections 3.2 to 3.7) contains the
comparative analyses that lead to the recommendations in Section 4.

Overarching considerations (Section 3.1)

Thematic topics and trends in regulating CG standards (Sections 3.1.1 and 3.1.2)

Despite the variation across the different jurisdictions’ legal and regulatory architecture,
and basic concepts about the nature of the corporation and the relative role of managers
and owners in relation to it, a nhumber of common topics were identified from the key
differences and observations of interest, a subset of which have led to recommendations.

The extent of involvement of regulatory agencies in a CG system is an issue in all
jurisdictions to some extent. The mechanisms of enforcement that are effective in
deterring undesirable behaviour and procuring desired behaviour have very much been
in issue over the past two decades, particularly since the statutory codification of listing
rules undertaken in the United Kingdom (UK) and Singapore, and following the 2008
global financial crisis. This also encompasses the question of what persons should be
able to bring enforcement actions, be it shareholders seeking remedies, regulatory
agencies imposing administrative fines or other forms of sanction, or issuers themselves
imposing controls on directors. An interesting theme has been the different approaches
the jurisdictions take toward ex ante and ex post forms of redress.

The role of the board and the execution of its responsibilities has also been a common
theme, particularly as regards the role of sub-committees intended to undertake
specialized tasks and the role of independent directors. Particular foci include the audit
process, executive remuneration, and shareholder involvement in the appointment or
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reappointment of directors. Looked as a whole, there is a push in most jurisdictions to
open up the black box of board processes to greater scrutiny, through disclosure and
accountability mechanisms that empower the shareholder vote. While these are common
issues, each jurisdiction has tackled the problem slightly differently.

The developments in the CG system across the jurisdictions are typically driven, and
constrained, by the approach to evolving the regulatory design of its securities industry,
as well as its legal and regulatory infrastructure, and political, conceptual and cultural
factors. This encompasses sectoral, twin peaks and super-regulator models that place
regulators and Exchanges in different roles in relation to each other. These differences
are important to recognize for the purposes of the present study - what works, or fails,
in one jurisdiction might fail, or work, in another. For example, attitudes in the UK
toward the proper scope of CG are relatively well aligned among stakeholders as
compared to the United States where there is significantly less alignment. Together,
these differences have a significant influence on the extent to which CG-relevant
behaviour is driven by the perceived risk of legal, regulatory or reputational liability.

The role of culture (Section 3.1.3)

Culture is also an emerging topic of interest that has gained considerable attention since
the 2008 global financial crisis. Culture can be a highly relevant factor that influences
whether compliance with a CG requirement is undertaken on the basis of seeking to
achieve the underlying objective of a regulatory requirement, or on the basis of a “box-
tick” approach. The latter approach is often synonymous with the validation of an act
and a corresponding perceived diminution of culpability. However, there is little
consistency or clarity across the jurisdictions as to what culture means or how to
influence it. Culture is instead often used as a residual explanation when other modes of
explanation are insufficient.

The methodology of assessment (Section 3.1.4)

One can also find various forms of assessing or measuring CG standards in each
jurisdiction. This Report identifies two different approaches to assessment - a
“Framework Approach” based on the percentage of CG rules technically complied with,
and an “Empirical Approach” based on canvassing the views of stakeholders. Each comes
with various methodological issues - for example, a simple binary measure of whether or
not a particular requirement (such as might appear in a CG Code) is met is oblivious to
the difference between box-ticking and objective-fulfillment. It is important to appreciate
the information provided by, and the limitations of, each of these different approaches to
measurement because they are frequently used to inform the policy-making process as
regards developing CG standards. They are also used by different interest groups to
justify, or resist, changes to a CG system.

Cost-benefit considerations, maintaining competitiveness, and effectiveness (Sections
3.1.5to0 3.1.7)

Whatever ideas might emerge from the systems studied, they must be considered in
view of their overall effectiveness. Does a proposed change work to close out the
potential disjunct between a right-minded principle, the practice that in fact
subsequently evolves in response, and the outcome that eventuates? If it does not, a CG
rule or principle can become a false validator of the behaviour actually undertaken. It
may also operate as a distraction from the objective sought to be achieved. It is
important to ask what is the overall cost to a CG system in light of the benefits a
proposal is expected to deliver. The actual regulatory costs of different CG systems
(however hard to estimate) do impact on regulatory efficiency and the overall success of
a market. While the availability of effective mechanisms of enforcement is a recognized
issue in all jurisdictions, enforcement costs vary significantly, including the different

Johnstone & Goo -27 -



Report on Improving Corporate Governance in Hong Kong

costs associated with ex ante and ex post approaches. Thus, the mere addition of more
rules that may give rise to more enforcement actions do not, without clear justification,
necessarily represent taking a step forward when compared with other solutions.
Maintaining competitiveness in the international context must also be considered.
Together, these factors require a more fundamental recognition that CG is ultimately
part of a wider market system that a CG system must serve.

Non-locally incorporated companies (Section 3.2)

Application of local laws and regulations, and cross-border enforcement and cooperation
(Sections 3.2.1 and 3.2.2)

Section 3.2 considers the question of how to regulate non-locally incorporated
companies listed in Hong Kong. Most listed issuers fall into this category. There are two
major challenges with the regulation of these companies: setting the appropriate CG
standards for these companies in view of the conditions imposed in the jurisdiction of
their incorporation, and the enforcement of standards imposed in Hong Kong against the
companies and their directors and senior management.

While many requirements may be imposed on a non-locally incorporated issuer, the
ability to supervise it and collect evidence will affect the discovery of a breach. The
nature of the breach, whether it is breaching a law or a non-statutory code, will be
relevant to the available mechanisms of enforcement including, where investors have
suffered loss, the possibility for compensation. While the breach of a law in one
jurisdiction is generally enforceable in another, this is not the case with non-statutory
codes such as the listing rules. Even within the scope of legal breaches, cross-border
enforcement may not be possible if a local law provision encroaches on a provision of the
foreign law. Mainland China does not have foreign companies listed on its stock
exchanges, so does not have to deal with these problems.

Listing rules are often used as a means of closing the gap between the CG standards
imposed by the law on companies (and its directors) incorporated in different
jurisdictions. Hong Kong and the UK both use listing rules to narrow the gap between the
disclosures required to be made by domestically incorporated companies that are subject
to local legislative requirements and foreign companies that are not. However, because
the listing rules in the UK have statutory backing whereas they do not in Hong Kong,
there is a difference in the legal effect where the listing rule provision is breached. For
example, a breach of provisions in Hong Kong’s listing rules that seek to level the
playing field as regards directors’ duties and annual reporting requirements has no direct
legal consequences per se beyond the scope of the listing rules. In contrast, the
statutory backing given to the listing rules in the UK and Singapore change the direct
consequences of a breach - regulators possess the power to impose fines, and
shareholders who suffer loss have a basis for a damages claim where there has been a
disclosure breach. Listing rules that have statutory backing thus also serve to close the
enforcement gap between laws and what were previously non-statutory codes.

A different approach is taken in the United States where listed issuers are required to
make disclosures on Forms that bring the disclosures within the jurisdiction of Federal
securities law - while a particular breach of an Exchange requirement is similar to Hong
Kong in that it has no direct legal consequences per se, a breach of Federal securities
law, including mis-disclosure on a Federal Form, is a serious matter giving rise to legal
liability.

Another type of approach to the problems presented by non-locally incorporated
companies is to require the company to amend its articles/bye-laws on issues of
sufficient importance. This approach is taken in Hong Kong where the law of the home
jurisdiction of the listing applicant does not provide standards of shareholder protection
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at least equivalent to Hong Kong.

Regulatory agencies in each of the jurisdictions studied have entered into one or more
MoU (memorandum of understanding) with relevant foreign agencies. However, MoUs
are ultimately limited by its scope and the powers and constraints imposed on the
regulatory agencies in each jurisdiction, and this has in practice proved to be limiting
where cooperation on enforcement has been sought. Cooperation may therefore depend
on de facto assistance as opposed to de jure actions, as illustrated in the China Sky case
in Singapore.

The residual problem of cross-border enforcement and conflicts of law are not unique to
the Hong Kong-Mainland relationship. Rather, the emphasis is different owing to the
preponderance of Mainland enterprises listed in Hong Kong. The observations made on
the potential problems presented by non-locally incorporated issuers are addressed
through a number of the recommendations made in other sections of this Report. Listing
rules that seek to subject non-locally incorporated issuers to local CG standards
ultimately depend on the effectiveness of listing rule enforcement. This ties in with the
discussion in Sections 3.3.1 and 3.7.3, which explores means of improving the
enforcement of listing rules that would operate equally against both locally and non-
locally incorporated issuers. Those sections give rise to several relevant
recommendations in this regard. Recommendation A4.5.1 “Legal status of CG-related
disclosures” together with Recommendation C4.5.2 “Status of listing rule compliance
and related disclosures (continuing)” propose giving legal backing to CG disclosures by
bringing them within the provisions of the Securities and Futures Ordinance (Cap. 571)
(SFO) that deal with providing false or misleading information to regulatory agencies.
Recommendation A4.6.2 “"SFC to develop use of conditions when exercising existing
SMLR powers” and Recommendation A4.6.3 “Calibrate SFC’s powers under the SMLR"”
propose that the Securities and Futures Commission (SFC) use alternative powers that
sit within the scope of its existing powers in respect of breaches of the listing rules, the
relevant powers being derived from the Securities and Futures (Stock Market Listing)
Rules (Cap. 571V) (SMLR).

As cross-border enforcement remains problematic, more effective gateway mechanisms
that ensure or facilitate that only companies able to comply with CG standards are
admitted to listing becomes a relatively more important component of improving Hong
Kong’s CG system. The discussion in Section 3.7.8 explores those gateway mechanisms
and makes two recommendations. Recommendation C4.7.1 “Disclosure of CG
standards in listing document” proposes that issuers be required to make a statement in
the listing document that discusses its CG practices in view of the requirements under
the HK CG Code. Recommendation E4.7.2 “Develop role of compliance adviser”
proposes expanding the role of the compliance adviser on the basis that establishing
good CG practices from the outset of an issuer’s entry to the public market creates
better prospects for CG standards following the end of this initial period.

The position of Mainland enterprises that are either incorporated in the Mainland or in
offshore jurisdictions requires separate attention due to the significance of their presence
in the Hong Kong market both in terms of their relative number and contribution to total
market capitalization and trading volume. Hong Kong and the United States have both
experienced difficulties in procuring cross border enforcement in respect of Mainland
enterprises - the assets of these enterprises may be primarily or solely located in the
Mainland, and their directors may be Mainland citizens who have returned to the
Mainland. For example, the United States has a number of Mainland enterprises that
have “gone dark” and are effectively beyond the reach of effective cross border
enforcement. In response, enforcement agencies have sought other means of solving
the problem. This includes entering into MoUs, the limitations of which have already
been noted, or case-specific solutions, such as the SFC has recently procured in relation
to the suspended issuer Hanergy Thin Film Power. Unlike the other markets studied,
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Hong Kong already has a reciprocal recognition and enforcement of judgments
arrangement in place with Mainland China, however, it is very limited and does not cover
the public securities market. Building on that arrangement, the proposal in
Recommendation E4.6.5 “Explore a narrow-channel cross-border enforcement
arrangement” suggests taking advantage of Hong Kong’s unique position to seek an
enforcement arrangement specifically tailored to the public capital market. If able to be
achieved, this would contribute to the efficiency of the Hong Kong market and could
create a competitive advantage over the United States for quality issuers.

Information (Section 3.3)

Legal status of CG disclosures (Section 3.3.1)

Disclosures related to CG concerns are subject to different types of legal or regulatory
liability in each of the jurisdictions studied. Because this impacts on the types of
enforcement mechanisms that are available, it will have a general influence on market
discipline and, consequently, the quality of information disclosures.

Both the UK and Singapore have moved to the model of giving statutory backing to
disclosure requirements, albeit implemented slightly differently. In the UK, information
transparency is achieved through a mix of the Companies Act 2006 (Cap. 46) (CA 2006),
the Financial Conduct Authority’s (FCA) statutorily backed listing rules that incorporate
by reference the UK CG Code issued by the Financial Reporting Council (FRC), and the
Disclosure Guidance and Transparency Rules (DTR). In Singapore, it is achieved through
a mix of the Companies Act (Cap. 50) and the Securities and Futures Act (Cap. 289)
(SFA) that create rights of enforcement in relation to breaches of the listing rules
including by the Monetary Authority of Singapore (MAS), Singapore Exchange (SGX) and
aggrieved investors.

In Mainland China, the China Securities Regulatory Commission (CSRC) can directly
enforce the CG requirements in the Securities Law, the CG Code (which is mandatory),
the listing rules and a large number of guidelines.

In contrast, the strongly disclosure based system of the United States does not give any
legal effect to breaches of listing rules per se. However, many standards set by
Exchanges on a mandatory or recommended practice basis dovetail with Federal
requirements, and such disclosures are required to be made on a Federal form thus
bringing disclosures within the Federal law system. This has a significant bearing on the
overall quality of disclosures because a false disclosure may amount to a Federal
offence. Merely breaching an Exchange requirement would in general be subject to more
limited consequences.

In Hong Kong, standards of information transparency are set by both legislative and
code based provisions. Part XIVA and sections 277 and 298 of the SFO provide for
enforcement by the SFC (through the Market Misconduct Tribunal (MMT) or the criminal
courts). Investors who have suffered damage may also bring a civil action under similar
provisions. In addition, the SFC has “reserve powers” under the SMLR in relation to false
disclosures to suspend or cancel a companies listing. While the foregoing are clear and
mostly effective, they are mainly aligned to the preservation of market integrity and
investor protection, as compared to many provisions of the listing rules, including the HK
CG Code, that prescribe disclosures relating to specific CG concerns. While breaches of
the listing rule’s disclosure requirements are capable of invoking the foregoing laws,
typically they do not.

The enforcement of CG-related disclosure requirements is weak in Hong Kong compared

to all the other jurisdictions studied. One of the concerns surrounding CG-related
disclosures is that they may represent a box-tick approach to compliance, as opposed to
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meeting the objective of the relevant requirement. It is suggested that box-tick
approaches to compliance are to a significant extent supported by an ineffective
enforcement regime. Several parts of Section 3 address how to improve this situation.
The discussion in Section 3.3.1 leads to Recommendation A4.5.1 “Legal status of
CG-related disclosures”, which proposes giving legal backing to specified CG disclosures
by bringing them within the existing provisions of the SFO that deal with the provision of
false or misleading information to regulatory agencies. This would cover disclosures
made pursuant to MBLR Chapters 4 (periodic financial reporting), 14 (notifiable
transactions) and 14A (connected transactions), and Appendix 14, each of which have
previously been identified by The Stock Exchange of Hong Kong Limited (SEHK) as
important parts of the listing rules intended to improve the CG of listed issuers.

Disclosure of listing rule compliance (Section 3.3.2)

Closely following on from the analysis in the previous section, it is a legitimate
expectation of shareholders that a listed issuer will comply with the laws and regulations
that apply to it - this is further backed by the undertaking directors must give to the
SEHK to procure compliance with the listing rules. However, issuers listed in Hong Kong
are not required to self-report breaches. This gives rise to anomalies as regards the
perceived importance of CG disclosures given that other matters do need to be
disclosed, some of which need to be disclosed on an ongoing basis (such as under
Chapter 13 of the listing rules or, where there is no applicable safeharbour, under Part
XIVA of the SFO). The recent CITIC case provides an illustration of one such anomaly
(albeit the relevant events took place prior to the introduction of Part XIVA).

Issuers listed on the New York Stock Exchange (NYSE) or Nasdaq are required to report
to the Exchange non-compliance with the Exchange’s CG standards. Similar rules on
disclosing compliance and explaining breaches of listing rules are found in Singapore.
While the latter may be relevant to legal action under the SFA, this is not necessarily the
case in the United States. Mainland China also imposes on issuers an obligation to report
breaches.

The discussion gives rise to recommendations that foster the provision of timely advice
to investors of non-compliance. Recommendation C4.5.2 "“Status of listing rule
compliance and related disclosures (continuing)” proposes that breaches must be
reported and that an annual certification of compliance is required. The annual
certification could encompass assurance that the issuer’s procedures, systems and
controls are adequate to enable the board to comply with their obligations. This
recommendation builds on the suggestion (in Recommendation A4.5.1 “Legal status of
CG-related disclosures”) that any report or certification is to be given on a basis that
brings it within the provisions of the SFO that deal with the provision of false or
misleading information to regulatory agencies. Because issuers may adopt, disclose and
subsequently depart from CG practices that are not mandated by the listing rules,
Recommendation S4.3.2 "Disclosure of non-compliance with issuer’s disclosed CG
practices” proposes that departures from disclosed practices are disclosed to
shareholders. Subsequent sections build further recommendations designed to give
stronger effect to the listing rules.

Board evaluation (Section 3.3.3)

The proper functioning of the board is a matter of considerable importance. Good CG
requires a recognition that directors are appointed by shareholders and on that basis are
or should be accountable to them. Board evaluation serves two similar but different
purposes. It is a means of generating information for the board’s own use in improving
the way it works, particularly in view of the duties of directors. When information is
disclosed about evaluation, this facilitates shareholders being given insight to the
operations, and the effectiveness of the operations, of the board. While this can provide
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assurance to shareholders that the board is applying an appropriate check and balance
on its own operations, it also assists shareholders in exercising their rights, including in
relation to voting on director appointments.

Views on whether board evaluation should be subject to regulatory requirements are
mixed across the jurisdictions studied. CG codes in the UK, Mainland China and
Singapore all require a formal self-evaluation on an annual basis with the main
distinction being the basis of the evaluation and what details needs to be reported on. In
the United States, board evaluation is not a feature of CG, which reflects the different
nature of the CG system being essentially board-centric and subject to State laws that
actively govern a board’s fiduciary duties. However, there is commercial support in the
United States for evaluation as being a factor in improving CG. In Hong Kong, board
evaluation is merely a recommended best practice and is not commonly undertaken and
reported on. Previous proposals to develop evaluation had been rejected on the basis
that, inter alia, Hong Kong issuers are not ready for it. However, readiness is frequently
precipitated by regulatory changes, rather than the other way around.

Analysis suggests that bringing evaluation within a stronger regulatory requirement is
desirable. It should provide, in general terms, a reference to the values and priorities of
the board in terms of its operational processes and how these evolve over time. This
should encompass the role and effectiveness of independent non-executive directors
(INEDs) in relation to board operations. Recommendation C4.1.1 "Board evaluation”
proposes raising the existing recommended best practice in the HK CG Code to a code
provision that incorporates additional requirements including a reporting requirement in
the Corporate Governance Report. It also proposes the introduction of a new
recommended best practice, modeled on the approach taken in the UK, concerning how
the evaluation exercise should be undertaken - however, while defining board
performance is an important issue, unlike the evaluation provisions in the UK CG Code, it
is not recommended that the factors a board should consider be prescribed by the
regulators. This approach is intended to bring focus on disclosure while leaving the
commercial aspects of the evaluation to the board.

Audit committee (Section 3.3.4)

The audit committee does, or at least should, play an important role in relation to the
quality of financial disclosures. In the UK as in Hong Kong, the essential role of the audit
committee is as a subcommittee of the board that reports to the board and possesses
limited delegated powers. This is similar to the requirements in Mainland China and
Singapore. There are two main consequences of this. First, although the audit committee
may have day-to-day influence over the undertaking of the audit work, the primary legal
relationship of the external auditor is with the board not the audit committee. Second,
although the board will report on the audit committee’s work, the audit committee itself
makes no disclosures (except where the board and the audit committee have been
unable to agree on the recommended appointment, reappointment or removal of the
external auditors), although the report on the audit committee in the UK is often
regarded as a de facto report of the committee.

This is quite different from the position in the United States, where the Sarbanes-Oxley
Act of 2002 (SOX) together with the Securities and Exchange Commission’s (SEC)
implementing rules have empowered the audit committee in relation to the above two
factors. First, the audit committee acts as the primary body directly responsible for the
appointment, compensation, and oversight of the issuer's external auditor, not as a
subcommittee that makes recommendations to the board. Second, the audit committee
itself makes disclosures in an audit committee report, which supports transparency of
the audit committee undertaking by placing more responsibility on it and making it
directly subject to scrutiny.
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The discussion leads to two recommendations. Recommendation A4.1.3 "Disclosures
of the audit committee” proposes that the listing rules be amended to require the audit
committee itself to make a disclosure in the annual report as to its work undertaken.
Recommendation A4.1.4 “Status of the audit committee” proposes that a new comply
or explain provision be inserted into the HK CG Code that the board should fully delegate
to its audit committee powers in relation to the appointment, compensation, and
oversight of the external auditor and report on how it has subsequently managed that
delegation.

Involvement (Section 3.4)

Shareholder stewardship, and shareholder votes (Sections 3.4.1 and 3.4.2)

Shareholder involvement is an overarching theme in a number of the jurisdictions
studied. The mechanisms by which shareholders exercise their votes, and in relation to
what matters, clearly represents a fundamental involvement of the shareholder in a
company’s affairs.

The UK, Hong Kong and Singapore have all emphasized some form of shareholder
stewardship to encourage investors to proactively get involved. This has been done in
the UK and subsequently Hong Kong by the regulator introducing a shareholder
stewardship code. This is despite the different makeup of the investor base in the two
markets, with the UK having a deeper institutional participation in the market than Hong
Kong. However, stewardship codes do not appear to have translated into shared
responsibility and enhanced collaboration between the board and shareholders.

The UK has taken some bold steps, including via its introduction of dual voting for
issuers with a controlling shareholder, which gives independent shareholders an
opportunity to directly vote for independent directors, and the requirement that FTSE350
company directors be put up for election every year. The former is of particular interest
as it requires issuers subject to the requirement to make changes to their constitution -
as discussed in Section 3.5.1, dual voting represents a public law amendment of
private rights that interferes with the one-share-one-vote principle.

The United States has experienced a different matrix of problems. Actual in-person
meetings of shareholders are now, in effect, only a necessary formality. The SEC’s long
standing efforts to facilitate shareholder involvement via proxy rules have been
unsuccessful - this has led to some suggestions that the United States in this regard has
fallen behind standards in other countries, and that it represents an important
competitiveness problem for United States issuers. Shareholder involvement also
encompasses activist shareholders, which in the United States are aggressive and can
exert a dominating effect leading to the appointment of directors that represent
specialized interests rather than those of the company as a whole. A few developments
over the past decade or so have strengthened the voice of shareholders in companies,
including via electronic shareholder forums, the information provided to shareholders on
executive compensation, and a move toward amending by-laws to provide shareholders
with access to company proxy materials.

There is little evidence of shareholder engagement in Mainland China, and there appear
to be no regulatory steps taken that address this, although it has devised means of
facilitating beneficial owners to vote via online voting.

There is little to suggest that significant inroads to shareholder participation in a listed
issuer will be obtained in Hong Kong through a stewardship approach. Issuers tend to be
dominated by controlling shareholders and minority shareholders are relatively passive,
a feature that is also found in Mainland China and Singapore. There are two recent
interesting shareholder disputes in the market that are exceptions to this (Elliot/BEA and
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Aristeia/Sina), although these are unlikely to impact on the cultural bias of Hong Kong
shareholders.

There have been proposals in Hong Kong that independent shareholders should appoint
independent directors via a special vote. Apart from the conceptual problem special
voting rights creates for the one-share-one-vote principle, it is unclear whether having a
special vote is desirable - the risk is that such directors may pursue the interests of a
minority group to the exclusion of the interests of the company as a whole, as has been
observed in the United States. It is suggested that laying the foundation for an
appropriate level of empowerment is an important precursor to and facilitator of
stewardship in the wider shareholder context. This includes shareholder rights in relation
to information and enforcement that are discussed elsewhere in this Report. The
introduction of a scripless system helps, but only really once it has been extended to
non-Hong Kong incorporated issuers (particularly Mainland China and the primary
offshore jurisdictions). Accordingly no recommendations are made in these two sections,
although it is suggested that stewardship principles may need to be revisited at some
future point in time when ground conditions in the market may be more responsive.

Remuneration (Section 3.4.3)

Much attention has fallen on executive remuneration since the 2008 global financial
crisis. This is particularly notable in the UK and the United States, though less so in
Singapore and Mainland China where remuneration tends to be subject to closer
monitoring and control by the State as the controlling shareholder.

The substantive issues turn on establishing appropriate mechanisms for the
transparency, evaluation and approval of executive remuneration. The question of
linking executive compensation to corporate performance — which has in some instances
given rise to short-termism and unwarranted risk taking - is a subset of the foregoing.

Each of the jurisdictions studied employs some form of remuneration committee, with
differing requirements as to its composition (usually requiring some degree of
independence of its members) and powers (to review, to make recommendations or to
determine remuneration with delegated responsibility), and differing degrees of
disclosure as to its operations. As regards the latter, the UK CG Code has specified the
provisions the remuneration committee should follow when designing performance-
related remuneration. The rules governing remuneration committees also vary as
regards their source - in the United States it is largely derived from the Dodd-Frank Act
and implementing rules of the SEC, whereas in the UK and Hong Kong it is based on
comply or explain provisions of a CG code.

A wider question for present purposes is what measures are appropriate to deal with the
risk of remuneration-abuse. There are essentially four approaches that have been taken
in the jurisdictions studied. One approach has been through the imposition of
mechanisms that claw back or defer remuneration - successfully implemented in the UK
though not as yet in the United States. Improving transparency as to the determination
of remuneration including the operation of the remuneration committee has been an
important development in the UK via changes to the UK CG Code. In the United States,
the composition of the remuneration committee is the subject of mandatory
requirements imposed on Exchanges by the Dodd-Frank Act, but is merely a comply or
explain standard in the UK CG Code. Finally, the ability of shareholders to approve
executive compensation is an important component of the Dodd-Frank Act, albeit subject
to the primacy of State laws on the matter.

The extent to which these developments have been successful is unclear. Some evidence

suggests that neither the role of independent directors nor giving shareholders votes has
assisted to stem abuse or change behaviour. This is possibly due to a lack of sufficient
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consensus as between shareholders and regulators.

The difficulties encountered in the jurisdictions studied, the absence of a clear mandate
from the Hong Kong market that executive compensation needs to be better regulated
and the different context of Hong Kong suggests that it may not be appropriate at
present to develop a mandatory regime for shareholder votes on executive pay or
clawback mechanisms. There also seems little momentum to mandate a greater
involvement of INEDs. The Hong Kong context may therefore be better served by
leaving remuneration as a commercial matter to be decided by the board and assessed
by shareholders upon receiving adequate disclosure - this broadly shifts the discussion to
shareholder voting, which is picked up in Sections 3.6.3 and 3.7.7.

The foregoing does leave open the question of how to foster adequate disclosure to
shareholders as regards remuneration and its determination. The requirements in Hong
Kong as regards the remuneration committee, while broadly similar to international best
practices, can be improved. Recommendation A4.1.2 “Transparency of performance
related executive remuneration” proposes better disclosure of the considerations taken
into account by the remuneration committee in relation to any performance-linked
remuneration. Recommendation A4.2.2 “"Basis of INED remuneration” proposes that
the board be required to consider the linkage between the level of an INED's
remuneration and their expected commitment and responsibilities and make an
appropriate disclosure in relation thereto. The latter recommendation also arises out of
considerations discussed in Section 3.7.10. Both recommendations also tie in with
three other recommendations that address the transparency and legal consequences of
CG related disclosures: Recommendation A4.5.1 "“lLegal status of CG-related
disclosures”, Recommendation C4.5.2 “Status of listing rule compliance and related
disclosures (continuing)” and Recommendation S4.3.2 "Disclosure of non-compliance
with issuer’s disclosed CG practices”.

Changes of control (Section 3.4.4)

A proposed change of control of a company represents a fundamental issue for
shareholders. The different approaches of the models in the UK, Hong Kong and
Singapore (regulating via a code and an administrative tribunal/takeover panel) and the
United States (regulating via the application of law, particularly fiduciary concepts in the
State courts) reflect a fundamentally different understanding of the role of the board in
relation to managing the affairs of the company. Whereas the UK and Singapore have
moved toward a statutory backed code, it is suggested that in the absence of a broader
policy change toward statutory regulation and any clear indication that the Hong Kong
Code on Takeovers and Mergers is lacking in effectiveness, there is no mandate for
recommending any similar change to the legal standing of the Code. Should either one
of these factors change, a review may then be warranted.

It is noted that although UK corporate law, and to a lesser extent Hong Kong, is steeped
in a rich tradition of fiduciary law, it does not often come to the fore in a takeover
scenario, unlike in the United States. That fiduciary law is a tool actively used in the
United States courts (e.g. Delaware) but less so in Hong Kong, may be of relevance to
the CG debate beyond the borders of the takeover context, as discussed in Section
3.7.6.

Equality (Section 3.5)

Voting rights generally, and weighted voting rights (Sections 3.5.1 and 3.5.2)

The principle around which much discussion occurs on the topic of equality is the one-
share-one-vote (OSQV) principle. The current protagonist in the debate about OSQV is
weighted voting rights (WVR). The UK and Hong Kong traditionally stand on the side of
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maintaining OSOV on the basis that it is a cornerstone of investor protection, whereas
the United States permits WVR. Hong Kong is currently wavering on the issue, primarily
out of a desire to compete with New York to attract new listings, and also being aware
that Singapore is already leaning in the direction of allowing WVR structures to list.

There is a notable division of opinion on the topic, which sometimes turns on an
incomplete appreciation of issues that are rarely acknowledged in the OSOV versus WVR
debate. First, jurisdictions that ostensibly adhere to OSOV in fact do support
mechanisms that override OSOV via public regulation-based adjustments to voting rights
that are intended to protect minority shareholders from abuse. Second, there is a
commonly mistaken, i.e. false, connection made between WVR in the United States and
class action rights and technology companies. Third, the degree to which developmental
objectives on the basis of which a market seeks to compete with other markets is
connected with CG standards.

While OSOV has undoubtedly stemmed much abuse, many different mechanisms impact
on shareholder protection. Recommendation E4.9.3 “"Market development” proposes a
clearer and more specific examination of what overarching objectives should drive the
development of the Hong Kong market and the alternative mechanisms for shareholder
protection that may need to develop in tandem with change, which may or may not go
outside of OSOV.

Accountability (Section 3.6)

Information disclosures generally and listing rules (Sections 3.6.1 and 3.6.2)

The ability of shareholders to seek redress where disclosures to them are inadequate as
regards the nature, content or the timing of a disclosure, is an important applied
element of a CG system. Where absent or subject to significant hurdles, it indicates a
weakness in the CG system. Each of the UK, the United States, Singapore and Hong
Kong provide for mechanisms of legal redress by way of a civil claim for damages in
respect of mis-disclosures, albeit through differing mechanisms and with a different
scope (Section 3.6.1). While Hong Kong law does provide shareholders with actionable
rights under the Companies (Winding Up and Miscellaneous Provisions) Ordinance (Cap.
32) (CWUMPO) and the SFO, there remain no instances of civil litigation being brought
under them. This is in part due to the difficulties of bringing litigation - unlike the United
States, Hong Kong does not possess class action rights, although this was proposed by
the Hong Kong Law Reform Commission in 2012. Nor does Hong Kong possess other
means of collective redress as are already operative in the UK and Mainland China.

When the position under the listing rules is considered, significant variation across the
jurisdictions is observed (Section 3.6.2). The approach in the United States is based on
Rule 10b-5 under the Securities Exchange Act of 1934 and State laws governing
fiduciary duty, both of which are neutral as to the source obliging the disclosure. In the
UK and Singapore, shareholders can sue for breaches of listing rule requirements
because of the statutory backing those jurisdictions give to their listing rules. This is not
the case in Hong Kong where a civil action cannot be taken in relation to listing rule
breaches, unless they also amount to a breach of the law - this is because the listing
rules merely operate as a contract between the SEHK and the issuer, as in the United
States.

In practice, the burden of establishing a breach of the relevant disclosure laws in Hong
Kong is much higher than what is required in the UK to establish a breach under the
disclosure requirements of the listing rules, and may also be higher than what is
required to establish a claim under 10b-5 in the United States. Two cases that suggest
breaches of the listing rules can give rise to legal action are Wong Shu Wing and Styland
(2012). While both cases acknowledge the importance to shareholders of information
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required by the listing rules, both relate to a right that is only exercisable by the SFC,
not shareholders, i.e., under section 214 of the SFO.

Breaches of the Hong Kong listing rules are matters only for regulators but discipline,
even for serious breaches, is generally weak and does not benefit shareholders. This
represents a deficiency in Hong Kong’s CG system as compared to other jurisdictions,
which in the past has led to some calls to give statutory backing to the Hong Kong listing
rules. However, it is possible to improve accountability to shareholders working within
the current regulatory architecture. Sections 3.3.1 and 3.3.2 lead to
Recommendation A4.5.1 ‘“lLegal status of CG-related disclosures” and
Recommendation C4.5.2 "“Status of listing rule compliance and related disclosures
(continuing)”, which proposed that issuers and directors should be subject to disclosure
obligations in respect of compliance with the listing rules that would be subject to legal
sanctions.

While the foregoing recommendations would improve the quality of CG-relevant
information provided to shareholders, it still does not give rise to actionable shareholder
rights. Two recommendations are made. In Section 3.6.1, Recommendation A4.4.2
“Collective redress” proposes to re-open, and develop, the Law Reform Commission’s
2012 proposal on the implementation of class action rights as this may serve to more
meaningfully give effect to shareholders’ legal rights. The recommendation suggests
widening the exercise to consider implementing collective redress on a case
management basis, i.e. group litigation as opposed to class action, which is considerably
easier to implement although it might not solve all problems. In Section 3.6.2,
Recommendation S4.4.1 "“Shareholders as beneficiaries of listing rules” proposes
making shareholders a third party beneficiary of the contract between the issuer and the
SEHK, thus giving shareholders a basis to bring an action in respect of specified
provisions of the listing rules.

The several recommendations referred to and made in this section are a part of a larger
theme: creating more effective means of legal recourse over the listing rules, whether by
creating powers in the hands of the SFC, shareholders, or both. This is returned to in
Section 3.7.3.

Board refreshment (Section 3.6.3)

The frequency with which directors are required to present themselves to shareholders
for re-election is closely aligned to the concept of board refreshment, which can be
looked at as a means of ensuring skills, knowledge and experience on a board remain
appropriate to the evolving challenges faced by a company. The flip side of this is the
concern that the interests of entrenched directors may overshadow the interests of the
company. Each jurisdiction studied, with the exception of Mainland China, recognizes the
importance of director rotation, with the UK and the United States expressly identifying
it as important to good CG. The HK CG Code comply or explain provision for retirement
by rotation is broadly in alignment with the other jurisdictions, the listing rules in none of
which impose mandatory requirements. While the UK has more recently introduced a UK
CG Code provision that directors of FTSE350 issuers should be subject to re-election
annually, in the absence of a shareholder mandate in Hong Kong to do more, there is
little in favour of making a recommendation on board refreshment. In contrast, other
Sections of this Report suggest more needs to be done in relation to board evaluation
(Section 3.3.3) and independent directors (Sections 3.6.4 and 3.7 Part C).

Appointment of independent directors (Section 3.6.4)

The appointment of independent directors has attracted more discussion following the
adoption in the UK of a dual voting system, which is unique to the UK of the jurisdictions
studied. It has led to suggestions in Hong Kong that independent shareholders should
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appoint independent directors; this however is a misunderstanding of the UK model,
which does not provide that only independent shareholders appoint independent
directors - the company as a whole must agree as well. The experience in the United
States has been notably marked, if not marred, by the actions of activist shareholders
that have led to the directors so appointed pursuing selective agendas not in the
interests of the company as a whole. These often carry short-term objectives that in
some cases have led to anomalies in the development of appropriate executive
remuneration packages (as further discussed in Section 3.4.3). The more significant
problem in the United States arises out of proxy rules that can work to deprive
shareholders of their voice in company meetings and promote the voice of the
independent activist director. Hong Kong does not have this kind of problem to deal with
(the problem of not having a scripless system is discussed in Section 3.4.2).

The appointment of independent directors cannot be understood as a panacea to all
possible problems. There is no clear argument for introducing special voting
arrangements for the appointment of independent directors that would override the
rights attaching to shares otherwise enjoyed in the private law context.

While this section does not make any recommendation, it does serve as a staging post
for the consideration of more fundamental questions, such as the determination of
independence and whose interests does an INED understand themselves as being
responsible to further. That discussion is taken up in Section 3.7 Part C.

Effectiveness (Section 3.7, Part A - CG system design)

Impact of regulatory design (Section 3.7.1)

Debates about Hong Kong’s CG system significantly turns on the position one takes in
relation to the question of market self-regulatory models versus statutory regulatory
models. As Exchanges internationally have over the past few decades become
increasingly commercialized and privatized, the trend internationally has generally
shifted toward favouring statutory regulatory models.

The CG system in the UK is elegant, having one regulatory agency responsible for the
listing rules with another responsible for the development of specific CG standards in a
CG Code, the FCA and FRC respectively. However, the system has also been criticized as
overly regulated and overly complex — while the adoption of a statutory approach to
listing regulation has created many benefits, it has also created complexities with many
changes to the law, via the CA 2006, Financial Services and Markets Act 2000, and the
Financial Services Act 2012, statutory instruments made pursuant to the foregoing, and
a complex FCA Handbook.

The CG system in the United States is, in its application, in many ways more complicated
than in the other jurisdictions studied. Although the relationship between the SEC and
the Exchanges are relatively clear cut, there is a complex relationship between Federal
and State laws that impacts on the scope of the SEC’s powers and which gives rise to a
significant body of case law with outcomes that are harder to predict than, for example,
the statutory code-based approach in the UK.

Although flawed in various regards, Hong Kong’s CG system is in various ways enviable
in its relative simplicity, with a frontline regulator for the listed market subject to the
oversight of an industry regulator, the Hong Kong Exchanges and Clearing Limited
(HKEX)/SEHK and SFC respectively. Hong Kong is the only jurisdiction in this study that
still gives the power to make and enforce both listing rules and the CG Code to the
HKEX, a market player, rather than an independent regulator, such as the SFC. While a
similar power is enjoyed by the Exchanges in the United States, in practice many of their
CG requirements arise out of requirements imposed by legislation or the implementing
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rules of the SEC. This feature of Hong Kong’s CG system arises out of its leaning toward
a market self-regulatory model, which is an important underlying reason why the powers
available to regulatory agencies in the UK, United States and Singapore in relation to the
listed market are in various ways significantly wider than those given to the SFC.

Hong Kong has enjoyed considerable success under the dual responsibilities model. It
has also worked well as regards rule making insofar as the content of Hong Kong’s CG
system in the form of the listing rules (including the HK CG Code) in general compares
favourably with international standards. The significant weakness in Hong Kong’s system
is the lack of meaningful and adequate enforcement in relation to breaches of the listing
rules, as already noted above.

Shortcomings in CG standards span a range of seriousness. Between the SEHK's exercise
of its disciplinary powers and the SFC’'s powers lies a significant lacuna that is
inadequately covered by appropriate enforcement mechanisms - they are either too
weak and so ineffective, or too strong in relation to a wrongdoing that does not warrant
(or may not give rise to) court action. Suggestions to give the SFC power have been
controversial in the past primarily on the grounds that it interferes with the dual
responsibilities model. A change to that model would require the involvement of the
legislature.

Rule making and enforcement are two different things, and can be developed along
different pathways without disturbing the basic premise of the dual responsibilities
model. It is therefore possible to seek to address the enforcement lacuna by working
within the dual responsibilities model with suggestions that do not require legislative
action but nevertheless create a range of more graded sanctions. Recommendations
made in previous sections of this Report work in this manner: Recommendation
A4.5.1 “Legal status of CG-related disclosures” and Recommendation C4.5.2 "Status
of listing rule compliance and related disclosures (continuing)”. Recommendations made
in Section 3.7.3 that work in a similar manner concern the SFC’'s powers:
Recommendation C4.6.1 "SEHK to develop use of existing disciplinary power”,
Recommendation A4.6.2 "SFC to develop use of conditions when exercising existing
SMLR power”, and Recommendation A4.6.3 “Calibrate SFC’s powers under the SMLR".

Recommendations directed to closing out an enforcement lacuna that do not displace the
powers of the HKEX or the dual responsibilities model should be more palatable to those
who object strongly to moving toward a statutory model of listing governance.

Policy development agencies (Section 3.7.2)

A CG system evolves over time in relation to both market incidents as well as market
expectations. Policy development agencies play an essential role in identifying and
detailing suggested developments to the CG system. All the jurisdictions studied have a
range of bodies in addition to the regulatory agencies that provide input to proposed
developments in the CG system. However, numerous voices from a panoply of
sometimes competing interests can operate as distraction from real issues needing to be
addressed to improve good CG - the greater the number of bodies that do not coordinate
with each other may introduce doubts as to the authoritativeness of each.

The governments of both the UK and the United States place a high value on CG. In the
UK, Parliament is very active in conducting, either by its own committees or by specially
appointed commissions, thoroughgoing enquiries. The FRC performs an important role in
relation to the development of CG standards. In the United States, the SEC took the step
of establishing the Office of the Investor Advocate, which, inter alia, provides a voice for
investors on regulatory CG matters. In Mainland China, policy agencies are active in
their policy formulation and implementation but there are doubts as to whether the
policy is effective in achieving good CG.
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Hong Kong, in contrast to the UK, experiences far less certainty as to whether the
recommendations of policy development agencies will lead to developments, there being
a number of notable instances where touted changes have failed to occur, particularly as
regards proposals touching on the role of the SFC in listed company matters. This is in
large part due to a high degree of polarization on the topic of regulatory involvement in
the market, and in this sense Hong Kong is similar to the United States where the
market has a strong, active and influential voice. Broadly speaking, CG-supportive
proposals that originate from independent practitioner-based bodies such as the Listing
Committee may stand a higher likelihood of finding their way into the CG infrastructure
of the listing rules as compared to those originating from the 1% or 2" tiers (i.e.
Financial Services and Treasury Bureau /the Government, and the SFC) that are
concerned with statutory changes, which inevitably may carry more complex implications
for a wider set of stakeholders. While at one level that is entirely understandable, at
another it reflects a fundamental feature of Hong Kong’s CG policy development that is
rooted in the market’s deep suspicion of government and regulatory interference. Given
its status as a global financial centre and participation in the International Organization
of Securities Commissions, Hong Kong is also lacking in global thought leadership on CG.
While Hong Kong’s conservative approach to developing CG may have served Hong Kong
well in the past, and there is great value in consulting the practices and developments of
other jurisdictions when formulating new CG measures, merely following international or
UK best practices may not continue to suffice to meet Hong Kong’s particular needs.
Hong Kong needs to assert itself more in this regard given that it has become a global
financial centre.

While the orderliness and public transparency in the consultation process is generally
quite good, there are sometimes lengthy delays and some consultations are delayed or
even shelved without adequate explanation, the consultation on class action rights being
a notable example of the latter. One exception to transparency is some of the policy and
listing rule development work undertaken by the SEHK and the SFC pursuant to their
statutory obligations, including the somewhat opaque “High Level Group” formed by an
MoU between the SFC and SEHK. In particular, while the development of a new listing
rule requires the SEHK to provide to the SFC an explanation of its purpose and likely
effect, this is not required to be disclosed to the public following a proposal being
implemented. Recommendation A4.9.1 “Transparency of listing rule development”
proposes that giving ex post transparency to this process would improve the
understanding of listing rules — something that may become increasingly important as
courts or tribunals come to be faced with the challenge of interpreting listing rules, the
recent CITIC case being one such example. Recommendation A4.9.4 “"Response time
to public enquiries/consultations” proposes the adoption of a performance standard by
regulatory agencies.

The absence in Hong Kong of a designated agency that has the development of CG
standards and the interests of minority (i.e. non-institutional) shareholders as its
primary concern leaves development in the hands of the SEHK and the SFC. The former
must deal with conflicts and the latter has a matrix of regulatory obligations to the
market as a whole to which the interests of shareholders may be subjugated - the
decision to take or not take an enforcement action that may benefit shareholders being
one such example. This division of interests and roles may also serve to propagate the
enforcement lacuna referred to in Section 3.7.1.

In response to the absence of any singular agency charged with policy development
having regard primarily to the interests of shareholders (particularly minority
shareholders) on CG matters, Recommendation E4.8.1 “Establish a CG Unit and CG
Group” proposes establishing two bodies: one within a regulatory agency, a "CG Unit”
that would assist and coordinating CG policy development as well as providing an
agency-based contact point for the collection of information; and a “CG Group” of
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experts external to the agency that would serve as a useful semaphore post between
commercial needs/tolerances and regulatory insights/expectations. Such a CG Unit and
CG Group may work to produce solutions in addition to the recommendations in this
Report that would assist to close out the enforcement lacuna, which includes:
Recommendation A4.6.2 "SFC to develop use of conditions when exercising existing
SMLR power”, Recommendation C4.6.1 "SEHK to develop use of existing disciplinary
power”, Recommendation A4.5.1 ‘“lLegal status of CG-related disclosures”,
Recommendation C4.5.2 "“Status of listing rule compliance and related disclosures
(continuing)”, Recommendation A4.6.3 “Calibrate SFC's powers under the SMLR”,
Recommendation A4.6.4 “Statutory backing of certain |listing rules”,
Recommendation S4.4.1 "“Shareholders as beneficiaries of listing rules” and
Recommendation E4.8.2 “Establish an investor protection agency”.

Recommendation E4.8.1 “Establish a CG Unit and CG Group” also connects with the
discussion in Section 3.7.3 that leads to Recommendation E4.8.2 “Establish an
investor protection agency”, which proposes the establishment of a separate
enforcement agency (see the discussion in Section 3.7.3) - if such a new agency were
established, it may make sense to place the CG Unit and CG Group within that agency
rather than any existing agency.

Enforcement agencies (Section 3.7.3)

Section 3.7.1 discussed the enforcement lacuna in Hong Kong’s CG system arising out
of the different types of oversight and powers given to the SEHK and the SFC in respect
of listed issuers. Section 3.7.2 discussed the problems each of the HKEX and SFC has in
putting the interests of minority (i.e. non-institutional) shareholders as its primary
concern. This section takes as its concern the effectiveness of a CG system as regards
the ability of regulatory agencies to undertake meaningful and corrective enforcement
actions.

The potential role of the SFC as an enforcer of the listing rules to improve the
enforcement of them has been a hotly debated topic in Hong Kong ever since the UK
introduced the UK listing authority (UKLA) concept as a functionality within the industry
regulator, the FCA. The primary issue in Hong Kong is the position of the SFC in relation
to the HKEX vis-a-vis the dual responsibilities model. Proposals to create a Hong Kong
listing authority within the SFC have not been successful, nor has a reduced version in
which only Chapters 4 (periodic financial reporting), 14 (notifiable transactions) and 14A
(connected transactions) of the listing rules would receive statutory backing.

Since UKLA was introduced, there have been a number of other developments of
significance in Hong Kong, in particular, the removal of the disclosure of price sensitive
information obligations from the listing rules to Part XIVA of the SFO. This appears to
have been successful in improving disclosures and case law has already begun to
develop as a result of the SFC bringing successful actions under these provisions. While
this study has not derived sufficient evidence to lead to a positive recommendation that
other listing rules now be given statutory support, based on what has been observed in
the other jurisdictions studied and the Part XIVA experience, it is suggested that the
ground conditions have sufficiently changed for this discussion to be re-examined. This
leads to Recommendation A4.6.4 "“Statutory backing of certain listing rules”, which
proposes reviving the discussion on giving statutory backing to certain provisions in view
of today’s circumstances.

The power that the SFC has been given over listed issuers under the SMLR is a
somewhat blunt instrument: suspending dealings in an issuer’s securities or directing the
cancellation of the listing. While this may be protective to the market and its investors, it
also has the effect of shutting investors out from being able to trade risk. Suspension is
an all-or-nothing action that lacks gradation and in that sense has a limited ability to
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close out the enforcement lacuna discussed in previous sections. The discussion in this
section of the Report leads to Recommendation A4.6.3 “Calibrate SFC’s powers under
the SMLR”, which proposes calibrating the SFC’s powers under the SMLR to provide for a
fine that works as a warning-cum-precursor to suspension that is premised on the same
grounds as its existing SMLR powers. This might provide a “win-win-win” for the issuer,
its investors and the market as opposed to outright suspension, and might avoid the
problems of previous proposals to give the SFC a disciplinary fining power in respect of
breaches of the listing rules more generally.

In contrast to the above recommendations, it is also possible to work within the existing
regulations to find ways that the regulators could seek to use existing powers more
effectively to bring improvements to CG standards. Recommendation A4.6.2 “"SFC to
develop use of conditions when exercising existing SMLR power” proposes that the SFC
use its power to impose conditions on a suspended issuer that would work to address
the CG shortcomings of the issuer that gave rise to the problem - for example, to require
changes to a board’s processes that reduce the likelihood of a recurrence of the problem
and that may serve to catalyze change. However, some care would need to be taken to
ensure that such conditions do not result in rewriting the listing rules for some issuers so
as to create an uneven playing field. The foregoing recommendation should be read
together with others that would help to close out the enforcement gap without requiring
any change to legislation including Recommendation A4.5.1 “Legal status of CG-
related disclosures” and Recommendation C4.5.2 “Status of listing rule compliance
and related disclosures (continuing)”.

The SEHK can also better use its existing powers. Recommendation C4.6.1 "SEHK to
develop use of existing disciplinary power” proposes that the SEHK make better use of
its existing power to require issuers to “take, or refrain from taking, such other action as
it thinks fit”, as well as its power to impose on a suspended issuer conditions on
permitting the resumption of trading. The Panel on Takeovers and Mergers has used a
similarly broad power to considerable effect. For example, the SEHK’s power could be
used to require an issuer and/or the relevant director(s) to make a statement as to what
measures will be undertaken to ensure non-recurrence of this or similar breaches, and to
subsequently report on their implementation. Such a statement could also be required to
be reiterated in the annual report and/or on the next occasion the shareholders are
asked to re-appoint that director. This may be a more effective means of activating
reputational liability than a mere censure and could go a long way to introducing
discipline that works proactively to bring about improvements in an issuer's CG
practices. This is merely one example of how the power could be used - other uses of
the power could be set out in a guidance letter on a non-binding basis.

While the foregoing discussions consider the SFC in relation to developments in the UK,
structurally, the SFC sits in a similar position of enforcement as does the SEC. Among
the SFC'’s statutory objectives is the protection of members of the public investing in or
holding financial products. Although powers of the SFC may be exercised in a way that
has a similar effect in protecting investors, this is not the SFC’s sole mandate. A similar
issue arises in relation to the SEC. An interesting approach to addressing the problem in
the United States was to establish the Consumer Financial Protection Bureau (CFPB) as a
new regulatory agency in 2008. This agency has a mandate to protect consumers
against unfair, deceptive, or abusive practices and take action against companies that
break the law. It has extensive regulatory powers including monitoring, investigating,
and enforcing the law. The CFPB may therefore take action in relation to breaches of
legal requirements that overlap with the powers of the SEC. Recommendation E4.8.2
“Establish an investor protection agency” proposes a new, unconflicted regulatory
agency empowered to bring an action for the benefit of shareholders. For example,
Sections 213 and 214 of the SFO could be amended to provide that such agency (and
not only the SFC) may bring an action. Introducing a new statutory body is of course
complex and requires many things to be considered, including its objectives, powers
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(including both investigation and enforcement), accountability, governance, staffing and
funding. While market participants may object to the proposal in view of the increased
liability risk, the primary question is whether the proposal would operate to further CG
standards in Hong Kong in a manner that facilitates long-term market development.

Audits of public companies (Section 3.7.4)

All the jurisdictions studied are members of the International Forum of Independent
Audit Regulators (IFIAR), with the exception of Hong Kong and Mainland China. The
most recent member is the United States following the creation of the Public Company
Accounting Oversight Board by SOX to oversee auditors. Importantly, SOX puts explicit
responsibility on the Chief Executive Officer for certifying the soundness of accounting
and disclosure procedures and goes beyond a mere certification that generally accepted
accounting principles are being followed - in many instances it was the case that
adherence to those principles were in any case inadequate.

Hong Kong is in the process of establishing the parameters of the role of the relatively
new FRC, with the oversight of financial reporting and auditing in Hong Kong currently
remaining subject to a self-regulatory regime overseen by the Hong Kong Institute of
Certified Public Accountants. The development of the FRC’s independence and the means
by which disciplinary power is to be exercised over audit firms will be an important factor
in bringing Hong Kong into alignment with international practices such that it is able to
become a member of IFIAR. However, what is arguably more important in practice is the
ability to effectively oversee audits of Hong Kong listed issuers that are based in
Mainland China. The problem of cross-border enforcement and the need for effective co-
operation mechanisms, such as MoUs with the regulator in Mainland China, has been
discussed in Section 3.2.

Duties of directors and role of fiduciary law (Sections 3.7.5 and 3.7.6)

Directors and the fiduciary duties imposed on them by law have historically formed an
important basis of the relationship between the board and shareholders. The UK has
codified such duties in the CA 2006 and this can be seen as part of a wider trend in the
UK toward giving statutory backing to important matters, such as had previously been
done in relation to the listing rules. A similar codification of fiduciary duties had been
considered but rejected in the rewrite of the Hong Kong Companies Ordinance (Cap.
622) (CO). The common law applying to fiduciaries continues to apply, and this is the
case in Hong Kong, the United States and Singapore. The civil legal system Mainland
China means that fiduciary duties are found in the Company Law. Given the foregoing
mix of approaches and that codification has recently been considered in Hong Kong, this
Report makes no recommendation in this regard, however, it does suggest that the
situation might need to be reviewed in the future in light of the experience in the UK, for
example, upon the development of a sufficient body of case law.

In the United States, fiduciary law is a flexible tool that plays an important role in the
regulation of CG. This has given rise to a large number of State (mainly Delaware) court
cases that play a significant role in establishing CG principles and how CG is understood
and applied. Not only directors but also controlling shareholders can be subject to
fiduciary duties where they own a majority interest in the company or exercise some
measure of de facto managerial control over the company’s business affairs, including
through the appointment of its agents to the board. Fiduciary law may also be invoked in
relation to actions taken by fiduciaries that amount to a purposeful breach of the listing
rules or a breach of the SEC’s disclosure obligations.

While directors’ duties in Hong Kong are also based on fiduciary duties, this is not a

route under which directors are typically held to account. Instead, in the post SFO era
focus has fallen on misfeasance and misconduct provisions of section 214 of the SFO,
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which has forestalled earlier suggestions that the SFC be given a statutory right of
derivative action, particularly as the SFC has successfully used section 214. The
advantage of this statutory route is that regulatory efficiency is probably greater as
fiduciary cases may be more difficult to establish and fiduciary law as applied by the
courts may be difficult to predict and are perceived as creating commercial uncertainty -
certainly, this has been the experience in the United States. However, the regulatory
inefficiency is that only the SFC is able to bring an action under that provision -
shareholders need to rely on the derivative action under applicable law. Because the SFC
needs to consider a range of matters, such as those related to market integrity, the
available resources of the SFC, and policy issues, this can lead to some plausible (from a
shareholder’s viewpoint) actions not being taken. This discussion links to the discussion
in Section 3.7.3 and Recommendation E4.8.2 "“Establish an investor protection
agency”, which proposes to establish an unconflicted investor protection agency outside
the SFC. The introduction of provisions in the CO that allow unfair prejudice proceedings
to be brought by way of statutory derivative action, including in respect of non-Hong
Kong incorporated issuers, assists to develop the avenues available to bring directors to
account.

Effectiveness (Section 3.7, Part B - Specific actions)

Differentiation of CG requirements (Section 3.7.7)

In the UK, a number of provisions of the UK CG Code are expressed only to apply to
FTSE350 issuers, with modifications for smaller companies. Compliance with these
higher standards is quite good. As requirements that set standards, smaller companies
are also free to comply with them. In contrast, the provisions of the HK CG Code apply
equally across all issuers listed on the same board irrespective of factors such as size.

Based on the premise, which appears supported by research, that CG matters to
investors, particularly institutional investors, there seems some merit in exploring
whether there is a case for imposing higher standards on larger issuers in Hong Kong.
This could be done by establishing standards that will apply to certain larger issuers, for
example, those admitted to a relevant index, such as an HSI or HSCEI constituent stock.
Recommendation C4.3.1 “Relevant issuers to be subject to “Elevated Standards”
proposes escalating selected recommended best practices to code provisions,
recommended disclosures to required disclosures, and possibly certain comply or explain
provisions to mandatory requirements to create “Elevated Standards”. As many of the
relevant issuers will already be compliant, the development would serve to send a signal
to the market that companies subject to the Elevated Standards are leading examples of
good CG practices.

Other means of recognizing companies with higher standards were explored in the study.
For example, it might be possible to establish a CG index based on companies that meet
specified CG criteria. However, attempts at doing this in various other jurisdictions have
not been successful.

Listing regime standards upon entry (Section 3.7.8)

There are several important gateway mechanisms to ensure the quality of companies
seeking a listing on an Exchange. Where a company with low CG standards is brought to
an Exchange listing, it may be difficult, time consuming or simply unworkable to change
their processes and corporate culture.

Every jurisdiction studied places considerable emphasis on the quality of disclosures,
with attendant liability where they amount to mis-disclosures. The UK, Singapore and
Hong Kong all engage the sponsor concept as part of the gateway controls. Recognising
the importance of sponsor work to the listing regime, the UK and Hong Kong have over
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recent years increased their regulatory supervision of sponsor work. There is no such
concept in the United States beyond the disclosures required in regulatory filings, where
significant focus falls, in addition to the company, on the underwriter. However, unlike
sponsors in the UK and underwriters in the United States, the prospectus liability
attaching to sponsors in Hong Kong is unclear. The quality of sponsor work remains a
concern, which suggests that supervisory oversight of their work undertaking needs to
be improved.

Compared to the availability of legal enforcement in the UK and the United States, in
Hong Kong, where a shareholder is unlikely, unwilling or unable to litigate, setting the
tone of an issuer’'s CG standards from the outset is arguably more critical to ensure.
Listing applicants in the United States are required to make extensive CG-specific
disclosures in the registration statement and liability will attach to mis-disclosures. In
Hong Kong, listing applicants make only basic and limited disclosures concerning their
CG practices. The declarations required to be made by sponsors to the SEHK address in
general terms the ability of the directors to undertake their responsibilities and the
company'’s internal controls and processes, as well as the disclosures made in the listing
document cum prospectus. However, the CG disclosures required of, and that are
typically made by, listing applicants fall well short of the standards imposed on listed
issuers. Recommendation C4.7.1 “Disclosure of CG standards in listing document”
proposes that the listing applicant be required to make a statement in the listing
document cum prospectus that discusses its CG practices in view of the requirements
under the HK CG Code. This would serve to bring those statements within the laws on
disclosures in public offerings.

While the sponsor role has received much attention over the past few years, the role of
the compliance adviser has not. In terms of ex ante mechanisms, the compliance adviser
role is important in assisting the newly admitted issuer settle in to its new public
company status. This is underlined by research that suggests newly admitted issuers
may take a few years before they are able to meet the intent of a CG provision, and in
the interim rely on a box-tick approach. Considering the changes to the sponsor regime,
the compliance adviser regime remains weak in two areas: its role is passive, which
contrasts with the active role of the sponsor that was strengthened in the reforms
introduced in 2013; the sponsor and compliance adviser roles are completely
independent, which means that sponsors that have brought the company to listing and
are intimately familiar with it can and often do walk away upon the company being
admitted to listing, leaving the compliance adviser role possibly being taken up by a
relative outsider. This is unlike the position in Mainland China where a sponsor of a
newly listed issuer is required to be involved in supervising the issuer's compliance
issues for a period of two to three years after admission to listing. Recommendation
E4.7.2 “Develop role of compliance adviser” proposes a development of the compliance
adviser role to make it more actively engaged and to require it to be undertaken by a
sponsor on the listing application. The latter requirement has the effect of keeping the
sponsor’s skin in the game and this might bring greater focus in the sponsor’s review of
the listing applicant’s CG processes and standards pre-listing.

Effectiveness (Section 3.7, Part C — Independent directors)

Determination of independence (Section 3.7.9)

Each of the jurisdictions studied require the board to comprise a minimum number of
independent directors: at least one-third in the UK, Singapore and Hong Kong; at least
half in the United States. The concept of independence is specified by the Exchanges and
is broadly concerned with similar issues in each jurisdiction, with each jurisdiction
providing (with the exception of the United States) for a period of appointment after
which independence is to be questioned or explained. Where they differ is in the
determination of independence. In the UK, Singapore and the United States
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independence is for the board to assess. This is different from Hong Kong and Mainland
China where it is for the SEHK and CSRC, respectively, to assess and approve.

While the UK is clearer in its empowerment and accountability of INEDs, including
through dual voting (discussed in Sections 3.5.1 and 3.6.4) and the relationship
agreement with controlling shareholders (discussed in Section 3.7.12), it may to some
degree be weakened by the self-determination by the board of independence, which is
only subject to the comply or explain standard.

In this regard Hong Kong appears to be doing well when compared to the other
jurisdictions studied. However, in Hong Kong, the written confirmation of independence
submitted by directors to the SEHK, which it relies on, is only subject to the limited
sanctions available to the SEHK - discipline for providing false or misleading information
is therefore weak. In the United States, a filing as to independence is also required but
there it is made on a form subjecting the disclosure to Federal law. Recommendation
C4.5.3 "“Facts regarding director independence” proposes bringing INED disclosures of
facts relevant to the SEHK’s assessment of independence under the SFO provisions
dealing with providing false or misleading information to regulators. This is appropriate
given the importance attached to the independence of INEDs and their expected role.

Requirements relating to INED performance (Section 3.7.10)

INEDs perform a special role on the board and there is some variation in the jurisdictions
studied as regards the parameters that should be placed on INEDs that may affect their
performance. A basic concern is ensuring they have sufficient time, qualifications and are
sufficiently engaged to properly discharge their duties. Exchanges in the UK, the United
States and Singapore touch upon the question of how many non-executive posts at
different companies an individual can undertake, and each leave this to the board to
decide noting that the board may consider adopting policies to place a cap on the same.
In Mainland China, there is strict limit of five, in addition to other prescriptive
requirements that mandate attendance at board meetings and training organized by the
CSRC.

In Hong Kong, the question of an INED’s other posts is left to the board. The obligation
on an INED to disclose other commitments as found in the UK CG Code is absent from
the HK CG Code. Interviewees felt less concerned about that difference and more
concerned about the number of posts some INEDs hold, raising queries over how they
could possibly undertake their role meaningfully, particularly during financial reporting
seasons. The HKEX is currently consulting on these issues.

Recommendation A4.2.1 “Sufficient INED time” proposes that issuers should at the
very minimum adopt a policy that is disclosed to shareholders, with deviations from it
also being explained.

Other than time, a variety of factors influence the ability of an INED to be effective.
Some of these are unique to the individual, such as their experience, skills and
personality. Other influences are driven by the issuer itself, including the extent of active
engagement and training about the company’s business, board processes that
incorporate or distance INEDs such as practices on board paper briefings, and level and
nature of remuneration. Non-executive directors (NED) that are not independent are less
frequently discussed but nevertheless present a similar matrix of problems and concerns
as discussed in relation to INEDs, albeit without emphasis on their role as an assurance
of investor confidence.

Together, these give rise to an inherent de facto relationship between independence, the

responsibility given and undertaken, remuneration and perceived liability, as shown in
the following diagram.
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Almost all of the interviewees expressed concern that a number of INEDs of listed
issuers in Hong Kong do not fully appreciate their role on the board and take up INED
roles as trophy posts.

Enforcement against INEDs is weak in the UK as well as the United States, and Hong
Kong is no different in this regard - the regulatory enforcement lacuna is discussed in
Section 3.7.1. While it is tempting to conclude there should be more enforcement, it is
suggested that the public framework of responsibility and accountability of INEDs in
Hong Kong could be evolved in a manner that better supports their function. Changes in
the UK (see Section 3.7.12) and the United States (see Section 3.3.4) that give INEDs
greater responsibility and visibility support this suggestion, as does the requirement in
Mainland China that INEDs must themselves make disclosures in the annual report.
Disclosure by INEDs also serves to provide an insight onto the black box of the board
and make INEDs more visible and so accountable to shareholders.

Recommendation C4.2.4 "NED Code and INED reporting” proposes the introduction of
a mandatory requirement that INEDs make a statement in the Corporate Governance
Report as to their activities relating to the undertaking of their role over the course of
the year, and a comply or explain provision that the issuer should implement an “"NED
Code” to support and facilitate the effectiveness of the NED role. A Model NED Code
would be set out in the HK CG Code establishing the matters that should be addressed,
although it is up to each issuer to determine its policy in relation to each item. Such
matters would include, for example, the NED’s expected involvement, sufficiency of a
NED’s time, basis of remuneration, knowledge of the business and training, etc. The
Code based approach provides a clearer forum for establishing the expectations placed
on INEDs and other NEDs.

INED qualifications (Section 3.7.11

The foregoing Section 3.7.10 is closely connected to a topic that has been a concern in
all jurisdictions studied, namely, the precursors to NEDs being able to contribute as
effective challengers on the board. Discussion frequently circles around director training
and whether undertaking that role should be determined solely by commercial
considerations (and the enforcement mechanisms and vested interests of directors to
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comply with them), or whether the ability to be appointed to and undertake a director
post should be subject to a formal training, qualification or certification requirement
imposed by a regulatory body. Where enforcement is weak, as is the case in Hong Kong
as a result of an enforcement lacuna (see Section 3.7.1), support for the former
position is correspondingly weaker.

Not all jurisdictions have meaningfully distinguished between the different demands
placed on executive and non-executive directors. The UK’s Turner Review and Walker
Review (albeit focused on financial institutions) suggested that INEDs should undergo an
induction process, receive regular training, and be provided with dedicated support.
Neither the UK, Singapore nor Hong Kong distinguishes between the training needs of
different directors, although the UK CG Code does provide that NEDs should have access
to independent professional advice.

In Hong Kong, it is a comply or explain requirement that directors engage in continuous
professional development. While this was elevated from a recommended best practice
following the HKEX’s 2010/2011 consultation proposals, the proposal did not distinguish
INEDs as possibly requiring different types of training. Only where there has been a
breach of the listing rules might the SEHK require a director to undertake training. In
March 2017 the SEHK began to release training videos for directors. Whether the videos
constitute a meaningful learning tool that works to change the behaviour of directors in
the marketplace is open to doubt. It is rather predictable that the body of directors that
the market is most concerned about - inattentive or inactive INEDs and other directors
who have little regard for CG standards — are unlikely to study and learn from the videos
such that their behaviour changes. The release of the videos thus may serve as a false
validator that something is being done about director training.

Mainland China is the only jurisdiction studied that has a regulatory requirement for
certifying director candidates. As regards INEDs, the CSRC and the Exchanges all
provide ongoing director training, with the Exchanges requiring certification from INEDs
in this regard. This is relevant to note in the Hong Kong context where many issuers,
and their directors, are from Mainland China - which for directors individually presents a
less regulated environment as compared to if they were listed in the Mainland since they
do not need to undertake training or certification in Hong Kong.

Most interviewees supported the idea of mandatory training for INEDs. Those who have
received such training found the training to be useful in preparing them for the job as
independent directors. INEDs do face a different set of tasks from executive directors
that may require, for example, reading outside board papers prepared by management,
engaging in site visits to understand the company’s operations, conducting one-on-one
conversations with management people not on the board, and attending industry and
related conferences especially for directors who are not industry experts.

Hong Kong’s CG system places some emphasis on the role of INEDs. Concerns over
INED involvement and capabilities combined with a weak system of enforcement suggest
that Hong Kong needs to do better in this regard. Recommendation A4.2.3 “INED
training” proposes that INEDs be required to undertake training that is specialized to
their role, that this must be subject to a minimum number of certified hours of training
experiences that must be disclosed if not met, but that issuers are free to determine
what training constitutes an INED CG training experience.

Empowerment of INEDs — controlling shareholders (Section 3.7.12)

All the jurisdictions studied recognize the potential risks of controlling shareholders or
their connected parties entering into transactions with the issuer and have imposed
controls on these types of transactions, either via listing requirements and/or codes that
set CG standards, or via fiduciary duties.
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The UK has gone further to provide in the listing rules that the controlling shareholder
must enter into a “relationship agreement” with the issuer in which it gives undertakings
as regards arms’ length transactions and compliance with the listing rules. An important
feature of the agreement is that any one independent director can assess whether the
controlling shareholder’s undertakings have been breached - if they have, subsequent
connected transactions will require the approval of independent shareholders until
further requirements are satisfied.

This is interesting to consider in the context of Hong Kong where there are perceived
shortcomings in the oversight (by shareholders and regulators) of connected party
transactions. The UK'’s relationship agreement is in theory an empowering device for
INEDs, particularly as a dual voting procedure is used for the election of independent
directors (see Sections 3.4.1 and 3.4.2). However, in the absence of a special voting
procedure for INEDs in Hong Kong, it is suggested that a relationship agreement may be
of little use in practice. While it may be tempting to put this forward as a reason for
introducing special voting rights for the election of INEDs, this would be the tail wagging
the dog. As discussed in Sections 3.5.1 and 3.6.4, dual voting represents a public law
amendment of private rights that interferes with the one-share-one-vote principle.
Moreover, there are other means of addressing that problem, as discussed in Section
3.7.3 (regarding enforcement agencies) and Section 3.6.2 (regarding enforcement by
shareholders).

Effectiveness (Section 3.7, Part D — Other items)

Whistle-blowing (Section 3.7.13)

Whistle-blowing has been in place in the United States for almost half a century, initially
under the umbrella of protecting the labour market. Over the last two decades, both the
United States and the UK have introduced whistle-blowing laws that cover, in varying
degrees of specificity, CG standards. The UK provisions cover CG matters established in
primary legislation and, because the listing rules have statutory effect, potentially also
many of the detailed CG requirements in the FCA’s listing rules. The provisions in the
United States arise out of the SOX and specifically recognize breaches of regulatory laws
promulgated by the SEC. An important distinction is that the UK has considered and
rejected financial incentives for whistle-blowers, whereas the United States embraces
incentives. There is in reality some uncertainty whether incentives work, or to what
degree their effectiveness depends on the characteristics of a particular jurisdiction.
Mainland China also provides for whistle-blowing protection, however, this is not
targeted but is directed at citizen’s rights more generally.

It appears to be common ground that whistle-blowing plays a potentially important role
in increasing transparency and uncovering and possibly preventing fraud and
wrongdoing. Hong Kong also recognizes whistle-blowing as a tool, but its implementation
is piecemeal and, compared to the steps taken in the UK and the United States, it is also
weak in terms of protection from retaliation. There is no overarching law to protect
whistle-blowers; some laws do provide limited protections in limited contexts; the HK CG
Code merely positions it as a recommended best practice; and the regulators support
whistle-blowing, but in principle only.

This raises the question, in the context of this study, whether the implementation of
whistle-blowing in relation to CG practices should also adopt a specialized-context
approach. While the introduction of requirements in the HK CG Code would be helpful,
this does not go far enough given that the potential consequences arising from poor CG
may extend beyond non-statutory codes and involve director misfeasance and corporate
fraud that have legal and possibly other far reaching consequences on investors and the
market more generally. Recommendation E4.9.2 “Whistle-blowing” proposes that a
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consultation or public report should be undertaken that explores whether to implement
laws that encourage whistle-blowing from employees by providing protection to whistle-
blowers, and whether this should be limited to specific circumstances such as, for the
purposes of this Report, corporate misfeasance.
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Section 1

INTRODUCTION TO THE STUDY AND ITS PURPOSES
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Introduction

The importance of corporate governance (CG) for Hong Kong as an international financial
centre cannot be over-emphasized.

Management of a publicly listed company bears considerable responsibility, both
commercially and under the law, as regards the manner in which the affairs of the
company are undertaken, and with responsibility also comes the possibility of
negligence, recklessness or abuse. Where management failures are isolated to a specific
company, the shareholders in that company suffer. Where management failures become
more widespread, it becomes a concern for the market as a whole and suggests a
structural or systemic failure in the checks, balances and mechanisms of accountability
normally imposed by a system of CG on the exercise of management authority.

Hong Kong’s emergence as a global financial centre has brought far greater attention to
be placed on its role in the global market place and the standards it engages as
compared to other leading global markets. This necessarily includes the vast array of
topics that sit under the umbrella of CG. The risk of CG failures, whether isolated or
recurring, has not escaped the attention of the Government, regulatory agencies, market
participants, professional and retail investors, and other stakeholders in the integrity and
prosperity of the market. The highest levels of the Hong Kong Special Administrative
Region (HKSAR) Government have also emphasized the desire to establish Hong Kong
“as a paragon of corporate governance” that better protects the interests of all
stakeholders.®

Standards are of course relative, expectations do change over time, and views on the
appropriate role of CG in the commercial functioning of a company are heterogeneous.
Since at least the time of the Great Depression in the 1930s and certainly since the
1980s, there has been a deeper recognition of the fundamental connection between the
health of a market and the health of the economy it serves. CG is central to this
relationship, and over the course of the 20" century standards and expectations have
steadily increased, a trend that is continuing with increasing clarity and scope in the
early part of the present century.

8 “Hong Kong aims to be a 'paragon of corporate governance'”, 1 March 2003: Available at
http://www.info.gov.hk/gia/general/brandhk/0301079.htm (visited 10 Nov 2017)
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1.1 Purpose of this Report

1.1 Purpose of this Report

The purpose of the present study is to investigate the CG framework in Hong Kong and
to make recommendations as to how it may be further developed to improve the long-
term competitiveness of the Hong Kong public market.

To this end, the study has researched four overseas jurisdictions — the United Kingdom
(UK), the United States, Mainland China and Singapore. Examining the developments
and experiences, both successes and failures, in these other markets enables a
comparative analysis of Hong Kong’s strengths and weaknesses. A central premise of the
analysis is that the broad historical, legal and cultural contexts of each of these five
markets are different, which implies that merely supplanting aspects of Hong Kong’s CG
system with those from another may not work to produce the same outcomes - what
was successful in another jurisdiction may fail in Hong Kong, and vice versa.

Of particular interest to this study are shareholder rights, remedies and protections and
board processes within the context of public listed companies. The regulatory oversight
of listed companies in Hong Kong is therefore relevant to consider, including the many
listed companies that are not incorporated in Hong Kong that present special issues as
regards the legal standing of CG standards and their enforcement.
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1.2 The development context of Hong Kong’s CG system

1.2.1 Domestic drivers

The modern development of CG reform in Hong Kong can be traced to various sources.
The last few decades of the 20 century witnessed the inception of the foundations on
which today’s system of financial market regulation rest. In the period since the 1990s
to date, a more specific, targeted and recognizable CG system has evolved within a
regulatory framework that continues to develop. The setting of CG standards primarily
arises out of complementary developments to corporate and securities legislation as well
as the non-statutory listing rules issued by The Stock Exchange of Hong Kong Limited
(SEHK). Enforcement of those standards is spread across several agencies with varying
degrees of effectiveness.

Prior to the 1970s the market was largely unregulated, depended on a colonial
transplant of law, and had no effective financial law or regulation, which only began to
develop in from the 1970s. This left CG in Hong Kong primarily a matter of the general
fiduciary provisions of English law. It is fair to say that at that time, other concerns were
more pressing as Hong Kong was evolving from being a regional entrep6t and merchant
city toward becoming a commercial and financial centre.®

The first legislative attempts to provide a firm informational basis for the financial
market began in 1970 with the introduction of the Companies (Amendment) Ordinance
to better govern company prospectuses. In 1971 the First Report of the Companies Law
Revision Committee was issued.'® In 1973, the Stock Exchange Control Ordinance was
introduced, representing the first step of Government regulation of stock exchanges.! In
1988 the Hay Davison report was issued.'? That report led to the passage of the
Securities and Futures Commission Ordinance and the establishment of the Securities
and Futures Commission (SFC) in 1989. The overall focus of these developments was to
improve the regulatory oversight of the markets. Among the many issues identified by
the Hay Davison report, it found that self-regulation and market self-discipline had failed
to develop, and that the Commissioner for Securities had lost effective control in its
oversight of the market. While the standards of CG were being affected by these
changes, it had not significantly evolved.

That began to change as Hong Kong moved toward a modernization of its corporate law,
which had seen piecemeal development that left it progressively out of date since its
introduction in 1933. The first attempts in the mid 1990s to create “an ordinance for the
21°% century”*® were largely unsuccessful following the issuance of the Pascutto Report!*
in 1997. In 2006, the Financial Services and Treasury Bureau launched a complete
rewrite that led to the present Companies Ordinance’® coming into effect in 2014.

In tandem with the attention being given to the companies’ legislation, CG standards

° Douglas W Arner, Berry Hsu, Say H. Goo, Syren Johnstone, and Paul Lejot, Financial Markets in Hong Kong:
Law and Practice (Oxford: Oxford University Press, 2nd edn, 2016), para 1.03

10 “The protection of investors”, 24 June 1971. Few of its provisions were implemented.

1 At that time there had been four exchanges in operation. There had previously been effectively no control on
the formation of stock exchanges.

12 %The Operation and Regulation of Hong Kong Securities Industry: Report of the Securities Review
Committee”, 1988: Available at http://www.sfc.hk/web/doc/EN/speeches/public/consult/Report-
Operation_and_Regulation_HK_Industry.pdf (visited 10 Nov 2017)

13 per Sir Hamish Macleod, the HKSAR Financial Secretary, in his budget speech 2 March 1994

14 “Review of the Hong Kong Companies Ordinance, Consultancy Report”, March 1997: Available at
http://www.cr.gov.hk/en/standing/docs/concmpny.pdf (visited 10 Nov 2017)

5 Cap. 622

Johnstone & Goo -55-



Report on Improving Corporate Governance in Hong Kong

also began to receive more attention, starting with financial disclosures which were
expanded notably in 1994, 1998 and 2000. The recognition of the need to enhance CG
standards more broadly to keep abreast of global standards was an important theme of
the Hong Kong Exchange and Clearing Limited’s (HKEX) January 2002 Consultation
Paper.'® In addition to disclosures, its focus was shareholder rights and director and
board practices. This led to a raft of CG related developments including the introduction
in 2004 of a new Chapter 14A that expanded on the existing connected transactions
rules!’ and the requirement that each listed issuer’s board possess three independent
non-executive directors (INEDs).'® In 2005, the gateway functions expected to be
performed by sponsors, compliance advisers and independent financial advisers were
developed.® The regulation of the sponsor and compliance adviser undertaking being
wholly transferred to the SFC in 2007 under the umbrella of their regulation of
intermediaries. The SEHK'’s first Code of Best Practice for listed issuers had been issued
in 1993, then replaced in 2005 by the Code of Corporate Governance Practices and Rules
on the Corporate Governance Report,?® which in turn was the precursor to (and later
renamed in 2012 to) the Corporate Governance Code.

An important development in the regulatory architecture of the listed market occurred in
2003 with the introduction of the Securities and Futures Ordinance (SFO).?! Subsidiary
legislation to the SFO, the Securities and Futures (Stock Market Listing) Rules?®?,
established a dual filing regime that also provided the SFC with regulatory oversight of
listing applications as well as listed issuers. It also provided the SFC with powers based
around disclosures filed with the SFC and the interests of the public market. While such
powers were introduced as “reserve powers”, the interpretation of this term is now
controversial, a point that shall be returned to later in this Report. However, despite this
power, and various other developments in the listing rules in the modern era, the issue
of the effective enforcement of the listing rules remains a problem the market has been
struggling with since at least the 1990s, if not earlier. As a former Chairman of the HKEX
succinctly put it in 2001, “The rules must be fair. They must be clear. They must be
sensible. And they must be enforced properly. If not enforced properly, rules become
meaningless.”?® Subsequent sections of this Report will return to this important issue.

The foregoing is of course merely a brief overview of some of the notable domestic
drivers leading to the current CG system in Hong Kong - these, together with more
recent developments in Hong Kong, are the subject of later sections of this Report.
However, many of the developments reviewed above must also be seen in the context of
global processes, a topic that is of particular interest to this study given its comparative
element.

1.2.2 Global drivers

The development of CG in Hong Kong did not occur in isolation to the global scene but
was often triggered by events and developments elsewhere, in particular the UK and the
United States. The collapse of wallpaper group Coloroll and Polly Peck in the UK led to
the establishment of the Committee on the Financial Aspects of Corporate Governance

8 HKEX “Consultation Paper on Proposed Amendments to the Listing Rules Relating to Corporate Governance
Issues” January 2002

7 These were previously incorporated in LR Chapter 14

8 HKEX Update No. 80, Available at http://en-
rules.hkex.com.hk/en/display/display_main.html?rbid=44768&element_id=48

19 HKEX Update No. 81, Available at http://en-
rules.hkex.com.hk/en/display/display_main.html?rbid=44768&element_id=47

20 HKEX Update No. 82, Available at http://en-
rules.hkex.com.hk/en/display/display_main.html?rbid=44768&element_id=46

2 Ccap. 571

% Cap. 571V

23 per Mr. Charles Lee, Chairman, HKEX, speech at SFC Conference on Corporate Governance in the Pan-
Chinese Market, October 2001
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chaired by Sir Adrian Cadbury, popularly known as the Cadbury Committee in May 1991.
As the Committee got down to business, two further scandals - the collapse of BCCI and
Maxwell Communications Corp - heightened the sense of urgency behind the
Committee’s work. The report of the Committee published in 1992,%* “Financial Aspects
of Corporate Governance”, usually referred to as the Cadbury Report, has had a
profound influence not only in the UK but globally, including Hong Kong.

Many of the recommendations made in the Cadbury Report have found their way to the
CG system in Hong Kong. For example, it recommended that the board of directors, as
opposed to the Chief Executive Officer, should be the decision-making body for major
transactions and that the board should have sufficient number of INEDs to carry
significant weight in board decisions. It also recommended that the board should be
supported by three committees - the nomination committee, the remuneration
committee and the audit committee. These recommendations were later implemented by
the London Stock Exchange by way of an appendix to the listing rules on the basis that
compliance was not compulsory but non-compliance required explanations, i.e. the
“comply or explain” approach. Amongst other influences, these changes led to the
recommendation by the Hong Kong Society of Accountants (later renamed as the Hong
Kong Institute of Certified Public Accountants) Corporate Governance Committee in 1995
that an audit committee be introduced as part of the SEHK’s Code of Best Practice and
the formal endorsement of the recommendation by the SEHK in 1998 in the form of
Appendix 14 to the listing rules.

Subsequent undertakings of committees in the UK also had significant impacts on Hong
Kong. This included: the Greenbury Committee’s report in 1995 (on directors’
remunerations),?® the Hampel Committee’s report in 1998 (to review the Cadbury
principles and Greenbury principles which led to the Combined Code),?® the Higg’s
Review in 2003 (on independent non-executive directors),?” the Smith Report in 2003
(on audit committee) following the collapse of Enron in the US in December 2001,%® and
the Walker Report in 2009 (on CG of financial institutions) following the global financial
crisis of 2008.%° To this influence can be added: the introduction of the UK Corporate
Governance Code 2010 (which replaced the Combined Code), the Stewardship Code
2010, the new Companies Act 2006, the Financial Services and Market Act 2000 and its
amendments by the Financial Services Act 2012, and the Bank of England and Financial
Services Act 2016. These are further considered in subsequent sections of this Report.

Across the Atlantic, the collapse of Enron, WorldCom and Tyco between 2000-2002 led
to the passage of the Sarbanes-Oxley Act of 2002 (SOX) in the United States, which
resulted in many significant CG changes. These changes have spurred the CG debate in
Hong Kong, sometimes in different directions. For example, whether there should be an
independent oversight body of auditors such as the Public Company Accounting
Oversight Board in the United States established under SOX, whether auditors who
provide auditing service to a listed company should be banned from providing non-
auditing services to the company at the same time, and so on. On the other hand, while
SOX may have helped improve investor confidence, it also produced unintended
consequences as it significantly increased liability and compliance costs for listed

24 1t was also published in a draft version in May 1992

2 “Director’s Remuneration, Report of a Study Group chaired by Sir Richard Greenbury”, 17 July 1995:
Available at http://www.ecgi.org/codes/documents/greenbury.pdf (visited 10 Nov 2017)

26 “Committee on Corporate Governance, Final Report”, January 2008: Available at
http://www.ecgi.org/codes/documents/hampel.pdf (visited 10 Nov 2017)

27 “Review of the role and effectiveness of non-executive directors”, January 2003: Available at
http://www.ecgi.org/codes/documents/higgsreport.pdf (visited 10 Nov 2017)

2 “Audit Committees Combined Code Guidance”, January 2003: Available at
http://www.ecgi.org/codes/documents/ac_report.pdf (visited 10 Nov 2017)

29 “A review of corporate governance in UK banks and other financial industry entities, Final recommendations”
26 November 2009: Available at http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-
treasury.gov.uk/d/walker_review_261109.pdf (visited 10 Nov 2017)
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companies. Reflecting the increasing cost of compliance, the annual cost of a public
listing in the U.S. increased from around US$1.2 million in 2004 to around US$2.8
million in 2005. It also led to an increase in the number of companies delisting (from 48
in 2003 to 80 in 2004) and a significant decrease in the number of foreign issuers
seeking a listing on the market.>° One of the authors of SOX, Congressman Oxley, has
admitted that SOX may be causing companies to be excessively risk averse, and this
concern speaks to the need for balance in a CG system, and to steer clear of the risk of
examining companies to death such that they would not have any breathing room to
innovate or to take risks.>*

Similarly, the changes introduced by the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 also provided the foundation for raising numerous CG discussions
in Hong Kong. However, few of the requirements have been implemented and many of
them may not be progressed under the current United States Government leadership,
including relating to executive remuneration and shareholder rights and proxy rules, as
discussed in subsequent sections of this Report.

Global trends in CG have also influenced developments in Singapore and Mainland China.
This encompasses the use of a code of corporate governance, the appointment of board
committees, and the use of independent directors. Experience in these markets not only
provides opportunities for Hong Kong to understand how these measures work in
different markets under different market and institutional conditions but also the nature
and operation of the companies listed in Singapore and Mainland companies listed in
Hong Kong and Singapore.

That global trends have also taken hold in developing the CG system in Mainland China
is particularly noteworthy in the Hong Kong context. Since the first mainland company,
Tsingtao Brewery, listed its H shares in Hong Kong on 15 July 1993, Mainland
enterprises have come to dominate the SEHK. Mainland Chinese enterprises®® now
account for more than half of the companies listed on the SEHK. For the years ended
2015 and 2016, around 90% of total funds raised in initial public offerings (IPOs) and
around 70% of average daily turnover are attributable to Mainland enterprises.® This is
a dramatic change since the 1990s - from 57 Mainland enterprises accounting for 9% of
total turnover in 1994, by end 2004 these figures had respectively risen to 304 and
around 50%.3* Milton Friedman has also attributed Hong Kong’s free market capitalism
as a “major factor in encouraging Mainland China... to move away from centralized
control toward greater reliance on private enterprise and the free market”.*

This dominance has facilitated Hong Kong’s position as a leading global market for IPOs
- in this regard being positioned second in the world over a consolidated ten-year
period, as shown in the diagram below. 3¢

30 See Syren Johnstone, “Financial markets in Hong Kong - developing regulation”, Hong Kong Law Journal,
Law Lectures for Practitioners, 2006, pages 101-122, 121

31 Comments made by Alan Greenspan, Chairman of the U.S. Federal Reserve in the context of the failure of
LTCM, as quoted in Asia Wall Street Journal 22 Nov 2004, page A6

32 This includes H-share companies (incorporated in Mainland China), red chip companies (incorporated
outside of Mainland China but controlled by Mainland government entities) and Mainland private enterprises
(incorporated outside of Mainland China and controlled by Mainland Chinese individuals)

33 See HKEX Market Statistics 2016. The exact figures are, respectively, 92%, 94%, 73% and 71%.

34 First Quarter Economic Report 2005, available at http://www.hkeconomy.gov.hk/en/pdf/box-05q1-4-1.pdf
(visited 10 Nov 2017)

35 Milton Friedman, “The real lesson of Hong Kong” (1997), Magazine of the University of Chicago Booth School
of Business, Fall, and “"Hong Kong wrong”, Wall Street Journal 6 October 2006

3¢ “Hong Kong remains in pole position for IPOs”, 24 June 2017: Available at
http://www.scmp.com/business/companies/article/2099755/hong-kong-remains-pole-position-ipos (visited 10
Nov 2017)
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Top 10 global stock exchanges (1997 - 2017%)

1,334

New York 675.8
Hong Kong 388 11.2 1,172
Nasdaq 3393 9.8 2,952
London 292.6 8.5 638
Shanghai 235.1 6.8 965
~ Tokyo First Section 116.1 34 109
Australia 1104 3.2 1,367
Frankfurt | 86.4 2.5 274
Nt Enferpase [ 816 24 837
Madrid 72.6 2.1 86
Source: Thomson Reuters *As at March 31 SCMP

The trend of Mainland enterprises coming to list on the SEHK is likely to continue as the
HKEX continues to target technology startups, Mainland firms looking for expansion

overseas, and Belt and Road initiative-related companies for further growth in IPOs.

37

This presents huge opportunities for Hong Kong as a fund raising centre. It also presents
challenges in regulating CG to maintain and improve standards, transparency, and
investor protection, as witnessed by a number of corporate scandals involving Mainland
enterprises listed in Hong Kong over the past two decades.

* Ibid.
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1.3 Structure of this Report

Other than this introductory Section 1 and the concluding remarks in the final Section 5,
this report comprises three substantive sections. Section 2 explains the methodology
employed in undertaking the study, Section 3 presents a detailed analysis of the data
obtained from each of the jurisdictions studied, which leads to the recommendations that
are presented in Section 4. Reference material concerning the jurisdictions considered is
set out in Appendices I to V to this Report. Each Appendix describes the essential
structure and characteristics of the CG system in the relevant jurisdiction, including the
operation of key regulatory agencies, policy development, enforcement mechanisms, the
legal and regulatory framework, shareholder rights and protections, and the regulation
of non-locally incorporated companies.

1.3.1 Methodology

Section 2 discusses the initial methodological questions that needed to be addressed
from the outset of the study: defining the scope of CG as a concept, and determining the
geographical scope of the comparator jurisdictions.

Given the profusion of applied, conceptual and value-laden variations in how CG can be
understood, it was necessary to provide some form of definition for the purposes of this
study that strives for neutrality. Section 2 provides a definition of "good CG” around five
key variables upon which it is dependent - information, involvement, equality,
accountability and effectiveness. Together with the particular problem of dealing with
non-locally incorporated companies, these variables form the structure of the analysis in
Section 3. Inevitably, some items are excluded although they may in another context
merit investigation, for example, gender and racial diversity, corporate social
responsibility, and the relationship between CG and share price performance.

Section 2 also explains the process of collecting and organizing the data, and the
identification of key differences and observations of interest across each CG system
studied. The data collected on each of the five CG systems studied are presented in the
five Appendices to this Report.

Concurrent with the data collection and organization process, oral interviews were
undertaken, on a candid and confidential basis, with senior individuals from issuers,
investment banks and regulators, among others.

1.3.2 Analysis

Section 3, which is the main body of this Report, presents the substantive analysis of the
study with a view to identifying potential recommendations for changes in Hong Kong’s
CG system that are supported by the analysis of the data. The analysis considers each
jurisdiction’s legal and regulatory system and, where relevant, the other characteristics
of its market including political, historical, cultural and social factors. These
circumstances vary considerably from one jurisdiction to another in ways that
fundamentally interact with the likelihood of successful CG reform and the manner in
which it might be implementable. The analysis in Section 3 identifies recommendations
that are subsequently presented in Section 4.

Section 3.1 sets out in some detail the thematic topics, and trends in regulating CG. It
also identifies some of the important background considerations to CG, including the role
of culture, assessing the costs and benefits of CG, and the methodology of assessing CG.
The section concludes with an exploration of what is meant by “effectiveness” and
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discusses the potential disjunct between a right-minded principle, the practice that in
fact subsequently evolves in response, and the outcome that eventuates.

Sections 3.2 to 3.7 comprise the substantive analyses that give rise to specific
recommendations - where a recommendation is made, a cross reference is provided to
each recommendation in Section 4. These sections are intended to serve as largely self-
contained discussions of 28 different topics of interest grouped together under six
concept-driven headings. Inevitably, no topic on CG is self-contained because each topic
interacts with the broader CG system it is located within.

Section 3.2 considers the issue of how to regulate non-locally incorporated companies
listed in Hong Kong. Over half of the all listed issuers fall into this category. There are
two major challenges with the regulation of these companies: setting the appropriate CG
standards for these companies in view of the conditions imposed in the jurisdiction of
their incorporation, and the enforcement of standards imposed in Hong Kong against the
companies and their directors and senior management. The enforcement of the
standards is particularly challenging with Mainland companies as many of them have no
meaningful physical presence in Hong Kong - their business operations, assets and
directors and officers may all be located in Mainland China. Such non-domestic
companies present various difficulties, including investigation and the collection of
evidence, and the enforcement of sanctions and other orders such as investor
compensation orders.

Section 3.3 discusses the role of information in a CG system. This covers its disclosure
and, importantly, the enforcement mechanisms where applicable requirements are not
met, some of which arise out of the law and others arising out of non-statutory codes,
which gives rise to different levels of enforcement effectiveness. This section, therefore,
also explores practical ways in which compliance can be better secured.

Section 3.4 explores the concept of shareholder involvement and the mechanisms by
which the voices of shareholders are facilitated in relevant governance concerns of the
company. This includes the concept of shareholder stewardship, the rights attaching to
shareholder votes, specific issues related to executive compensation, and event driven
matters relating to changes of control.

Section 3.5 explores the issue of equality of voting rights, in particular the one-share-
one-vote principle, the question of weighted voting rights (or dual class shares), and the
relationship between public market concerns and private law rights.

Section 3.6 focuses on the mechanisms by which directors are held accountable to
shareholders. An important issue in this regard is board refreshment, as well as whether
INEDs should be directly appointed by minority shareholders. Section 3.6 also analyzes
the difficulties faced by minority shareholders in Hong Kong in pursuing legal remedies,
including the absence of class action rights and contingency fees in Hong Kong, which is
sometimes seen as a significant impediment to shareholders law suits.

Section 3.7 explores the question of the effectiveness of the CG system. This is longest
of the analysis sections and also leads to the largest humber of recommendations. This
is no surprise since, ultimately, rules and regulations concerning CG will only achieve
their purpose if they are effective. Whether the system is effective depends on a broad
spectrum of factors that, as already noted, are interrelated. At the level of CG system
design, this concerns matters such as the tools used to develop policy, the effectiveness
of enforcement agencies, and the oversight of public auditors. At the more specific level,
it concerns matters such as the operation of gateway mechanisms designed to filter out
issuers that are not ready for life as a public company, managing the relationship
between controlling shareholders and the company, and the characterization of INEDs
and the role they are expected to perform. In particular the dual responsibilities model of

Johnstone & Goo -61-



Report on Improving Corporate Governance in Hong Kong

oversight of the listed market undertaken by the HKEX and the SFC has been the subject
of much discussion. As there is inadequacy in the current system particularly with regard
to enforcement, this Report explores a number of mechanisms that improve the
effectiveness of the system without disruption to the dual responsibilities model.

1.3.3 Recommendations
Each recommendation in Section 4 is based on the analysis in Section 3 and provides a
cross reference to the relevant section(s) in which the analysis leading to the
recommendation can be found.
Recommendations are developed according to a number of factors: the level of
complexity involved to implement a recommendation, the support obtained for each
recommendation, and whether a recommendation is likely to be contentious to the
industry. As explained in Section 4, this gives rise to a system that serves to indicate the
overall force of each recommendation:

Compelling (C) - Advocate (A) — Support (S) - Explore (E).

Each recommendation provides an outline of the steps suggested to implement it as well
as the attendant considerations.

The recommendations are divided into a three main themes that are concerned with
board processes, enforcement, and architecture and policy.

A total of 28 recommendations have been made.
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1.4 Scope and limitations of this Report

The evolution of Hong Kong’s CG system has historically been largely driven by the UK,
which seems appropriate given that Hong Kong’s legal system is based on and has
developed out the UK’s. The regulatory architecture of the UK has since taken directions
that have not been followed in Hong Kong. In 2000 it established a statutory listing
authority, and in 2013 it moved to a twin peaks model of regulation. While Singapore
has broadly followed suit as regards giving statutory effect to listing rules that
incorporate many CG standards, the changes in the UK has left Hong Kong in something
of a quandary, whether to keep looking to the UK or to look more to the United States,
which in various regards shares important structural similarities to Hong Kong’s listed
market. The United States is also perceived as an important competitor to the Hong
Kong market, which has recently driven much discussion as to the handling of key CG
concerns, in particular the one-share-one-vote principle. Whether Hong Kong should
respond to competitive challenge by adopting the approach of another jurisdiction can
easily become the question of whether this is simply giving effect to regulatory arbitrage
and, on some topics, the degradation of standards.

It is clear from the present study that Hong Kong has in the past been following
developments in the United States and the UK more than anywhere else. As these two
jurisdictions are also important market leaders in the field of CG, emphasis has been
placed on the developments there in the analysis in Section 3. Of course, other
jurisdictions also represent significant voices in the development of the CG debate,
amongst which Australia and South Africa are notable, even though these are small and
largely domestic markets.

Singapore as a rival and competitor in the East Asia region, has some comparative
lessons for Hong Kong, although, not being a market leader, the lessons are somewhat
more limited compared to the United States and the UK. It is not possible to undertake a
study of CG in Hong Kong without considering Mainland China, despite fundamental
differences between the two jurisdictions. As it does not have overseas companies listed
in its stock markets, and while there is no shortage of laws and regulations pertaining to
CG, the comparative lesson for Hong Kong has obvious limitations. This is complicated
by the fact that it is a civil law jurisdiction with a different institutional framework,
political system and market ideology. Nevertheless, it is useful if not essential to have a
better understanding of the system in Mainland China, so that policy makers, regulators
and market participants in Hong Kong can make relevant adjustments to better regulate
Mainland enterprises listed in Hong Kong.
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1.5 Next steps

This Report, in particular the recommendations in Section 4, provide suggestions that
are intended to be helpful and thought provoking for the Government, policy makers,
regulators and investors. While the stated objective of this Report is to make
recommendations for improving CG standards in Hong Kong, an important interim
purpose is to generate discussion that will lead to a positive evolution of Hong Kong’s CG
system.
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Section 2 | METHODOLOGY
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Introduction

Purpose

This section sets out the scope of work undertaken in furtherance of the purposes of this
study discussed in Section 1.

There are two primary methodological questions that need to be addressed in a study of
Hong Kong corporate governance (CG) that references CG systems in other jurisdictions:
defining the scope of CG as a concept, and determining the geographical scope of the
comparator jurisdictions.

The topic of CG is clearly open to many different approaches depending on how one
defines CG, “good CG"” and what values are assigned to its role in relation to the market
as a whole, the owners and managers of the company, and the other entities that have a
stake in the way the business of a company is organized and run. The parameters of
“good CG” for the purposes of this study are set out in Section 2.1.1 “"CG concepts”.

The study is in large part driven by considering Hong Kong’s CG system in light of the
CG systems that have developed in other relevant jurisdictions. The rationale underlying
the choice of jurisdictions for the purposes of this study is set out in Section 2.1.2
“Geographic reach”.

Section 2.2 “"Work process” explains the approach taken to the undertaking of the study
including the collection and organization of data, the preparation of the jurisdiction
summaries in the Appendices and the development of the analysis and recommendations
in Sections 3 and 4 of this report.

A note on funding

This project was entirely funded by the Hong Kong Institute of Certified Public
Accountants (HKICPA). The general scope of the study was framed by the HKICPA, as
discussed in Section 1. The mandate given to the authors of this report was to conduct
an independent enquiry and accordingly this study was not constrained by any preset
views, preferences or desired outcomes, nor did it include any requirement to have
regard to the interests of the members of the HKICPA. The HKICPA formed a Working
Group® to monitor progress. While there was a diversity of opinion within the Working
Group on various recommendations made herein, the final decision to include or not
include a recommendation rested solely with the authors of this report.

3 The members of the working group are listed in the Foreword of this document
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2.1 Scope

2.1.1 CG concepts

The notion of CG is clear enough when discussed in very general terms. However, for the
purposes of any study of CG it should be recognized that there is no one all-
encompassing agreed definition of CG and its parameters, or what constitutes “good CG”
in its detailed implementation. Instead, the approaches of different regulatory agencies,
the views of different participants and stakeholders, and the theories put forward by
academics reveal a profusion of conceptual and value-laden variations in how CG is to be
understood, the variables that are relevant to CG, and the objectives it is seeking to
achieve.

The divergent values different parties assign to discrete variables that are recruited to
the CG debate ranges from a relatively contained issue, such as quarterly reporting, to
commercial questions as to the relative weight that should be given to the voices of
short-term investors versus long-term shareholders, to more socially complex issues,
such as gender and racial diversity on the board.

The Organisation for Economic Co-operation and Development Principles of Corporate
Governance®® discuss CG around six themes, each of which are expanded upon by sub-
principles: ensuring the basis for an effective corporate governance framework; the
rights and equitable treatment of shareholders and key ownership functions; institutional
investors, stock markets, and other intermediaries; the role of stakeholders; disclosure
and transparency; and the responsibilities of the board. In general, Hong Kong’'s
regulatory system addresses each of these themes reasonably well, the notable
exceptions being: the articulation of regulatory responsibilities, particularly between the
Securities and Futures Commission and the Hong Kong Exchanges and Clearing Limited,
the role of the board, the role of broader stakeholder groups that are largely ignored in
Hong Kong’s laissez-faire economic and legal structure, and the quality of disclosure and
transparency.*

One may also refer to “"good CG” in various prescriptive ways, for example, in terms of
behaviour that is considered desirable based on a set of assumed a priori values, or to
those aspects of a CG system that serve to foster that behaviour and deter undesirable
behaviour, or to the ability of a stakeholder (however defined) to perform a role in CG
outcomes (whether ex ante or ex post). Conversations about CG frequently sometimes
fail to make such distinctions and often fail to identify the underlying assumed values on
which a viewpoint is based.

Accordingly, it is necessary to provide some sort of framework around how this study
will, having regard to the overarching purposes of this study as set out in Section 1
above, approach the concept of CG and how “good CG” is to be understood. As a study
directed toward practical suggestions as to how CG can be improved in Hong Kong, this
study does not dwell on CG theory, except where to do so is relevant to an explanation
as to why a change has been made and why it has worked or failed etc. The comparative
aspect of this study requires an approach that is to some extent jurisdiction-neutral.

In view of the foregoing considerations, this study has adopted the following approaches

3% OECD (2015), G20/0ECD Principles of Corporate Governance, OECD Publishing, Paris: Available at
http://dx.doi.org/10.1787/9789264236882-en (visited on 10 Nov 2017)

% For a discussion, see: Douglas W Arner, Berry Hsu, Say H. Goo, Syren Johnstone, and Paul Lejot, Financial
Markets in Hong Kong: Law and Practice (Oxford: Oxford University Press, 2nd edn, 2016), 10.05-10.11
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to understanding “good CG":
good CG is assumed to underpin shareholder rights, remedies and protections;

good CG is assumed to underpin an appropriate level of oversight of the
management by the owners of the company;

good CG is assumed to be desirable as a means of fostering market integrity and
market confidence;

CG mechanisms (see below) that are designed to bring non-locally incorporated
companies within a local CG framework are regarded as supporting good CG;

the viewpoint of a minority shareholder is adopted (as opposed to, for example,
board members or other stakeholders in a company's operations);

to the extent possible, the “good CG” concept ignores the reality that different
minority shareholders in practice may attach different priorities to their
shareholding interest (e.g.: share price performance over a shorter versus longer
term; improvements in corporate social responsibility; dividend performance;
etc), except where it has been necessary to take into account, for example, in
relation to shareholder activism;

to the extent possible, other matters related to the CG debate are in general
excluded, such as stakeholder governance, stewardship, gender and racial board
diversity, corporate social responsibility, and various aspects of internal
governance processes by which the board directs and controls the undertaking of
the company’s business;*!

no examination is undertaken as to whether there is any relationship between
good CG and share price performance or management performance.*?

The above list is of course not designed to form any comprehensive definition of what is
good CG - as already noted, there are a number of different approaches to the CG
question and the foregoing merely serves as a framework around the restricted purposes
of this study.

For the purposes of organizing material generated by the study the CG concept is
understood as being dependent on five key variables:

Information — Involvement — Equality — Accountability — Effectiveness.

These variables are not mutually exclusive. For example, the ability of a shareholder to
exercise or enforce their rights may depend on what they know (information), their
ability to influence (involvement/equality), and the means by which they can hold
management responsible (accountability), which together reflect the efficacy of a CG
system (effectiveness). With this complexity in mind, these five variables also serve as a
structure for the discussion and analysis in Section 3:

Information - Whether the information flow to shareholders of CG-related

4! It is recognised that issues such as these are among the forefront of presently active issues in the CG
debate. However, it is also observed that some of these topics invoke a great variation of opinion that can turn
on expressed or assumed societal values and concerns rather than the more restricted topic of shareholder
rights, remedies and protections per se with which this study is concerned.

42 This is primarily because this study does not attempt any quantitative analysis, which would be required for
an assessment of that relationship. While many studies undertaken by others do suggest a positive relationship
between good CG and share price performance, there are many others that do not reach that conclusion.
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matters is adequate. For example: the timeliness and adequacy of disclosure and
when mandated by laws or regulations; whether information as to the
effectiveness of the board including its subcommittees such as the audit
committee in undertaking its operations is adequate; whether the mechanisms
that support such information are adequate. This is discussed in Section 3.3.

Involvement - Whether shareholders are given adequate opportunity for
involvement in the affairs of the company. For example: shareholder involvement
in decision making generally as well as specific issues of CG concern such as
executive compensation; what circumstances trigger shareholder involvement.
This is discussed in Section 3.4.

Equality — Whether shareholders are treated equally. For example: the principle
of one-share-one-vote as compared to weighted voting rights/different share
classes; equality of voting power in specific transaction scenarios (such as
takeover and other offers); when shareholders are excluded via a disinterested
shares concept. This is discussed in Section 3.5.

Accountability — The mechanisms that hold the exercise of management power to
account. For example: mechanisms of redress in relation to the disclosure of
information; compliance with the listing rules; accountability to shareholders
individually or as a class or via regulatory agencies; the appointment of directors
and board refreshment. This is discussed in Section 3.6.

Effectiveness - Whether the CG system is effective with regard to procuring
desired behaviours and deterring behaviour considered inconsistent with good
CG. For example: the overall adequacy of the CG system design; adequacy of
legal remedies; effectiveness of regulatory bodies; whether independent non-
executive directors (INEDs) are effective. This is discussed in Section 3.7.

The topic of non-locally incorporated companies is discussed in Section 3.2.
2.1.2 Geographic reach

While the resources of any study are not unlimited, a number of jurisdictions were
considered for inclusion in the study.

As mentioned in Section 1, in addition to Hong Kong this study brings within its
consideration the CG conditions in the United Kingdom (UK), the United States, Mainland
China and Singapore. These jurisdictions have been selected for the following reasons:

UK - Hong Kong'’s legal and regulatory system is based on the UK’s and there are
many similarities in the approach sought to be taken to address CG standards in
both markets, albeit that there have been important structural changes in the UK
that have not been adopted in Hong Kong. The UK can also be regarded as
playing an important role in thought leadership in relation to CG globally.

United States - the largest, and in that sense arguably the most successful, listed
marketplace in the world, the United States has adopted fundamentally different
approaches to regulating CG albeit based around a common law system.

Mainland China - Mainland businesses and business interests account for a
significant proportion of new listings on, and total market capitalization of, The
Stock Exchange of Hong Kong Limited (SEHK), a proportional representation that
has been increasing markedly over the past one to two decades that is expected
to continue to increase. Mainland related issuers also represent the single largest
source of non-Hong Kong incorporated companies that are listed on the
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Exchange.

Singapore - although a much smaller market than Hong Kong, Singapore has
traditionally been regarded as Hong Kong’s natural competitor in the Asian time
zone. Moreover, while the CG system in Singapore is similar to Hong Kong insofar
as both are derived from the UK and its legal and regulatory systems,
divergences of approach (from both Hong Kong and the UK) have opened up over
the past decade or so that makes Singapore an interesting comparator.

Other jurisdictions that were considered for inclusion in the study were the following:
Australia and South Africa (owing to their progressive approach, however, both are
relatively small, primarily domestic markets); Germany (as it is a leading member of the
European Union with a legal system on which Mainland China’s is largely derived,
however, its legal system is very different from Hong Kong's, its stock market is not
notably an international one and there appears to be very little persuasive thought
leadership on CG). Some consideration was also given to examining the Cayman Islands,
as this is the most common offshore jurisdiction in which SEHK-listed issuers are
incorporated. However, its laws are largely similar to those in the UK by virtue of being a
British Colony, there is little local jurisprudence with English legal decisions being almost
always followed,*® its stock exchange is young** and traditionally focussed on product
listings rather than the equity of operating businesses, and the territory does provide
any leadership in CG. Although many Mainland enterprises are incorporated in the
Cayman Islands, the prevailing cultural attitude of their directors and controlling
shareholders are, unsurprisingly, aligned to those in Mainland China not the Cayman
Islands. A similar set of arguments can be made out in relation to the second most
popular offshore incorporation venue for SEHK-listed issuers, namely, the British Virgin
Islands.

2.1.3 CG mechanisms
As this study is essentially directed toward implementation rather than theory, the
following are considered to be the primary mechanisms that are capable of influencing
CG behaviour in practice:
applicable law (both primary and secondary legislation as well as case law);
non-statutory regulations;
stock exchange listing rules;

the role of third parties (e.g. independent financial advisers, auditors);

rules of professional bodies (e.g. HKICPA, Hong Kong Institute of Chartered
Secretaries etc);

voluntary self-imposed issuer practices;
market practices and expectations; and
cultural factors.
It is recognized that each of the above has significantly different valencies when

considered in the context of a CG system when looked at as a whole. That is, in terms of
the power of a mechanism to attract good CG or displace undesirable behaviours. For

43 “Guide to the legal system in the Cayman Islands” Appleby, January 2015
44 Established 1996
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example, a law (or regulation) may establish a very specific penalty or recourse for a
certain act that may be quite effective to that specific extent. However, certain other
acts (possibly falling around the borders of that law) may be influenced by a much
broader set of cultural behaviours that may, despite being more inconspicuous or vague,
nevertheless drives (or attracts) a large number of more diverse and iniquitous practices
(or vice versa).

Accordingly, the above mechanisms cannot be assigned equal values in their ability to
procure good CG, nor can each of them be regarded as having the same valence or
directional effect in each of the jurisdictions studied.

While this study discusses these mechanisms in detail at various points, see Section 3.1
“Overarching considerations” for a further overview discussion.
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2.2 Work process

2.2.1 Data collection

Within the scope of the considerations set out in Section 2.1 above, the initial primary
task of commencing this study was to undertake a review of each of the jurisdictions
studied.

This exercise was focused on the present state of affairs in each jurisdiction. Recent
developments in each jurisdiction was assessed with a view to garnering a better
understanding of the directional shifts that CG systems having been taking since around
2000, as well as understanding the extent to which developments in the CG mechanisms
have been more or less effective, or in some instances, counterproductive.

In undertaking that research, the focus was on issues that may be relevant to Hong
Kong, and how these issues are addressed in other comparative markets.

An initial sweep of the following materials obtained from online and library sources was
undertaken for each to this report:

laws (statutes and common law or equivalent; case law);

non-statutory regulations;

stock exchange listing rules;

policy papers of the government;

consultation papers of the regulator;

academic journal articles;

market statistics (where available);

media coverage;

other sources as appropriate.
In this initial part of the data collection exercise some care was taken to check if the
overseas CG system has been accurately described, particularly having regard to sources
that may describe the CG system as operating differently in practice from what may
appear in the text.

2.2.2 Initial data organization

The above exercise was organized under a set of eight key factors that also form the
structure of each of the Appendices to this report on each jurisdictions studied:

Market overview - structure, characteristics and culture (section 1 of each
Appendix);

CG policy (section 2 of each Appendix);

Legislation (section 3 of each Appendix);
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Regulation (section 4 of each Appendix);

Other influences (section 5 of each Appendix);

Enforcement (section 6 of each Appendix);

Shareholders' rights and protections (section 7 of each Appendix);

Regulation of non-local companies (section 8 of each Appendix).
2.2.3 Oral evidence

Concurrent with the data collection and organization process, oral interviews were
undertaken with ten persons on a candid, confidential and off-the-record/no-attribution
basis. Those interviewed included senior individuals from issuers, investment banks and
regulators, among others. No consideration was exchanged for taking part in an
interview.

Each interview lasted around 90 minutes. Prior to the interview, broad areas of interest
were identified to the interviewee as well as an indication of the research being
undertaken in connection with the data collection exercise. This included providing a list
of open-ended questions*® as well as broad topics of interest.*® The purpose of this was
to frame the context of the interview rather than to limit its scope and in some
interviews new areas of enquiry emerged based on the interviewee’s personal
experiences, observations and expectations.

The interviews were used primarily as a means to crosscheck and to further stimulate
the main directions the study was taking. The interviews provided another avenue to
identify and explore areas of CG that were perceived to be problematic, as well as those
areas thought to be working well. While each interviewee’s profile and experience lent a
slightly different emphasis to the discussion, it was not unusual to see areas of common
concern identified.

Although the focus of each interview was the CG system in Hong Kong, in several cases
the interviews came to discuss developments or differences in other markets. The need
to understand the context of Mainland China was a repeating theme.

The opportunity was also taken to discuss the areas most in need of reform as well as
testing, in a very preliminary sense, some initial thinking as to what reform proposals
might or might not work and/or be acceptable to the Hong Kong market.

2.2.4 Parity check

The CG system of each of the jurisdictions studied was considered in view of the Hong
Kong context. Initially, this focused on identifying key differences and observations of
interest ("KDOI"”) across the systems studied - observing points of similarity or
difference against the broader context in which each CG system operates. While many
differences in the details of each CG system can be observed, the focus was to identify
those likely to be of greater relevance to discuss and analyze with a view to identifying
recommendations. This exercise encompassed developments elsewhere that might be
capable of adoption or adaptation in Hong Kong and which might serve to address

4> For example, “What IS/IS NOT working in HK CG standards?”, “What is the most commonly abused aspect of
CG?”, “What is the area of CG with the greatest consequence in practice?”

¢ This included topics related to the role of non-executive directors and INEDs, the role and function of board
committees, the position and role of shareholders and controlling shareholders, the role of regulators and
regulations, board processes, the impact of cultural factors in respect of non-local companies, etc.
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weaknesses in Hong Kong’s CG system and/or improve the long-term competitiveness of
the Hong Kong public market.

2.2.5 Analysis

The parity check and identification of KDOI provided a set of data against which the
analysis of the jurisdictions studied was undertaken.

Without in any way limiting the scope of the analysis, three themes of the analysis were:

to identify what already works well or is well developed in Hong Kong’s CG
system;

to identify shortcomings in Hong Kong’s CG system, particularly in light of
developments implemented in the jurisdictions studied;

to consider experiences, innovations and specific provisions in the jurisdictions
studied in the Hong Kong context.

The purpose of the analysis is to build toward identifying and supporting
recommendations for changes in Hong Kong’s CG system. In that undertaking it was also
necessary to consider the wider context of each jurisdiction studied, meaning not just its
legal and regulatory system but also the other characteristics of a market. This includes
not only matters relating to the legal system but also political, historical, cultural and
social factors that may vary considerably from one jurisdiction to another in ways that
fundamentally interact with the likelihood of successful CG reform and the manner in
which it might be implementable.

While CG standard setting is increasingly subject to a global approach, different markets
having different characteristics means that a reform in one jurisdiction may not be
suitable in another for a variety of reasons — simple transpositions frequently ignore the
realities of those differences and may fail to be effective for that reason. As discussed
further in Section 3.1.7 “Effectiveness”, the implementation of and compliance with
new CG-oriented rules does not always equate to better CG in practice - a box-ticking
approach to compliance being one prevalent example of this that presents a validation
problem.

In undertaking the analysis it was also recognized that an important aspect of
considering changes to the CG system is that governance is in effect a social science
practice in which behaviours can be affected by psychosocial factors spanning matters
such as knowledge, conformity, and the acceptance of new expectations and standards.
In other words, CG behaviour should not be understood as one that is merely reactive to
the imposition of legal and regulatory requirements - it is capable of being driven in new
directions by other factors.

The analysis is set out in Section 3.
2.2.6 Recommendations

The recommendations of this study were developed in view of the following
considerations:

recommendations are made by reference to the scope and purposes of this study;

recommendations are derived from the analysis, which also provides the primary
support for each recommendation;
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recommendations seek to identify options for improving identified shortcomings
in Hong Kong’s CG condition or that may serve to improve the CG conditions in
Hong Kong;

the relevant distinctions between legal and regulatory systems as well as market
and cultural differences were taken into consideration;

developed proposals that had been made historically, recently or were currently
underway in Hong Kong without further development or implementation were
considered;

recommendations are not intended to be all encompassing, present total
solutions or deal with all extant problems.

A recommendation is by its nature a proposal that it is suitable to the intended purposes.
The process of identifying recommendations was affected by the consideration of not
only the strength of support from and relevance of experiences in other jurisdictions but
also what is involved in implementing a recommendation. This includes the relative ease
or difficulty of realizing a proposal, for example, whether a change to primary law or
regulatory architecture is required or if it is merely an adjustment to an existing non-
statutory code or practice. The likelihood of a proposed change being contentious was
also taken into consideration.

While these factors were weighed in the formulation of the study’s final
recommendations, it was not the case that recommendations were avoided simply
because they were difficult and contentious. Nor were they advanced simply because of
actions undertaken in another jurisdiction that was studied. Accordingly, the
recommendations presented in this study are accompanied by a system of variables that
reflect the above considerations together with a logical weighting of recommendations
that range from “strongly recommend” to “consider”.

As “practical”, “"useful” and “implementable” are key themes of this study that underlie
the recommendations, a brief indication of what would be required to implement the
recommendation has been provided together with an overview of the attendant matters
that may need to be considered in connection with a decision to implement a
recommendation.

On the other hand, this study considers certain proposals but has reached the conclusion
that no recommendation can be made in respect of that proposal. These are also
presented in this study on the basis that whereas the specific scope of this study finds
insufficient grounds to support it, another study with a different orientation may find
otherwise. In other words, these “no recommendation” proposals are not to be read as
an outright rejection or assertion that such proposal is unsuitable for any CG-related
purpose.

The recommendations are set out in Section 4.
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Section 3

DISCUSSION AND ANALYSIS OF JURISDICTIONS STUDIED
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Introduction

Purpose

This Section comprises a discussion of the key differences and observations of interest
arising out of the study of the four comparative jurisdictions studied.

A considerable amount of detail on each jurisdiction is provided in Appendices I to V.
Bearing in mind the primary objectives of this study as described in Section 1, this
Section 3 comprises a highly focused and selective discussion that provides a segue
between the detail provided in those Appendices and the recommendations made in
Section 4. Each of the recommendations in Section 4 provides a cross-reference to the
relevant part of this Section 3.

While this Section 3 comprises a discourse on some of the more notable items of interest
arising out of the jurisdictions studied, it is not intended that every matter discussed
herein is to lead to a recommendation. Many parts of Sections 3.2 to 3.6, serve as
groundwork for other Sections, notably Section 3.7, which is concerned with
effectiveness and gives rise to the largest number of recommendations in Section 4.

Nor is this Section 3 intended to be a general summary of the Appendices or an overview
of the similarities and differences between the jurisdictions studied. Where it is
appropriate to do so, a cross-reference to the relevant part of an Appendix is provided
for further detail.

As summarized next, this Section 3 first addresses some overarching considerations in
Section 3.1 that are relevant to and frame the subsequent Sections 3.2 to 3.7 that
provide an analysis of the key observations made by this study.

Overarching considerations

Section 3.1 “"Overarching considerations” comprises a discussion of common themes,
trends, issues and considerations that are at present highly relevant to the assessment
and development of a corporate governance (CG) system.

Section 3.1.1 "Thematic topics” considers a number of common topics that have
emerged as themes in the jurisdictions studied, despite the variation across the different
jurisdictions’ legal and regulatory architecture as well as basic concepts about the nature
of the corporation and the relative role of managers and owners in relation to it. This
includes the position of CG within the jurisdiction’s system, the availability of
enforcement and remedies, the role of the board, the role of shareholders, controls on
gateways, and the position of non-local companies.

Section 3.1.2 "Trends in regulating CG standards” observes that the different ways in
which CG standards are regulated and developed is both driven and constrained by the
approach to developing legal and regulatory infrastructure as well as political, conceptual
and cultural factors. In addition to the fundamental differences between common law
and civil law systems, different jurisdictions also engage different concepts of the nature
of the corporation and the role of its managers and owners that impact on the approach
to CG.

Section 3.1.3 "The role of culture” introduces the position that culture plays in a CG
system. While CG culture has since the 2008 global financial crisis received much more
attention, the question of how to measure, assess, regulate or influence CG culture
remains under discussion.

Section 3.1.4 "The methodology of assessment” identifies some fundamental issues,
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and common though possibly mistaken approaches, in relation to measuring the
effectiveness of CG. Whether one is considering measures of corporate performance or
formulating policy development it will always be relevant to understand how to
differentiate between compliance with a regulatory requirement and achieving a desired
outcome or objective - two matters that are commonly conflated by mistaking the rules
for the objectives they set out to achieve.

Sections 3.1.5 “Cost-benefit considerations” and 3.1.6 “Maintaining competitiveness”
discuss interrelated concerns that consider the topic of CG from macro perspectives.
Both Sections recognize that CG is ultimately part of a wider market system that a CG
system must serve.

Section 3.1.7 “Effectiveness” follows on from the preceding Section to consider the
potential disjunct between a right-minded principle, the practice that in fact
subsequently evolves in response, and the outcome that eventuates. Closing out such
disjuncts should be an objective of any CG system, failing which there is a risk that box-
tick compliance with a CG rule or principle can in effect become a false validator of the
behaviour actually undertaken. Similarly, CG policy development must be astute to the
real as opposed to apparent effectiveness of CG regulations to ensure they do not
operate as a distraction from the objective sought to be achieved. In the absence of
addressing the foregoing, it is observed that the imposition of additional CG rules or
principles can be counterproductive.

Analysis Sections

The question of how best to group together the key observations made by this study is
open to different approaches. It goes without saying that the concerns that drive the CG
debate do not fit into a neat and mutually exclusive taxonomy but are fundamentally
interactive. For example, the transparency of corporate information to shareholders is
essential to the ability of a shareholder to meaningfully exercise their voting rights,
which in turn depends on the extent to which applicable laws, regulations and practices
in @ market empower and protect them. The latter includes the ability, both in theory
and in practice, to seek legal redress where there has been wrongdoing. How one divides
up the CG discussion therefore to some extent depends on the purposes for which the
discussion is undertaken. There is no single “correct” taxonomy.

Section 2.1.1 has set out the approach taken, for the purposes of this study, of how
“good CG” is to be understood and the five key variables upon which good CG is
dependent. Together with the particular problem of dealing with non-locally incorporated
companies, this forms the layout of this section, although in many places it would be
open to discuss a particular item of interest under one or another of the following
headings.

Section 3.2 "“Non-locally incorporated companies” considers the application and
enforcement of CG standards to companies that are established in a jurisdiction other
than the market on which its shares are primarily traded.

Section 3.3 “Information” considers the mechanisms that promote the timely
acquisition and disclosure of CG-related information to shareholders, and to the board
itself.

Section 3.4 “Involvement” considers shareholder involvement in decision-making and
what circumstances enable or trigger their involvement.

Section 3.5 “Equality” considers the basic voting rights of shareholders in a company.

Section 3.6 “Accountability” considers the mechanisms by which management
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accountability to shareholders is established.

Section 3.7 “Effectiveness” considers elements of the CG system design relevant to
procuring desired behaviour and deterring behaviour considered inconsistent with good
CG. Many of the concerns of previous Sections depend on the support of the system in
this regard.

The final Section 3.8 “Coda” serves to wrap up the analysis as a segue to Section 4
“Recommendations”.
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3.1 Overarching considerations

Introduction

The discussion in this Section 3 is necessarily subject to a raft of considerations as
regards the wider context in which CG standards are developed, acts are performed (or
not performed) and responses and consequences assessed. While it is not a primary
purpose of this Report to undertake a detailed examination of this wider context, it is
appropriate to provide some commentary as a means of better illuminating the analysis
in Sections 3.2 to 3.7. The balance of this Section 3.1 discusses:

thematic topics that have been identified from the key differences and
observations of interest, a subset of which have led to recommendations (Section
3.1.1);

the trends in regulating CG standards across the jurisdictions studied (Section
3.1.2);

the role of culture in putting CG standards into effect (Section 3.1.3);
assessing the costs and benefits of regulation (Section 3.1.5);
the importance of maintaining competitiveness (Section 3.1.6);

the methodology by which good CG is measured and how this feeds into the
development process (Section 3.1.6);

how effectiveness should be approached (Section 3.1.7).
3.1.1 Thematic topics

The topic of shareholder rights, remedies and protections, and the position of overseas
companies listed in Hong Kong naturally brings within the reach of a comparative study
of CG a number of considerations that range from the regulatory architecture of the
jurisdiction, to the specific provisions of the system, to the cultural context against which
the foregoing must be read. The 3 C’'s of the investor base in each jurisdiction -
composition, CG culture and characteristics - is a relevant factor in relation to each of
the foregoing.

Thematic topics that have been identified from the key differences and observations of
interest, a subset of which have informed the discussion in Sections 3.2 to 3.7 and the
recommendations in Section 4, are as follows.

The CG system:

The fundamental design of the CG systems studied vary in important ways that have an
impact on the more specific tools used to implement good CG, as further discussed in
Section 3.1.2 "Trends in regulating CG standards”. This includes factors such as:

the presence or absence of a dedicated CG standards body;

the basis of the model being shareholder-centric as compared to board-centric;
and
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the extent of gaps and overlaps in the oversight and development of CG.

The comparative roles of the exchanges, the industry regulator and oversight and review
bodies, and their structural position within the regulatory architecture and legal system,
are notably different, and this has an impact on the means by which CG standards are
developed as well as the available mechanisms of enforcement. A good example of this
can be seen when one compares the systems in the United Kingdom (UK) and the United
States. Although the UK’s Financial Reporting Council (FRC) performs an important CG
standard-setting role that is entirely non-statutory, decision of the Financial Conduct
Authority (FCA) to incorporate, by reference, FRC CG standards into the listing rules
serves to create potential legal consequences for certain types of breaches of those
standards - while the architecture does not itself provide for CG standards, the regulator
is sufficiently empowered to bring about that consequence. In contrast, in the United
States (which does not possess any CG-standard setter equivalent to the FRC) CG
standards are primarily developed and enforced by Federal and State mechanisms that
include legislative bodies, courts and the statutory regulator the Securities and Exchange
Commission (SEC) - while the listing requirements set by the exchanges do impose CG
standards, they are only introduced with the approval of the SEC and are typically
dovetailed with other requirements that bring them within the scope of Federal liability.
Hong Kong is different yet again - unlike the UK the listing rules in Hong Kong
themselves set out CG standards, the Securities and Futures Commission (SFC) as
statutory regulator has powers over the listing rules similar to the SEC, but unlike either
the SEC or the FCA the SFC’s powers in relation to breaches of the CG standards are
relatively limited. Development is also particularly prone to the characteristics the 3 C’s
of the investor base and the influence they are able to exercise on the development
process, and at what stage of the process their influence bites.

Enforcement / remedies

The degree and types of power given to regulators and the presence or absence of laws
and regulations that can be and are actively enforced varies considerably across the
jurisdictions. The prospective liabilities vary considerably, ranging from relatively less
severe sanctions such as private or public censures, to director disqualification, fines in
limited or unlimited amounts, trading suspension, shareholder compensation, and
criminal offences. The body that is empowered to impose the same also varies, from
regulatory agencies, to administrative tribunals, to the courts. The SFC has less power
than some of its leading international counterparts, certainly less than either the FCA or
SEC, for example, as regards the power to make regulatory law and to impose
administrative sanctions. The powers of the regulatory bodies also vary in relation to the
origination and enforcement of listing rules, as shown in the following Table:

Issues CG Issues listing | Approve Enforces
Code rules listing rules listing rules
SFC No Can, though Yes Only indirectly
not in practice
FCA No*’ Yes N/a Yes
SEC No No Yes No
CSRC Yes No Yes Yes
MAS Yes No Yes No*®

One might expect that where an enforcement agency has weaker powers this is
compensated by shareholders having greater powers, however, this is not the case. The
ability of shareholders to bring an action, and the basis on which an action can be

*7 The UK CG Code is instead issued by the UK’s Financial Reporting Council
8 Except continuing disclosure covered by s 213 Securities and Futures Act (Cap. 289) (SFA))
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brought vary considerably — here some emphasis must be lent to the ability to bring an
action in practice, not merely the enabling laws. An important distinction in this regard is
the availability of some form of collective redress. The class action lawsuit in the United
States is regarded by the Organisation for Economic Co-operation and Development
(OECD) as an effective “ex-post means of redress”.*® The UK has also has introduced,
since 2000, group litigation orders, although they operate as a case management tool
rather than as a class action right per se. Mainland China has introduced very similar
joint litigation adjudication procedures. Shareholders in Hong Kong have a range of
remedies available under the law but do not have access to any means of collective
redress. The Table below provides a brief comparison of the jurisdictions studied:

Collective Civil action for | Derivative Derivative
redress for damages for action - action -
breach of breach of foreign domestic
securities law | securities law | companies companies

HK No Yes Yes Yes

UK Yes®? Yes Yes Yes

United States | Yes Yes Yes Yes

Mainland Yes’! Yes N/a Yes

China

Singapore No Yes No Yes

From the point of view of an issuer and its directors, the foregoing considerations
provide a form of risk map in different jurisdictions of not engaging in good CG practices.
This profile also may evolve over time as regulators shift their enforcement priorities. It
also appears to evolve in response to the perception of imminent danger, that is,
whether an enforcement action is likely to be meted out swiftly or subject to lengthy
procedures that may take some years before it is finalized. Timeliness (and to some
extent the inevitability) of enforcement actions varies significantly across the
jurisdictions according to a number of factors including the mechanism of enforcement
(for example, a fine swiftly imposed by a regulator as opposed to a tribunal or court
after a more lengthy process) and the CG culture and accessibility to legal
representation.

Board processes

While all the jurisdictions studied give considerable importance to the processes by
which the board undertakes its responsibilities, the particular means by which this is
managed toward improved CG standards varies. This includes matters such as: the
degree to which executive remuneration is managed by processes internal to the board
or by shareholders; the requirements attaching to director education and induction; the
frequency of director re-election; whether the board should be subject to self-evaluation
and, if so, whether this should be an internal or externally facilitated process; the other
mechanisms of internal control required to be implemented by the board.

The role expected to be undertaken by the board member has always been subject to
progressive change. Over recent years it has become more clearly understood that the
directors need to interrogate the business and ask the difficult questions. However, the
operations of the boardroom remain something of a black box. The increasing frequency

49 Lack of Proportionality Between Ownership and Control, OECD, December 2007, 42

0 Group litigation orders

5! Joint litigation - as discussed in Section 3.6.1, a pre-condition imposed by the rules of the court in respect of
a securities civil compensation suit is that the CSRC must have issued a relevant sanction or the court a
relevant judgment
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of boardroom matters becoming items of front page news is causing a wider range of
shareholders (and regulators) to ask who appoints and removes the board, and what
transparency over board functions stakeholders are to be provided with.

A feature of all jurisdictions is the recognition that independent directors are an
important component to board effectiveness. However, the details of their role and by
what means they are to be empowered or held accountable is an area of considerable
variance across the jurisdictions, including: how independent directors are appointed;
how their independence is to be assessed; what roles they are expected to perform on
sub-committees of the board; and whether or not their function is restricted to be an
internal one that solely reports to the board. Of these issues, independence and
competence of independent directors are of considerable interest, particularly as they
directly impact on the ability of the individual to properly perform the role expected of
them. An important differentiator is the extent to which independent directors are
appointed and undertake their functions pursuant to mandatory requirements (at law or
non-statutory regulation) or non-mandatory recommendations, and this has a
consequential knock-on effect as to their liabilities where they do not properly undertake
their role.

Shareholders

Closely connected to the foregoing topic, all jurisdictions are evolving new approaches to
bringing better mechanisms of board accountability to shareholders. The means by
which this is pursued on an ongoing basis is primarily through two mechanisms: the
disclosures required to be made to shareholders, and the occasions on which
shareholders are able to exercise their voice and their vote. A notable distinction across
the jurisdictions is the attitude toward the voting rights attaching to shares, including
what rights are permitted to be created and sold into the market as well as the
circumstances in which public regulatory considerations are permitted to override the
private rights that may otherwise be created and attach to shares.

A third mechanism, relevant on an event-driven basis, is the ability to bring a legal
action against directors engaging in poor CG practices and whether or not breaches of
non-statutory regulations amounts to some form of misfeasance relevant to legal
remedies.

In each case, it is recognized in all jurisdictions that information disclosure through
appropriate shareholder communication is essential to shareholder protection and the
exercise of shareholder rights.

Gateway controls

While the different jurisdictions recognize that the CG practices of an issuer may
(legitimately) vary considerably, different approaches are taken to the controls placed on
issuers being admitted to the market, and the controls placed on information being
released into the market. Ex ante controls are generally regarded as more cost effective
than relying on ex post actions, however, the nature of the regulator’s role in ex ante
controls vary widely, in part reflecting their position in the legal and regulatory
architecture as well as their preparedness to exercise their incumbent powers. There is
also an apparent relationship between ex ante and ex post actions — where steps taken
in relation to the former have failed to be effective, increased recourse may need to be
had to the latter.

Non-local companies

The position of non-local companies in each jurisdiction varies across a number of
dimensions including: what listing rules are to apply (or be disapplied); the means by
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which directors are brought under responsibilities on par with directors of local issuers;
the protections afforded to shareholders, including in particular the exercise of their
voting rights; and the enforcement mechanisms in practice available in respect of each
of the foregoing.

3.1.2 Trends in regulating CG standards

The specific means by which CG standards are regulated has developed in quite different
ways in the jurisdictions studied. This is both driven and constrained by the approach to
developing legal and regulatory infrastructure as well as political, conceptual and cultural
factors. This includes the ability as well as the likelihood of enforcement whether by an
enforcement agency or by a shareholder and, consequently, the extent to which CG
standards are in their application established by the law courts (or statutory tribunals)
and behaviour is driven by the perceived risk of liability.

Significant differences arise when considering the approach in the UK compared with
that of the United States. In the UK the guiding consideration has been an across the
board move in the area of financial regulation toward a statutory basis of regulation.
Indicia of this includes the creation of the U.K. Listing Authority (UKLA), which moved
regulation of listed issuers from the exchange to a statutory body, and the introduction
of a twin peaks model of regulation. The regulator in the UK has significant powers of
enforcement that are in general backed by a clear mandate of Parliament and the
industry generally.

Whereas in the UK a strong shareholder-centric model drives the approach to CG
standard setting, the United States is driven by a different concept of the relationship
between company and shareholder that is far more board-centric. A guiding
consideration in the United States is the likelihood of challenge in the law courts. This
applies not only to shareholders seeking redress but also to the regulators, primarily the
SEC, in the exercise of its statutory powers. This will involve both State law/courts and
Federal law/courts, respectively. Viewed through the lens of the court, there appears to
be significantly less alignment of attitudes toward the proper scope of CG between
lawmakers, regulators and the market. This means that while the SEC has considerable
power to create regulatory law, often as a result of a direct mandate from Congress in
the form of primary legislation, it may encounter difficulties in implementing new rules
that the FCA is unlikely to experience owing to the different cultural climate. However,
the mandate of the SEC under the 1933 and 1934 Acts in relation to securities offerings
and disclosures and its power over the stock exchanges in general remains a more
robust source of regulating the disclosure element of CG. The critical intersection in this
regard is standards set by the exchanges that are required to be reported on thereby
bringing disclosures within the framework of Federal securities law.

In Hong Kong, the CG model is based on a shareholder-centric approach inherited from
the UK during its period as a British colony. Development of CG standards revolves
around the relationship between The Stock Exchange of Hong Kong Limited (SEHK) and
the SFC, the powers of the SFC, and the position of shareholders both culturally and as
regards their empowerment under the law. Dealing these in reverse order, although
Hong Kong law creates a number of avenues through which shareholders can seek
redress, court action is rare as a result of both cultural factors as well as the practical
difficulties of bringing cases. Unlike the UK, breaches of disclosure requirements under
the listing rules in Hong Kong are incapable of giving shareholders the right to a
damages claim, unless some other breach of law is involved. The SFC’'s enabling
legislation gives it the power to introduce subsidiary legislation,®? however, that power is
not used in relation to CG standard setting. This reflects, in comparison to the position in
the UK and in some ways more similar to position in the United States, a degree of non-

2 Subject to the negative vetting of the Legislative Council
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alignment of attitudes between lawmakers, regulators and the market. The dual
responsibilities model of regulatory oversight of listed issuers in fact positions the SEHK
as the primary setter of CG standards, subject to the SFC’'s oversight. However,
disclosures in the securities market that may pertain to CG standards are not subject to
the same reach of the regulator, as compared to the United States, unless it amounts to
an abuse of the market> or is relevant to the SFC’'s powers to suspend, impose
conditions on, or cancel a listing under the Securities and Futures (Stock Market Listing)
Rules (Cap. 571V) (SMLR).>* Together, this currently leaves much of the detailed CG
standards set by the SEHK subject to the comparatively weak enforcement mechanisms
under its listing rules.

While the SFC has over the last several years gradually repositioned itself in the
regulatory architecture in relation to the regulation of listed issuers, something that is
largely supported by the Government, this has not been successful, again owing to the
mis-alignment of attitudes toward CG already referred to. Consequently, the SFC has
sought alternative means to impose themselves on the CG standards of listed issuers
based on their more general regulatory objectives relating to market integrity and the
protection of investors. It has taken as its cue suspicious corporate behaviour such as
deep-discounted, highly dilutive rights issues, questionable placings on Growth
Enterprise Market (GEM), and over-valued acquisitions. One mechanism is through the
SFC’s direct regulatory oversight of intermediaries that service the needs of issuers.
Here the focus has been on raising the standards of and scope of duties imposed on
sponsor work in relation to new listing applications. This includes a significant revision to
the sponsor regime in 2013, addressing concerns in relation to new listings, and the
duties of financial advisers in relation to valuation matters. A second mechanism is
through their investigative and enforcement powers in relation to listed issuers under the
Securities and Futures Ordinance (Cap. 571) (SFO). Here the focus is on bringing actions
in respect of, for example, corporate fraud, misleading financial statements, conflict of
interests, or failure to disclose inside information. However, as compared to its direct
administrative powers over licensed intermediaries to impose discipline including fines,
the exercise of its powers in relation to listed issuers is resource intensive as an action
will need to be brought before an administrative tribunal or the court. In contrast to
these derivative approaches to regulating CG standards, the powers of the FCA are much
more direct and resource-efficient.

Although Singapore’s system may also be described as shareholder-centric and similarly
based on the common law tradition, the political dominance of the PAP in Singapore
means that it can exercise considerable control over the standards setting and
enforcement powers of the industry regulator. Similarly, the dominance of the Chinese
Communist Party (CCP) in Mainland China means that there is significant political
influence on the regulator. Ironically, even though Mainland China has a civil law
tradition, which is very different from the common law tradition, the design of the power
structure within its CG regulation is remarkably similar to that of Singapore. In both
Singapore and Mainland China, enforcement of CG standards, either by shareholders
undertaking shareholder activism in general meeting, by private or regulator-driven
litigation is very rare. Thus, in both jurisdictions, regulation of CG has been largely a
matter for the regulators in their paternalistic oversight role, rather than a private affair
for shareholders to take up with directors - this trend is likely to continue for the time.
These features are absent from the UK and the United States, although Hong Kong
shareholders largely remain within a framework of regulator paternalism.

In terms of the regulatory design of its securities industry, each of the jurisdictions
studied engage different approaches to its overall regulatory architecture including
sectoral, twin peaks and super-regulator models. While each of these models has in

53 Under sections 277 and 298 of the SFO
54 Sections 6, 8 and 9 SMLR
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practice been accompanied by a different means of CG standard-setting and
enforcement, it is open to debate to what extent these different models influence the
success of CG in a particular market. This is to be distinguished from the debates on
whether some or all listing regulatory functions should be transferred to a statutory
regulator and to what extent listing rules should themselves have statutory effect,
versions of which have been implemented in the UK and Singapore.

3.1.3 The role of culture

It is not possible in the post 2008 era to discuss CG processes without also giving some
consideration to the topic of CG culture. While CG culture has always been recognized as
a fundamental issue in corporate processes, it has only been given scant attention by
regulators and has largely been overlooked by the processes of regulatory oversight until
more recently. This is possibly due to the twin difficulties of defining culture while at the
same time avoiding the risk that “culture” is used as a residual explanation when other
modes of explanation are insufficient.>>

The FRC defines culture in a corporate context as “a combination of the values, attitudes
and behaviours manifested by a company in its operations and relations with its
stakeholders”.>® In other words, it is how a company behaves in its daily operation and
how it deals with its stakeholders as influenced by the values it in practice subscribes to.
Specific discussions of “CG culture” can be undertaken either (1) at the specific level of
the corporation and the values and practices of the owners and managers of the
company, or (2) at the wider social or market context in which a company operates and
the generally accepted values and practices of all persons considered to be legitimate
stakeholders in the market, possibly encompassing not only owners and managers but
also employees, creditors, business partners, and so on. As explained in Section 2
Methodology, the scope of the present study is confined to the former more narrow
definition of CG culture.

Any assessment of CG processes must also be astute to the fundamental difference
between the bare fact of complying with a regulatory requirement, and complying with
the objective that a regulatory requirement is intended to achieve. The former is
consistent with a “box-tick” approach to compliance that in some cases can only be
discernable from the latter according to whether or not the relevant behaviour is
underwritten by an appropriate CG cultural attitude toward the objective of the relevant
regulatory requirement. Regrettably, box-ticking is often synonymous with the validation
of an act and a corresponding perceived diminution of culpability.

There is no shortage of reading material on the question of what businesses should be
doing to succeed. However, the things that go wrong with companies frequently
represent implosions where the board wasn’t doing enough and the shareholders weren't
challenging them. These are things that are going wrong inside the business, not
external factors. Examples include Volkswagen, the SONY hacking, FIFA and Wells Fargo.

The recent issues arising out of the Wells Fargo incident — which have given rise to its
Chief Executive Officer (CEO) facing a Congressional hearing - has redoubled attention to
the importance of “tone at the top”. Commenting on the board’s response to the
incident, a former chairwoman of the Federal Deposit Insurance Corporation stated:

“Unfortunately, it appears that the bank’s response was to view the problem as
employee misconduct and to fire people as opposed to looking at the supervisory

5 Sally Engle Merry “What is legal culture? An anthropological perspective”, 5 J. Comp. L. 40 2010, 41
¢ “Corporate culture and the role of boards”, FRC, July 2016, 6

Johnstone & Goo - 88 -



Report on Improving Corporate Governance in Hong Kong

chain and culture...Culture and tone at the top is exactly what the board should
be looking at.” >’

Corporate values and culture do appear to be subject to more discussions in the
boardrooms of FTSE 350 Index (FTSE350) companies.®® The FRC are taking an active
interest in understanding corporate culture and the components relevant for boards to
consider.>® However, based on the quality and profile of strategic reporting in 2015, only
one fifth of FTSE350 chairmen gave culture prominence and provided insight into the
topic with only half of these using their primary statement to emphasize the importance
of culture.®® In 2016, although 86% of FSTE350 companies’ annual reports mention
corporate culture, only 20% provide a meaningful discussion, and 48% do not clearly
communicate their organizational values. Fragmented commentaries may give the
impression that culture and values are neither embedded in nor drive CG behaviour
within a significant number of issuers, and it has been suggested that companies failing
to adequately explain their CG related objectives may indicate a possible box-tick
mentality.®!

It is of interest to note that the connection between legal liability and culture has been
recognized in the United States Federal Sentencing Guidelines for Organizations (FSG)®?
issued by the United States Department of Justice. The FSG expressly deal with, inter
alia, the compliance obligations of directors and establish criteria as to what is expected
of a director in relation to organizational culture and the promotion of ethical conduct
and a commitment to compliance with the law. This is important in view of the steady
expansion of director liability that require directors to exercise greater — and effective -
oversight of the company’s affairs. While the FSG substantively acts as sentencing
guidelines, because the laws are actively enforced, they also serve proactive purposes.
Key criteria of the FSG deal with matters such as the exercise of senior management
oversight, undertaking effective communication to employees, installing appropriate
compliance systems in relation to wrongdoing within the corporation, the consistent
application of enforcing compliance standards through appropriate disciplinary
mechanisms, and taking appropriate steps to prevent recurrence of compliance
breaches. Put together, this recognizes the reality of effective governance, namely, that
successful governance reflects a firm-wide approach - it is not something that merely
happens in the boardroom.

The conversation on culture in fact has already moved beyond “tone from the top”.
“Tone from the middle” and even “tone from everywhere” reflects the reality that
achieving cultural objectives of a company requires recognition that this is not someone
else’s responsibility.

The importance of culture is also gathering increasing attention in Hong Kong. There
have been significant developments in senior management accountability at law, notably
following the introduction of the SFO in 2003 and including, as a result of amendments
to the SFO in 2013, responsibility for systems that enable compliance with statutory

7 Gretchen Morgenston, “By Taking Back Money, Well’s Fargo Board Seems to Recall Its Role,” (27 September
2016) New York Times, Business Day

8 “Boardroom Bellwether survey of FTSE 350 company secretaries”, The Financial Times and ICSA: The
Governance Institute; Dec. 2016

 FRC, “Corporate Culture and the Role of Boards: A report of observations” 2016

%0 Grant Thornton, “Trust and integrity - loud and clear?,” (2015) Corporate Governance Review, 4: Available
at http://www.grantthornton.co.uk/globalassets/1.-member-firms/united-kingdom/pdf/publication/2015/uk-
corporate-governance-review-and-trends-2015.pdf (visited on 27 November 2016)

5! Grant Thornton, “The future of governance: one small step...,” (2016) Corporate Governance Review, 3:
Available at http://www.grantthornton.co.uk/globalassets/1.-member-firms/united-
kingdom/pdf/publication/2016/2016-corporate-governance-review.pdf (visited on 27 November 2016)

52 See United States Sentencing Commission, Guidelines Manual, and Chapter 8 -Sentencing of Organizations
(Nov. 2010)
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disclosure obligations.®®> The SFC also appears to increasingly recognize that merely
approaching CG via standard setting that is enforced when the standards are breached is
not sufficient and that it is “essential that a culture of robust corporate governance is
developed to safeguard the interests of the investing public.”®*

The importance of culture in the CG context is that in the absence of an appropriate CG
culture a company’s compliance with CG regulations may be reduced to a box-tick
approach. Where a culture of non-compliance is caused by existing shortcomings in the
value system that has been adopted, the question is how to get companies to change
the CG culture. Simply imposing another rule is not enough.

There needs to be other supporting mechanisms that work to promote change. This
might encompass externally-imposed mechanisms (such as more effectual enforcement
mechanisms), ones that are generated from within the company (such as whistle-
blowing) as well as from the market itself (such as an active and vocal institutional
investor base). It is trite to point out that changing a CG culture that leans in the wrong
direction requires considerable effort and involvement of many parties over a period of
time.

Perceived shortcomings in establishing an appropriate CG culture has in many
jurisdictions brought increased attention to mechanisms that affect the ability,
willingness and accountability of directors to prevent or deal with malpractice. This
includes boardroom practices including the roles expected of independent directors and
board sub-committees, shareholder engagement and the role of stewardship, and the
means of bringing greater accountability to executive remuneration, whether through
shareholder accountability or the imposition of clawback arrangements. These
mechanisms are discussed in subsequent Sections.

The topic of CG culture requires special consideration in relation to the abundance of
Mainland China businesses in both new and existing listings on the Hong Kong market.
Given the very different political, economic and social history of Mainland China - which
affects both management and controlling shareholders - from that experienced in Hong
Kong (or the other jurisdictions studied) it would be unremarkable to state that their
management and investor makeup is quite different, and their experiences different. For
example, a mainland unlisted business would not be accustomed to the same type of
pre-listing reporting as would be a UK unlisted company. To some extent this needs to
be qualified by observing that state-owned enterprises (SOEs) are subject to the
oversight of, and corresponding reporting to, various Government ministries.
Nevertheless, the reporting requirements of a UK unlisted company (to private equity
investors) and a UK listed company (to the public market) is significantly similar, as
compared to an SOE reporting to government ministries as compared to a public market.

The foregoing distinction is in some ways underlined in bold by comments of President Xi
Jinping that positions SOEs as primarily serving the interests of the Communist Party in
the economic realm and that they are, or should be, “party organs in leadership and
political affairs.”®® Those comments represent a significant schism from traditional
Western approaches to the role of the company and the position of CG in that regard.
Rather, the incorporation of "Western” CG board processes over the past three decades
may instead be perceived as undermining the leadership of the Communist Party.®® The
extent to which such comments interact with the realities of SOEs listed in Hong Kong
(or elsewhere) is hard to estimate. However, it has been suggested that as many as 19
SOEs listed in Hong Kong have established Communist Party committees, with powers

53 1.e. section 307G of the SFO

%4 Brian Ho, SFC Corporate Finance Division Executive Director, “Recent trends in corporate conduct - an SFC
angle”, presentation at Companies Registry Corporate Governance Roundtable, 13 March 2017

55 As reported in SCMP.com 12 October 2016. Xi Jinping is the President of the People's Republic of China

¢ per Zhang Xixian, a professor at the Central Party School, as reported in SCMP.com 12 October 2016
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enshrined in new amendments to the articles of the companies, whose function includes
advising and/or instructing the board on, inter alia, operational and strategic matters as
well as board appointments and remuneration.®” SOEs do of course remain subject to CG
requirements in the markets they are listed on. However, it is notable that the United
States-China Economic and Security Review Commission in its annual report to the
United States Congress in 2016 expressed concerns as to the nature and purposes of
state-backed enterprises.®®

3.1.4 The methodology of assessment

“The concept of governance is abstract and latent rather than concrete and
observable, and we are not sure how to proxy for this vague concept using
observable measures.”®®

There are a number of ways that effectiveness of CG and a CG regime may be assessed.
The discussions of the jurisdictions studied in the Appendices refer to many assessments
that have been made of CG performance, or CG improvements in a given market over
time. Many of these are undertaken on an annual basis, for example, as typically seen
by the UK FRC and the SEHK in relation to the UK CG Code and HK CG Code,
respectively.

Broadly speaking, the assessments tend to fall into two categories - those that measure
the percentage of CG rules (such as the CG Code) that are complied with (a “Framework
Approach”), and those that seek to measure effectiveness by canvassing the views of
stakeholders (an “Empirical Approach”). Each of these approaches is based on an
observable construct that is used as a proxy to measure the underlying concept of
governance. However, as suggested by the above quotation, this requires an assessment
of how well the construct in fact measures CG.

These measures are frequently used to inform the policy making process as regards
developing standards, as well as assessing the uptake of CG standards and the
effectiveness of measures, including but not limited to enforcement, that work to
promote improved governance. Accordingly, it is important to understand the
information provided by and the limitations of each of these different approaches to
measurement.

The Framework Approach measures how many rule-based requirements have been
complied with, where each rule is accorded an equal value. For example, this has been
done in relation to the HK CG Code as well as the UK CG Code. There are two primary
problems with this approach.

First, it glosses over the problem of box-tick compliance. This tends to make a better-
looking story than what is the reality. The UK Institute of Directors (IoD) has suggested
that such a measure of CG is “naive”,”® because focusing solely on how companies report
compliance with a framework does not consider underlying behaviour.”* The FRC has

7 Per SCMP.com article dated 30 May 2017, “The hammer and sickle are making their way into some Hong
Kong public companies” by Shirley Yam

%8 “panel urges ban on Chinese state firms buying US companies”, SCMP.com 17 Nov 2016: Available at
http://www.scmp.com/news/china/economy/article/2046785/panelurges-
ban-chinese-state-firms-buying-us-companies?edition=hong-kong

% B Black, A Gledson de Carvalho, V Khanna, W Kim and B Yurtoglu “Corporate governance indices and
construct validity”. European Corporate Governance Institute Working Paper Series in Finance, Working Paper
N° 483/2016, September 2016, page 2

7% Institute of Directors, “The 2016 Good Governance Report: The great governance debate continued,”
(September 2016), 9

7! per Simon Walker, IoD Director General, as reported in CCH Daily, “IoD to establish corporate governance
index,” (June 2015): Available at https://www.cchdaily.co.uk/iod-establish-corporate-governance-index
(visited on 21 Nov 2016)
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also observed the problem of companies paying lip service to CG and so have started to
take an active interest in understanding corporate culture and the components relevant
for boards to consider as mentioned in Section 3.1.3 "The role of corporate governance

culture”.”?

Second, it fails to take account of the relative importance of different CG factors to
stakeholders. A high score achieved by complying with a large number of less-significant
contributors to good CG may mask non-compliance with requirements that have an
important bearing on governance.

The upshot is that the robustness of measures of improvements in CG standards based
on an existing framework of rules is subject to significant qualifications. Accordingly,
more should not be read into them than are presented, i.e., a measure that indicates
more companies are complying with a specific requirement should not be read as
implying that this results in the company achieving the desired outcome of the
requirement, no matter how propitious that may appear.

It does of course make some basic sense to assess the relative importance of different,
measurable CG factors to stakeholders. Particularly so given the premise that good CG is
for the benefit of stakeholders. In other words, the question is to what extent has
compliance with a rule been effectively translated into practices that benefit
stakeholders.

The Empirical Approach is based on stakeholder feedback and involves a more complex
process of extracting from responses the relevant factors and assigning a weighting to
each factor. An example of this is the approach taken by the IoD, as discussed in see
Appendix II.1.1.

While it is tempting to suggest that an approach founded in an assessment of
stakeholder views yields a better measure of CG performance or, when assessed over
time, improvements in CG standards, a confounding issue is that a factor could attract a
lower score not because it is unimportant per se but because it is already sufficiently
well implemented in the culture and practices of the market.

To this one must add the problem that the results of an Empirical Approach will be
significantly dependent on the profile of the stakeholder population that participates in
the study, and this will typically lean toward institutions and away from the retail
viewpoint. This bias will be material where retail investors are either significant
participants in a market (whether by trading volume or share ownership) or are in need
of greater protection.

Underlying this discussion therefore is a more fundamental one: to what extent should
CG standards be developed based on a Framework Approach or Empirical Approach, or
some combination of the two? In Hong Kong, public consultation, as well as consultation
by proxy with different stakeholder groups, tends to be the normal approach to the
development of regulations, including in relation to CG. The content of consultations are
frequently though not exclusively developed by reference to developments and
discussions in other jurisdictions. Standards are often introduced because they appear to
make sense in principle. It is trite to point out that a fundamental flaw of an approach
based on right-minded concepts being laid down by right-minded individuals, is that it
can fail to deal with the reality of persons who do not share the same views. While the
drawbacks of the Empirical Approach have already been noted above, it does make some
sense to subject rules to empirical ex post verification as to how well companies are
performing on them in the eyes of stakeholders - i.e. not just measure whether the
company appears to be complying because it has complied with a rule. To fail to look

72 FRC, “Corporate Culture and the Role of Boards: A report of observations” 2016
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beyond mere rule-based compliance is to mistake the rules for the objectives they set
out to achieve.”®

It is suggested that obtaining weightings through an assessment of stakeholder views
are of informational value in relation to regulatory development and enforcement
priorities since the weightings can be used as pointers to areas where stakeholders feel
more needs to be done.

In Hong Kong, the regulators do not issue any specific assessments of CG performance
or developments, although they may do so on an ad hoc basis. Material published by the
SFC (such as its Annual Report or other research material published on an ad hoc basis)
or the SEHK may include information on CG, such as rates of compliance with HK CG
Code.

How often should measures of CG standards be undertaken, and on what basis should
they be undertaken to serve as useful guidance for further policy development? Should a
body be specifically charged with undertaking such a task and, if so, should it be
independent of the apparatus of CG policy development? As regards the latter, the
success of the market-practitioner approach to regulatory development in Hong Kong
cannot be ignored, whether or not one considers this to be the best “theoretical”
approach. Certainly, a body that is independent of the rule makers, one that was
established with a view to providing information to the rule makers, may give the review
greater weight in the market by avoiding potential conflicts of interest that arise where a
rule maker is reviewing the success of its own rules.

An issue that is fundamentally tied up in this question is the issue of corporate culture,
as already discussed in Section 3.1.3 “The role of Corporate Governance culture”
above. While giving lip service, or taking a box-tick approach, to compliance with CG
rules is recognized as a problem, there is little or nothing in the way of formal guidance
on CG culture in Hong Kong, it remaining to regulators a somewhat elusive topic that
remains embedded in now well-worn catch-phrases such as “tone from the top”, more
recently to “tone from the middle”, or “tone from every layer”. CG Culture nevertheless
is identifiable and, importantly for regulators, it is increasingly being recognized that
wrong CG culture is able to be punished if the correct ground conditions for good CG are
clearly laid out. For example, the increasing attention on hard-to-justify executive
remuneration packages coupled with greater rights being given to shareholders has
resulted in the curtailing of some corporate excesses, as discussed in the remainder of
this Section 3 and the Appendices.

3.1.5 Cost-benefit considerations

Any system of regulatory controls on a market can be considered from various angles
according to the standpoint one assumes and the interests that one wishes to prioritize
over others. One possibly neutral’* standpoint is the question of the overall cost/benefit
assessment of a regulatory system or any changes proposed to be made to a regulatory
system. This certainly includes questions related to CG standards.

Although somewhat dated, estimates (in 2005) of the “adjusted regulatory costs” in
terms of the cost of securities regulation per billion dollars of stock market capitalization
put Hong Kong and the United States on a roughly equal footing ($73,317 and $83,943,
respectively) compared with other jurisdictions - for example, the UK stood at $138,159,
Singapore at $95,406).”> On the basis of those numbers, Hong Kong is doing well,

73 For example, as pointed out by Max Weber, “The Protestant Ethic and the Spirit of Capitalism” (1904)

74 This is only “possibly neutral” since, in its application, the assessment of cost/benefit inevitably must assign
relative values to qualitatively different variables

75 John Coffee, “Law and the Market: The Impact of Enforcement” (2007) Columbia Law and Economics
Working Paper, No. 304, p 29-30. No data was provided for China
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however, the estimate predates a number of significant changes. In Hong Kong, the SFO
had only just been introduced and the period since has witnessed a significant growth in
the size of the SFC workforce, an increased level of surveillance and enforcement activity
of the SFC in part in response to a significant growth of the stock exchange and the
composition of companies listed on it. In the UK, the listing function had only been
transferred away from the exchange to the UK Listing Authority in May 2000, and a twin
peaks model of regulation later came into effect in April 2013. In Singapore, many
initiatives have been taken since 2012 that may have increased the regulatory
compliance cost. It may also be noted in Mainland China, where there have been many
legislative and regulatory changes since 2005, e.g. the Company Law 2014.

As noted, the above figures are somewhat out of date and it is not one of the purposes
of the present study to undertake an update of the same. However, the point is that any
system of CG operates within a wider regulatory framework such that proposing changes
to CG regulation will bring with it a greater or lesser impact on the overall regulatory
costs of a system.

The SEC have for a long time been subject to requirements to provide cost-benefit
analyses. However, there are different views on the overall utility of the requirement
given the delays and costs involved in undertaking the analysis as well as the selection
of the appropriate metric used to measure cost-benefit. Whether or not it is correct to
regard it as a burdensome obstacle to implementing productive change, rules
implemented by the SEC are sometimes challenged on the basis of the analysis the SEC
has undertaken. For example, the SEC’s Rule 14a-11 that was designed to facilitate the
rights of shareholders to nominate directors to a company's board was successfully
overturned on this basis, as discussed in Section 3.4 and Appendix III.7.2.

The SFC has in the past year or so been increasingly bringing focus to listed companies-
related issues such as the risks posed by corporate fraud and misfeasance, and has cited
a figure of HK$200 billion as the cost to market capitalization.”® This is not merely about
the setting or enforcement of CG standards but is very much concerned with the
establishment of effective mechanisms that enable the identification and rectification of
CG shortcomings.

When considered in terms of cost/benefit to the system, enforcement is resource
intensive and ultimately expensive, particularly when assessed against the potential
damage already done to the integrity of the market. This is perhaps one reason why
regulatory agencies, including the SFC, have increasingly been turning their attention to
gatekeeping or ex ante mechanisms, which are systemically more cost effective than
enforcement. There are a number of potential gatekeepers. For example, the SEC
regards outside directors as gatekeepers that are important links in the preservation of
quality information in the market.”” The SFC has utilized its role as an overseer of
intermediaries to increase its regulatory focus on sponsors of new listing applicants as
well as the roles performed by financial advisers to listed issuers.”® A focus of these
efforts is the quality of information and management’s role in relation to the same.”®

There are many possible approaches to improving CG standards that are consistent with
the protection of shareholders and the integrity of a marketplace. This may involve
changes to laws or regulatory requirements that impact on board processes, the
transparency, quality and timeliness of information, shareholder involvement,

7 Thomas Atkinson, SFC Executive Director, Enforcement, at the 7th Pan Asian Regulatory Summit (9
November 2016)

77 Stephen Joyce, "SEC Will Only Target Directors in Egregious Cases,” (February 2016) Bloomberg BNA, News.
78 “Circular to Financial Advisers in relation to their Advisory Work on

Valuations in Corporate Transactions”, SFC, 15 May 2017.

7® For example, see “Guidance note on directors’ duties in the context of valuations in corporate transactions”,
SFC, 15 May 2017
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shareholder rights, or any of the other matters discussed in Section 3.1.1 “Thematic
topics”. An important consideration in any of these alternative approaches must be:
what is the likelihood that the change will facilitate the objectives sought (for example,
as compared to box-ticking), and what is the overall cost to the system in light of the
benefits it is expected to deliver. Certainly, the mere addition of more rules does not,
without clear justification, represent taking a step forward.

3.1.6 Maintaining competitiveness

It is well accepted that the burdens and consequential liabilities imposed by regulation is
a general factor considered by a company in deciding where to list. This appears to be
no different when the specific topic is CG regulation, as confirmed by research
undertaken by the UK Government’s Department of Business, Innovation & Skills (BIS)
in 2013, as discussed in Appendix II.1.1. The BIS research suggested there is a general
desire among companies to maintain the status quo, rather than continually increasing
the regulatory burden. Nevertheless, there was widespread acceptance that CG
regulation and reporting is necessary and desirable for maintaining market standards
and providing investors with the required levels of transparency to generate confidence.

One of the essential metrics of assessing a CG system is therefore how well the balance
of market standards and an issuer’s regulatory burdens is established and maintained.

Where it is proposed to increase the CG regulatory burden, it is therefore appropriate to
ask what is the underlying mandate of doing so, or, to put it another way, what further
CG regulations are justifiable in view of the standards expected of the market by each of
capital users, capital providers, and the providers of liquidity to the market?

The experience of the United States post the introduction of Sarbanes-Oxley Act of 2002
(SOX) is in some ways a relevant case study that testifies to the often mistakenly held
belief that a more extensive regulatory system goes hand-in-hand with the concept of a
developed market. Introduced in 2002, SOX was an Act intended “To protect investors
by improving the accuracy and reliability of corporate disclosures made pursuant to the
securities laws, and for other purposes.”®® It introduced a number of important
provisions relating to financial disclosures including establishing the Public Accounting
Oversight Board (PCAOB), and regarding auditor independence and audit committee
governance.

However, SOX also had its consequences for the market, the most significant of which
being that it acted as a deterrent to foreign companies seeking a listing in the United
States, as well as causing others to withdraw their listing. Research suggests that while
SOX may have increased the reliability of financial disclosures, less information is
available as a result of SOX.®' It has also been suggested that business agility and
responsiveness in responding to the market has been lost, "So when directors are now
asked to do something, they respond that they have to make sure they are doing the
required certifications. Response and time go out the window."® Congressman Oxley,
one of the authors of the Act, has expressed concern that the Act may be causing
companies to be excessively risk averse for fear of breaching the Act, and that this in
turn is damaging economic growth prospects. Finally, it must be pointed out that while
SOX toughened audit and disclosure requirements, SOX “did not avert the problems that

8% preamble to SOX, 116 STAT. 745

81 3 Begley, Q Cheng, and Y Gao, “The Impact of the Sarbanes-Oxley Act on Information Quality in Capital
Markets”, 22 August 2007: Available at http://ssrn.com/abstract=1008986

82 Comments made by Professor Douglas Branson, W Edward Sell professor of business law at the University of
Pittsburgh, as reported by The National Business Review (New Zealand), July 22, 2005
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have taken place in investment banks and other financial institutions, including excessive
leverage and other reckless governance practices.”®

Another way to look at this is: what problem is affecting the conditions for free market
(e.g. agency cost, investor rationality, etc) and what rule can be designed to remove or
address this?

Any consideration of the balancing of market standards and an issuer’s regulatory
burdens must additionally consider the types of company (in other words, its
management and governance profile) that are seeking a listing (or are already listed) on
a particular market, or the types of company that a particular stock exchange seeks to
attract. The BIS research cited above also found that where companies were already
accountable through reporting to private equity shareholders, parent companies, and
industry regulators, they were not overly concerned by the additional CG burdens of
listing. Nonetheless, such companies still viewed the additional time and cost involved as
a burden.

3.1.7 Effectiveness

Distinctions between principle and practice render measuring and identifying CG
effectiveness problematic. Infrastructure (such as laws, regulations and voluntary
corporate requirements) designed to secure desired CG objectives does not, for a variety
of reasons, always result in effective implementation in practice. Effectiveness is, in
some ways, a retroactive measure of the disjunct between a right-minded principle, the
practice that in fact subsequently evolves in response, and the outcome that eventuates.

Improving effectiveness can be approached from a principles-based or empirical-based
approach. The former seeks to establish means of closing the disjunct by driving the
infrastructure toward identified problem areas. The latter seeks to identify perceived
problem areas. In this sense the two approaches are symbiotic: principles-based
approaches should strive to understand the empirical dynamics and seek appropriate
developments in light thereof. The utility of a development can subsequently be
assessed by later empirical studies and/or through argument by analogy taking specific
companies or jurisdictions that have already adopted requirements or practices that
equate to the developments.

A key hurdle in understanding CG effectiveness is what might be called the “black-box
problem”. The actual operations of a governance team (the board, its committees and
other functionalities that report to the board) are to outsiders largely a black-box into
which only partial glimpses are available. Those glimpses are in general provided by two
primary mechanisms: where disclosure of black-box events or black-box knowledge are
mandated by a law or regulation or are undertaken voluntarily; and where disclosure
emerges as evidence in proceedings before a court, tribunal or regulatory body. Both
mechanisms suffer from data issues. The former is more abundant than the latter but
there is a risk that data quality is impaired as a result of the disclosure being partial,
limited, tailored, or falsified to respond to the relevant law or regulation or other
objective sought. The latter, while providing a higher degree of certainty of being
complete and accurate, by its nature is biased to malfunctioning corporate situations
that might give a misleading picture of the entire corporate landscape - forming views
on effectiveness based on this data might suggest developments that amount to over-
regulation of healthy companies that may be unjustifiable on a cost-benefit basis.
Survey-based evidence and anecdotal evidence is available as a means of seeking to

83 S Davis, J Lukomnik and D Pitt-Watson, “Creating Responsible Financial Markets”, United Nations conference
on trade and development, “Corporate Governance in the wake of the financial crisis” New York and Geneva,
2010, page 134

Johnstone & Goo - 96 -



Report on Improving Corporate Governance in Hong Kong

bridge between the former and the latter, although such evidence, particularly anecdotal
evidence, is subject to limitations.

The effectiveness of rules can also be counterproductive where they operate as a
distraction from the objective sought to be achieved. This may occur as a result of
directing attention to ensuring all the boxes are ticked rather than addressing the
substantive matter. The rule can in effect become a false validator of the behaviour
undertaken. Accordingly, effectiveness should also take into account whether the
objectives of a law or regulation (or one that is proposed) is able to be effectively
monitored and enforced — where this is absent, there is a clear risk that compliance with
the requirement gives a sense that something is being done to achieve a public objective
when the objective is not necessarily being achieved. In this sense, such rules may work
to remove or lessen sense of personal/corporate culpability.

The comparative approach to understanding the effectiveness of Hong Kong’'s CG

regime, as undertaken in this study, is primarily driven by evidence from other
jurisdictions in view of the themes and trends and other matters discussed above.
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3.2 Non-locally incorporated companies

Introduction

An international financial market requires an environment that attracts the involvement
of foreign players. From a CG perspective, this presents the issue of how to conform the
CG standards of a non-locally incorporated issuer to meet or exceed local standards.
Fundamentally, a non-locally incorporated company is primarily governed by the laws of
the place of its incorporation, which may provide for obligations on directors and
shareholder rights and remedies that differ from the local market. Each of the
jurisdictions studied engage different methods of bringing a foreign issuer under its own
CG system (Section 3.2.1), and dealing with the enforcement of those standards across
jurisdictional borders (Section 3.2.2).

3.2.1 Application of local laws and regulations

Different jurisdictions approach differently the question of what local laws and
regulations apply to companies incorporated in another jurisdiction (“foreign companies”
or “foreign issuers”) and how to effectively bring foreign companies within an acceptable
enforcement regime in respect of the same. As regards specific CG standard-setting,
much will depend on the legal nature of the standard, i.e. whether it is a statutory
requirement, a regulatory requirement with statutory enforcement options, or a purely
regulatory requirement with consequences for breach restricted to regulatory sanctions).
In the Sections that follow, it is necessary to remain alert to these distinctions, which will
impact on the type and effectiveness of enforcement options.

Companies legislation and related requirements

In the UK, the disclosures required of listed issuers had previously depended on their
place of incorporation. UK incorporated issuers are subject to the Companies Act 2006
(Cap. 46) (CA 2006) and to the UK CG Code. The CA 2006 introduced the requirement
for business reviews, which was later to be replaced in 2013 with the annual strategic
report, as discussed in Appendices II.3.2 and II.7.2. However, at that time foreign
companies did not have to comply with the UK CG Code® and only 45 out of 171
overseas companies that had a primary listing had voluntarily to comply.®® These gaps
were significantly reduced as a result of changes to the listing rules in April 2010.%¢
Provisions of the FCA’s listing rules and Disclosure and Transparency Rules (DTR) when
read together with the requirement of the UK CG Code Main Principle C.2 represent
important, though partial, extensions of the foregoing disclosure requirements to foreign
companies, albeit only those with a Premium Listing.

The UK listing rules, LR 9.8.7 R, requires foreign incorporated issuers with a Premium
Listing to state how they have applied the Main Principles of the UK CG Code and
whether or not they have complied with the provisions of the UK CG Code throughout
the reporting period. The Main Principle in C.2 states “The board is responsible for
determining the nature and extent of the principal risks it is willing to take in achieving
its strategic objectives. The board should maintain sound risk management and internal
control systems.” This is a lesser requirement than that applying to UK incorporated

84 R 9.8.6 R, which requires compliance with the UK CG Code, previously only applied to UK incorporated
companies. See Appendix C.4.

85 Andrew Chambers, Chambers’ Corporate Governance Handbook (Haywards Heath: Bloomsbury Professional
Ltd, 2014), p488.p 488

8 On 6 April 2010 issuers that previously had a primary listing on the London Stock Exchange became known
as a Premium Listing and those with a secondary listing became known as a Standard Listing
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issuers, which are subject to the CA 2006 requirement to produce an annual directors’
report and strategic report, and if they have a premium listing they will additionally be
subject to LR 9.8.6(3) R, which requires the annual report to include a statement by
directors as to the current prospects of the company, including identifying the principal
risks, and as to whether they have a reasonable expectation that the company will be
able to continue in operation and meet its liabilities as they fall due over the period of
their assessment.®’

Requiring a foreign company to explain how they have complied with Main Principle C.2,
in @ manner that would enable shareholders to evaluate how the principles have been
applied,®® does serve to reduce, although not eliminate, the disclosure gap between UK
and foreign companies with a Premium Listing. Whereas the provisions of the CA 2006
are mandatory law, the provisions of the UK CG Code are only subject to a lesser comply
or explain standard. However, FCA Rule DTR 7.2.5 R requires companies to describe the
main features of the internal control and risk management systems in relation to the
financial reporting process. Breaches of the disclosure requirements are actionable by
the FCA and investors may seek damages.

While this development in the listing rules served to reduce the different standards
expected of Premium Listing issuers according to their place of incorporation, the
required standards remain different across Premium and Standard Listings, the latter
category representing issuers with a secondary listing in the UK. Furthermore, other
provisions in the CA 2006 such as the provisions on statutory derivative action and
unfair prejudice still do not apply to foreign companies that are listed on the London
Stock Exchange. However, the listing rules do give investors the right to bring an action
for damages where there have been mis-disclosures by the issuer, irrespective of their
place of incorporation.

In Singapore, the SFA gives statutory backing to the listing rules, which gives
enforcement powers to the MAS and Singapore Exchange (SGX) and standing to bring a
legal action to any person aggrieved by a breach of the listing rules (see Appendix
V.2.1). On the other hand, the Companies Act (Cap. 50) (CA) only applies to locally
incorporated companies. This means that derivative action and unfair prejudice remedies
are only available to shareholders of overseas companies under the common law (see
Appendix V.7.1).

In the United States, Federal legislation and regulatory law will generally apply to foreign
companies unless it is regarded as a foreign private issuer (FPI). As discussed in
Appendices 1I1.3.2, II1.3.4, and II1.8.2, a company will be regarded as an FPI according
to the degree of its connection with the United States including the ownership of shares
by United States residents and the location of its officers and assets. These tests are not
dissimilar in nature from those used when determining whether a SEHK listed issuer is
subject to, and hence whether its shareholders receive the protection of, the Hong Kong
Code on Takeovers and Mergers. Where a United States issuer is regarded as an FPI,
certain registration and disclosure requirements will not apply, including, for example,
Regulation FD (Fair Disclosure). The situation is more complex for the application of
Dodd-Frank and which CG provisions of the Exchange listing rules are to be applied or
disapplied. In general, both New York Stock Exchange LLC (NYSE) and National
Association of Securities Dealers Automatic Quotation System LLC (Nasdaq) allow FPIs
the flexibility to follow their home country CG practices, though they may choose to
voluntarily comply with the domestic CG standards. However, in each case the issuer

87 Provision C.2.2
83 9.8.6(5) R
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must give a disclosure notice that sets out the significant differences®® and remain
subject to the audit committee requirements.*

All issuers in Hong Kong are generally subject to the same CG standards under the
listing rules, including the HK CG Code, irrespective of their place of incorporation.
However, the position of domestic and foreign issuers under the Companies Ordinance
(Cap. 622) (CO) and certain other regulations that impact on CG is not the same. As
discussed in Appendix I1.4.1, although a non-Hong Kong incorporated issuer is not
subject to the statutory directors duties under the CO, the listing rules provide that
directors of non-Hong Kong incorporated issuers are expected to meet the same
directors’ duties of skill, care and diligence to a standard commensurate with that
established under Hong Kong law.’* In furtherance of this requirement, directors are
required to give an undertaking to the SEHK to comply with the listing rules and the
Hong Kong Code on Takeovers and Mergers (and certain provisions of the SFO) to the
best of their ability.®> Other provisions of Hong Kong law and regulations that impact on
director responsibilities need to be considered separately, for example, the CG
protections afforded by the Code on Takeovers and Mergers depends on whether an
issuer (and so its directors) is determined as subject to the Code according to a set of
non—%ﬁhaustive tests,”® which may vyield a different determination at different points in
time.

As regards annual reporting obligations of the issuer, the Hong Kong regime bridges the
gap via two routes under the listing rules. Locally incorporated issuers are subject to the
CO, which requires a directors’ report.”> Although this only applies to Hong Kong
incorporated companies, both domestic and non-Hong Kong incorporated issuers are
subject to the mandatory financial disclosure requirements of Appendix 16 of the listing
rules, which specifies that annual reports must include, inter alia, a directors’ report that
complies with the CO.%® This requires a description of the principal risks and
uncertainties facing the company and an indication of likely future development in the
company’s business.”” In this regard, Hong Kong does a better job than the UK at
levelling the financial disclosure obligations of issuers as regards the requirements of
domestic companies legislation subject to the caveat that a breach by a non-locally
incorporated issuer of the Appendix 16 requirement is merely a breach of the listing
rules and as such would not carry the same consequences as a breach of the DTR
requirement concerning internal control and risk management systems. This reflects a
difference in the UK and Hong Kong systems as regards the enforceability of the listing
rules (see further below).

As compared to other jurisdictions, Hong Kong law provides strong shareholder
protections against director mismanagement insofar as the CO provisions on statutory
derivative actions apply to non-Hong Kong companies that have a place of business in
Hong Kong - because this includes having a share transfer or registered office in Hong
Kong this will cover all listed issuers in Hong Kong. Section 732 of the CO provides that
shareholders can, with leave of the court in Hong Kong, bring unfair prejudice

89 NYSE section 303A.11 statement of significant differences disclosure and section 303A. 12; Nasdaq Rule
5625 Notification of Noncompliance. See Latham & Watkins LLP, "The Latham FPI Guide: Accessing the US
Capital Markets From Outside the United States,” (2015) 2015 Edition, 133-134

9 Rule 10A-3 under the Securities Exchange Act of 1934; NYSE Rule 303A.06; Nasdaq Rules 5605 (c) (3) and
5605 (c)90. See Daniel Bushner, Richard W. Kosnik, and J Eric Maki, “Foreign Private Issuers of Equity
Securities in the United States,” (2012) JonesDay, 33-34

°! Main Board Listing Rules (MBLR) 3.08

92 MBLR Appendix 5 Form B Part 2

93 Introduction, para 4.2

9 For example, see the decision of the Takeovers and Mergers Panel in relation to SouthGobi Resources
Limited, 24 June 2014

9 5. 388 and Schedule 5 CO

9% MBLR Appendix 16, para 28. The report must comply with the Companies (Directors’ Report) Regulation (cap
622D)

97 Schedule 5, CO
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proceedings against directors in the name of the company by way of statutory derivative
action, including in respect of non-Hong Kong incorporated listed issuers. One case has
already been successfully commenced under this provision against a listed issuer
incorporated in the Cayman Islands.®®

Interests of directors

Under the Hong Kong CO, sections 536(2) and 540 require directors and shadow
directors of public companies to disclose the interests of any entity connected with the
director or any shadow director. This facilitates the oversight of director interests in
company transactions, arrangements and contracts. This requirement is higher than the
corresponding provision of section 182 of the CA 2006 in the UK. This reflects a
particular feature of Hong Kong, which is characterized by considerable
interconnectedness, often complex and convoluted, among family-controlled and other
dominant shareholders of listed companies. However, these requirements do not apply
to non-locally incorporated companies. Instead, the gap is managed by listing rule
requirements. This brings the discussion back to a point already touched on, namely, the
standing of the listing rules and the consequences of breaching them. The sanctions
associated with breaches of the SEHK’s listing rules are weaker than those available in
the UK, in particular as regards the right of a shareholder to bring a claim for damages.
The relevance of an effective enforcement regime is discussed below.

Disclosures generally

The two boards operated by the SEHK, and the issuers listed on them, whether by way
of primary or secondary listing, and wherever incorporated, are subject to the HK CG
Code that applies to the relevant board on which they are listed. While, for regulatory
purposes, this approach equalizes the disclosure position across all issuers, the
consequences for breach by non-Hong Kong incorporated issuers is in general limited to
the disciplinary sanctions available to the SEHK (for a discussion see Appendix 11.7.2),
which are regarded as somewhat toothless. There are nevertheless two important
differences between the approaches in the UK and Hong Kong. First, breaches of the HK
CG Code can only be committed in respect of disclosure requirements, not with regards
to the substantive provisions of the Code. In the UK issuers with a Premium Listing will
breach the Code if they fail to apply the Main Principles and report to shareholders how
they have done so (issuers with a Standard Listing are subject to the same requirements
unless they choose to opt out). Second, in contrast to the limited sanctions for breaches
able to be imposed by the SEHK, because non-compliance in the UK amounts to a
breach of listing rules that have statutory backing, the sanctions able to be applied by
the FCA include the power to fine, and investors may have a civil right for damages
where there has been a disclosure problem.

Although Singapore’s Securities and Futures Act does not apply to companies not
incorporated in Singapore, it does apply to companies listed on the SGX, whether
incorporated locally or otherwise. Most CG provisions, e.g. disclosure of shareholding
interest by substantial shareholders, directors and CEO, disclosure by corporations,
insider dealing, compliance with listing rules etc apply to corporations see Appendix
V.8.1). Furthermore, the listing rules apply to all listed companies regardless of their
place of incorporation. This is similar to Hong Kong, except in Singapore the provisions
on continuing disclosure obligations (s 203 SFA) in the listing rules can be enforced by
the MAS under s 232 SFA (see Appendix V.1.6). This contrasts with the position in Hong
Kong where the continuing disclosure obligations regarding inside information have only
been able to be enforced by the SFC directly following their removal from the listing
rules to Part XIVA SFO in 2013. However, the residual continuing obligations in the Hong

% See Yu Yuchuan & Ors v China Shanshui Investment Company Limited (HCMP) 360/2015, which involves
China Shanshui Cement Group Ltd (0691.HK)
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Kong listing rules remain enforceable only by the Hong Kong Exchanges and Clearing
Limited (HKEX), unless they amount to, for example, director misfeasance.*®

Enforcement of listing rules

One of the issues that must be touched on in relation to the foregoing is the question of
the legal status of the listing rules and how this affects their application to locally and
non-locally incorporated issuers. The relevance of an effective enforcement regime was
discussed in Section 3.1.7 “Effectiveness”. Where listing rules have been given
statutory effect, as has been done in the UK and Singapore, it means that the closure of
any gap between laws and the listing rules will be more effective insofar as the
mechanisms of enforceability will be established in the law. It may also create rights for
shareholders affected by wrongdoing. The question of statutory backing is an important
topic, and this is returned to in Section 3.7.3 “Enforcement agencies”.

Reference is also made to Section 3.3.1 “Legal status of CG disclosures” which
considers the enforceability of listing rules by regulatory agencies and alternatives for
supplying a measure of legal backing to requirements of the listing rules.

Reconciling foreign laws and domestic regulations

Domestic, non-statutory codes are in general neutral as to the place of incorporation of
the issuer, subject to the caveat that complying with a domestic regulation must not be
in breach of the law of the place of incorporation of the issuer. In the UK, a listed
overseas company must comply with disclosure requirements only in so far as (1)
information available to it enables it to do so, and (2) compliance is not contrary to the
law in its country of incorporation.!®® Where applicable, a listed overseas company must,
if required by the FCA, provide a letter from an independent legal adviser explaining why
compliance with LR 1.4.2 is contrary to the law of its country of incorporation.®?
Whereas DTR 7.2 only requires UK incorporated companies to provide corporate
governance statements, LR 9.8.7A R extends this to foreign issuers, save for companies
that are required to comply with similar provisions imposed by a European Economic
Area country.%?

In Hong Kong, the problem of incompatible laws and listing rule requirements is
primarily addressed by the SFC/HKEX "“Joint policy statement regarding the listing of
overseas companies”,'®® the objective of which is to preserve high standards of
regulation, enforcement and corporate governance, and the related country guides.
Overall, this approach appears to have served its purposes well.

Very few issuers listed in Hong Kong are incorporated in Hong Kong, and this means that
the law of the relevant foreign jurisdiction will govern the calling of shareholder
meetings. While historically this was dealt with by only allowing listing applications from
companies incorporated in jurisdictions with equivalence in this regard, since 2007 the
SEHK has allowed a wider range of jurisdictions as being acceptable. LR 19.05(1)(b) of
the SEHK’s listing rules require overseas issuers to provide standards of shareholder
protection at least equivalent to Hong Kong. Where the applicable home jurisdiction law
does not provide such protections, then the company will need to amend its articles to
provide equivalence to the Hong Kong CO in this regard.®*

9 Such as is provided for in s. 214 SFO

10 R 1.4.2. R

01 R 1.4.3.R

102 TR, 1B.1.5A

103 The most recent version being issued 27 September 2013

104 SFC/HKEX “Joint policy statement regarding the listing of overseas companies” 27 September 2013, para 39
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As further discussed in Section 3.4.2 “Shareholder votes”, the ability of shareholders of
companies in the United States to meaningfully exercise their rights is subject to some
complication due to the proxy statement process. Delaware is an interesting case study
for the purposes of equivalence to standards in Hong Kong (in connection with
applications for listing on the SEHK) given that it is an acceptable jurisdiction for the
purposes of listing on the SEHK. Although the SFC and HKEX regard Delaware
shareholder protection standards as not materially different from Hong Kong’s, before a
Delaware incorporated company could be regarded as giving shareholders rights
equivalent to those in Hong Kong it remains necessary for it to establish that members
have the right (1) to convene general meetings and add resolutions to the agenda and
(2) to speak and vote at meetings, and this may require amendments to the company’s
articles.'® This requirement overcomes a problem that shareholders of many Delaware
companies have yet been able to bridge - in that sense, should a Delaware-incorporated
company list in Hong Kong it would operate to a higher level of CG standards than do
many other Delaware companies. This reflects a higher expected standard in Hong Kong.

Mainland China does not have foreign companies listed on its stock exchanges, so does
not have to deal with these problems. However, many of its companies, whether
incorporated in Mainland China or off-shore jurisdictions, are listed in Hong Kong,
Singapore, London and New York, and there have been some serious concerns as to the
CG standards of certain of these companies.!®® As a result, Mainland China does need to
consider ways in which the regulators in Mainland China can assist foreign regulators to
enforce foreign standards. Where the Mainland companies are also listed in the stock
exchanges in Mainland China, CSRC will have jurisdiction over these companies and can
assist foreign regulators through mutual assistance arrangements. However, where the
Mainland companies are not also listed in Mainland China, CSRC will have no jurisdiction
over them and may have a limited ability to render assistance to the foreign regulators.
It is suggested that Mainland China needs to develop ways to ensure that a Mainland
China regulator can render assistance to foreign regulators, including Hong Kong.

3.2.2 Cross border enforcement and cooperation

With many foreign companies listed on the Exchanges in each of the jurisdictions
studied, cross border enforcement becomes an important issue. The regulators in these
jurisdictions all have to deal with the challenges of cross-border enforcement of
securities law, listing rules and CG standards against overseas companies. The problem
of directors of failed or fraudulent issuers disappearing across borders to avoid
enforcement is not unique to Hong Kong. For example, as discussed in Appendix II1.8.3,
the United States, another frequent destination for Mainland enterprises to list and which
HKEX regards as a competitor in this regard, has also experienced cross border
enforcement problems - a number of Mainland enterprises there have “gone dark” by
simply disappearing and ceasing, in breach of Federal securities laws, to make any
further regulatory filings leaving regulatory agencies with no effective means to pursue
legal recourse.

Regulators from one jurisdiction have no right to enter another jurisdiction to carry out
investigation and obtain evidence without the consent and assistance of the other
jurisdiction. Thus, a common arrangement is for one regulator to sign a memorandum of
understanding (MoU) with another regulator to facilitate mutual co-operation and
assistance. Mainland China has signed MoUs with all four jurisdiction studied: HK (19
June 1993),%7 United States (28 April 1994), Singapore (30 Nov 1995) and the UK (7

105 See HKEX'’s “country guide - The State of Delaware, the United States of America” (20 December 2013,
updated April 2014), section 4

106 For example, see: Moody’s report issued 11 July 2011 “Red Flags for Emerging-Market Companies: A Focus
on China”; Floyd Norris, “"The Audacity of Chinese Frauds” New York Times (26 May 2011)

107 For details of the MoU, see “Regulatory cooperation memorandum”, 19 June 19 1993: Available at
http://fgcx.bjcourt.gov.cn:4601/law?fn=chl092s167.txt
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Oct 1996).!% At the international level, there is the International Organization of
Securities Commission (IOSCO) multi-lateral MoU (MMoU) for mutual assistance.'®®
Industry regulators in each of the five jurisdictions studied are signatories to the MMoU:
SEC (19 Nov 2002), SFC (3 March 2003), FCA (10 March 2003), MAS (17 November
2005) and CSRC (29 May 2007).

Whether a regulator is able to provide assistance under an MoU or MMoU to another
regulator will depend on whether the assistance sought is covered by the MoU or MMoU
and it is lawfully able to provide such assistance. So, for example, if there is a client
confidentiality agreement between a bank in the requested regulator’s jurisdiction and
its client, the requested regulator may not be able to force the bank to provide
confidential document to the requested regulator for forwarding to the requesting
regulator, unless there is legislation in the requested jurisdiction giving the requested
regulator power to obtain such document in connection with the request of the
requesting regulator. This was what happened in the 1998 Crownhampton case.''®
However, so far as Hong Kong law is concerned, this gap has been addressed through
the introduction section 179 of the SFO, which empowers the SFC to appoint an
authorized person to obtain records from bankers, auditors and others (failure to comply
being an offence), and more recent changes to sections 186 and 186A of the SFO that
facilitate the provision of assistance by the SFC and Hong Kong Monetary Authority
(HKMA) to foreign regulators.

Many jurisdictions often have laws corresponding to these powers under the SFO. For
example, Switzerland has legislation to provide for the Swiss Federal Banking
Commission to provide such assistance even in the absence of an MoU. Singapore has
section 172 of the SFA. In contrast, Mainland China lacks a similar enabling provision for
the CSRC. Thus, the CSRC was unable to provide any assistance to the SFC in relation to
it seeking access to the bank records of a controlling shareholder based in Mainland
China of Hanergy Thin Film Power Group, a Hong Kong listed issuer that had been
suspended from trading pending investigation of suspected anomalies. Article 179(8) of
Mainland China’s Securities Law merely provides that CSRC “"may establish co-operative
mechanism of supervision and administration in collaboration with the securities
regulatory bodies of any other country or region and apply a cross-border supervision
and administration.”

In the absence of MoU’s being a panacea to legal hurdles, or domestic laws providing
avenues for foreign regulatory investigations, foreign regulators have had to develop
their own ways of getting evidence. For example, in the United States, the PCAOB has
used its power under the SOX and PCAOB rules to require registered audit firms and
their associated persons to cooperate with requests for information in Board
investigations, and have sanctioned audit firms and their employees for failure to co-
operate.'!! However, this has only been partially effective in that the firms refusing to
co-operate have been sanctioned, without this leading to the sought after co-operation.

108 See “List of memoranda signed between China Securities Regulatory Commission and overseas regulators”,
4 March 2003: Available at http://www.csrc.gov.cn/pub/newsite/gjb/jghz/200403/t20040304_79407.html
(visited on 12 Nov 2017)

199 For details see “Multilateral Memorandum of Understanding Concerning Consultation And Cooperation and
the Exchange Of Information”, May 2002: Available at
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD386.pdf (visited on 12 Nov 2017)

110 see Report on an Investigation into Possible Contraventions of Securities (Insider Dealing) Ordinance and
Securities (Disclosure of Interests) Ordinance in relation to the Trading of Shares in Crownhampton
International Limited Hong Kong February 1998) : Available at http://www.sfc.hk/web/EN/published-
resources/reports/one-off-reports/report-on-an-investigation-into-possible-contraventions-of-securities.html
111 pCAOB Sanctions Hong Kong Audit Firm and Three Individuals For Failing to Cooperate with Board
Investigation, 13 January 2016: Available at https://pcaobus.org/News/Releases/Pages/PKF-Hong-Kong-
enforcement-1-13-16.aspx (visited on 12 Nov 2017)
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In 2012 the SEC sued the China affiliates of the top five accounting firms!'? for refusing
to produce, contrary to the SOX and the 1934 Act, audit work papers relating to United
States listed Mainland Chinese issuers that were under SEC investigation for fraud.!!?
The CSRC had earlier refused to provide assistance arguing that it would be against
Mainland China’s national sovereignty and breach of Mainland Chinese law to allow a
foreign regulator to oversee domestic companies regardless of where they are listed. The
year prior, a Federal judge ruled in favour of the SEC against Deloitte in a case
concerning fraud investigation into Longtop Financial Technologies Ltd (see Appendix
IV.5.2). Deloitte had resigned as auditor over alleged false reporting yet had initially
refused to cooperate with the SEC stating that it was prohibited by Mainland Chinese law
to do so. The CSRC has since been more cooperative by providing a substantial volume
of audit work papers and other documents to the SEC. These cases demonstrate the
potential cross-border enforcement difficulties that regulators face when seeking
cooperation from the CSRC, a problem that is well recognized by Hong Kong’s regulatory
bodies. These actions have assisted to procure better cooperation. In 2013 the PCAOB
entered into an enforcement cooperation MoU with the CSRC and the Chinese Ministry of
Finance with a view to progressing better arrangements on cross-border inspections of
audit firms under the PCAOB’s oversight. This has encompassed seeking joint inspections
of relevant audit firms based in China.

Cooperation may depend on de facto assistance as opposed to de jure actions. In the
recent China Sky case,''* the MAS website said that the success of the case was partly
through “assistance rendered by the authorities and regulators in the People’s Republic
of China”. However, the website does not explain how the Mainland Chinese authorities
were able to render assistance. Given China Sky is an S-chip incorporated in Cayman
Islands not also listed in Mainland China, the CSRC or other Mainland Chinese authorities
technically does not have jurisdiction over it. One might therefore speculates that the
only kind of assistance the CSRC could render is to persuade the controlling shareholder
to cooperate with the Singapore authorities.

In 2013 Singapore introduced a direct listing framework!'® to address the problem of
lack of regulatory reach and to enhance the quality of its market. Under the framework,
Mainland Chinese companies must be incorporated in Mainland China and have obtained
the approval of CSRC in order to seek a listing on SGX.!'® The Mainland companies have
to go through the regulatory processes and due diligence conducted by the relevant
regulatory organisations in both countries.This measure, which appears in many ways to
be similar to the H-share listing scheme in HK, provides a measure of assurance to the
marketplace. It also provides the basis for mutual co-operation and assistance. Before
this scheme, many Mainland companies listed in Singapore were red-chip stocks that

112 pDeloitte Touche Tohmatsu, Ernst & Young Hua Ming, KPMG Huazhen, Pricewaterhouse Coopers Zhong Tian,
and BDO China Dahua

113 Securities Exchange Act Of 1934 Release No. 68335/ December 3, 2012; Accounting And Auditing
Enforcement Release No. 3426 / December 3, 2012; Administrative Proceeding File No. 3-15116

114 Discussed in Appendix D.3.2.1.1, D.3.2.6.1 and H.3.4.4.1. See Wan, Chen, Xia and Goo, “Managing the
risks of corporate fraud: the evidence from Hong Kong and Singapore,” (2017), forthcoming; Monetary
Authority of Singapore, Opinion Editorial on Achieving a Robust and Vibrant Securities Market, Business Times,
26 June 2015: Available at http://www.mas.gov.sg/news-and-publications/letters-to-editor/2015/opinion-
editorial-on-achieving-a-robust-and-vibrant-securities-market.aspx; MAS, Former China Sky CEO Huang Zhong
Xuan pays civil penalty of $2.5 million and offers to surrender 10% of his shareholdings in China Sky (12
February 2015) : Available at http://www.mas.gov.sg/news-and-publications/enforcement-actions/2015/china-
sky.aspx

115 5GX, “SGX and China Securities Regulatory Commission establishing direct listing framework” (2013) :
Available at
http://www.sgx.com/wps/wcm/connect/sgx_en/home/higlights/news_releases/SGX+and+China+Securities+R
egulatory+Commission+establishing+direct+listing+framework;
http://www.straitstimes.com/business/singapore-exchange-to-co-operate-with-china-regulators-in-vetting-
new-s-chip-listings

116 For details on how the scheme works see “SGX and China Securities Reguatory Commission Establish Direct
Listing Framework” November 2013: Available at
http://www.wongpartnership.com/index.php/files/download/1134
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were merely shells incorporated in a tax-free or low tax jurisdiction, while the revenue
generating operations and businesses remained onshore in Mainland China.'!’ This gave
the owners of those companies significant insulation from Singapore regulatory actions
and accountability. A string of events with red-chip companies!!® had led to many being
suspended from trading, giving rise to a loss of confidence from foreign investors. Any
attempt to impose sanctions or regulatory penalties on the listed vehicle affected the
minority shareholders adversely while the majority shareholders/original owners
remained free to continue business as usual in Mainland China (whether by transferring
the businesses out or by simply moving on). Furthermore, the authorities in Mainland
China regularly took the view that no action could be taken against the responsible
persons despite a breach of Singapore law because no offence had been committed
under Mainland China’s domestic laws. The lack of accountability and regulatory reach
were systemic flaws in corporate governance and regulatory oversight, and also
hindered rescue and restructuring efforts. However, it remains to be seen whether the
scheme will prove successful in terms of actual cross-border enforcement.

In practice, cross-border enforcement can also be limited by differences between the
legal systems of domestic and foreign jurisdictions. For example, the recent United
States Court of Appeals case United States v Allen'® held that testimony obtained in a
foreign jurisdiction (by the FCA in this case) was inadmissible under the Fifth
Amendment (because of the potential use of compelled testimony in criminal
proceedings).

Mainland China’s 2010 amendments to its State Secrets Law, generally regarded as
capable of wide application, have given rise to other problems. Under sections 179 and
183 of the SFO, a person who receives a notice from SFC to disclose document must
generally comply unless there is “reasonable excuse”. In SFC v Ernst & Young, Standard
Water, a company based in Mainland China, applied to SEHK for listing but later
withdrew its application after E&Y, its reporting accountants and auditors, informed the
SEHK of its resignation upon discovery of certain inconsistencies in documentation
provided by the company. SFC requested Ernst & Young’s Hong Kong office to provide
audit work papers but was met with the claim that the papers were kept in the Mainland
by their partners, and that production of such papers would be against Mainland China’s
secrecy law. The court ordered Ernst & Young to co-operate as foreign illegality is not a
“reasonable excuse”. This has indeed been the approach taken by the courts in many
other jurisdictions.?°

Hong Kong

Non-Hong Kong incorporated companies listed in Hong Kong are subject to the
jurisdiction of the SFC under the SFO, which has extensive powers of investigation and
enforcement, and shareholders can enforce their rights via civil actions for damages or
derivative suits. However, an important hurdle is to obtain evidence. The SFC needs co-
operation from overseas jurisdictions. As regards Mainland enterprises, its avenues via
the CSRC are limited. The SFC has pointed out that the MMoU has limitations as it does
not require regulators to provide information nor does it require cooperation where
misconduct occurs in one jurisdiction that affects another.'?! To address this limitation,

117 see Morgan Lewis & Bockius, LLP Making SGX attractive to S-Chips, 18 August 2014: Available at
https://www.lexology.com/library/detail.aspx?g=0db983fc-6c21-4e52-b1c3-9e3c7c08266a.

118 Including the default on loans by steelmaker FerroChina just weeks after announcing that its quarterly
earnings tripled in 2008; the spectacular accounting intrigues in Sino Techfibre (an office fire); and missing
assets of China Sun Bio-Chem (stolen trucks)

119 864 F.3d 63 2d Cir. 2017

120 pisclosure and Foreign Illegality: Striking a Balance, June 2013: Available at http://www.hk-
lawyer.org/content/disclosure-and-foreign-illegality-striking-balance (visited on 12 Nov 2017)

121 gpeech by Mark Steward, SFC Executive Director of Enforcement “Fighting On the Frontline: An Update” 3rd
Annual US-China Legal Summit, 2 March 2015, available on the SFC’s website. See also “Civil action against
Hanergy shows SFC is just a chained lion” 24 January 2017: Available at
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the SFC signed a further MoU in 2014 with CSRC to strengthen enforcement cooperation
under the Shanghai-Hong Kong Stock Connect and in 2016 for the Shenzhen-Hong Kong
Stock Connect scheme. Among other things, this complements practices in relation to:
enforcement cooperation, alerts and the exchange of investigatory information, joint
investigations, service of documents, executions, investor compensation, and the
publication of information. The stock connect MoU’s aim is to fight against cross-border
market abuse and misconduct, reinforce cross-border enforcement cooperation, maintain
market order in Hong Kong and Shanghai, and to protect the legal rights of investors in
both markets.?> However, it remains to be seen whether the arrangements will result in
effective cross-border enforcement.

That the CSRC does not have investigative powers similar to the SFC represents a
significant disjunct across the two jurisdictions that is important to consider in view of
the predominance of Mainland issuers listed on the Hong Kong market. It means that the
effectiveness of any cooperation between the SFC and the CSRC agreement will
ultimately be limited. Clearly, if the CSRC were to be given powers similar to those
enjoyed by the SFC, this would go a long way to giving greater effect to the MoU. The
recent MoU entered into between the SFC and the Hong Kong Police Force (HKPF)!?*> may
become relevant in this regard if it enables the SFC, via the police, to obtain
investigative cooperation from the HKPF’s counterparts in Mainland China.

A problem for Hong Kong is the CG standards of Mainland enterprises listed in Hong
Kong that are not also listed or incorporated in Mainland China, as there is no effective
regulatory nexus for the CSRC to regulate these companies.'?* Despite the CSRC-SFC
MoU on cross-border enforcement and co-operation, the SFC and the HKEX have no real
reach over wrongdoing directors located in the Mainland. This is exacerbated where the
business operations are physically in Mainland China with little presence in Hong Kong.
Any form of assistance CSRC is able to provide is likely to be informal pressure.
Alternatively, where the Mainland enterprises or their directors have assets or bank
accounts in Hong Kong, or their auditors are in Hong Kong, SFC can take legal action
against the assets or auditors bringing pressure to bear on the wrongdoing directors to
co-operate. Despite the difficulties and challenges the SFC faces, it has successfully
investigated a number of cases, sometimes with the help of CSRC.

As a result of the problem of cross-border enforcement, gateway mechanisms that
ensure, or facilitate, that only companies able to comply with CG standards are admitted
to listing becomes a relatively more important component of improving the CG standards
in Hong Kong (see further below under Section 3.7.8 “Listing regime standards upon
entry”). An ex ante approach would seek an early stage means of identifying, preventing
or reducing the likelihood of wrongdoing - ex ante mechanisms of enforcement that
provide for more effective early-warning identification and correction mechanisms can
work better in this regard.

Five of the enforcement recommendations made elsewhere in this Report would subject
non-locally incorporated companies to a more effective and ongoing system of
enforcement, the cross-border problem notwithstanding. This includes
Recommendations A4.5.1 “Legal status of annual CG disclosures”, C4.5.2 “Status of
listing rule compliance and related disclosures (continuing)”, C4.5.3 “Facts regarding

http://www.scmp.com/business/article/2065049/civil-action-against-hanergy-shows-sfc-just-chained-lion
(visited on 12 Nov 2017)

122 CSRC successful crackdown on the first cross-border manipulation case under Shanghai-Hong Kong Stock
Connect, 21 November 2016: Available at
http://www.csrc.gov.cn/pub/csrc_en/newsfacts/release/201611/t20161123_306416.html (visited on 12 Nov
2017)

123 MoU to strengthen co-operation in combating financial crime, 25 August 2017

124 See the discussion in Appendix IV.8.3
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director independence”, A4.6.2 “SFC to develop use of conditions when exercising
existing SMLR powers”, and A4.6.3 “Calibrate SFC’s powers under the SMLR".

Four other recommendations are particularly germane to some of the important CG
standards of non-Hong Kong incorporated issuers (as they are to local issuers), namely
Recommendations A4.1.3 "Disclosures of the audit committee”, C4.7.1 “Disclosure of
CG standards in listing document”, E4.7.2 “Develop role of compliance adviser”, and
E4.9.2 “"Whistle-blowing”. Each of these recommendations is developed in subsequent
sections of this Report.

Mainland enterprises

Given the nature of the Hong Kong market and the significant number of non-Hong Kong
listings, in particular listings of Mainland enterprises, there is increased concern about
the difficulty of cross-border regulation and enforcement.

To the extent a Mainland enterprise maintains a de minimis presence in the market on
which the company is listed, meaningful domestic enforcement is correspondingly
limited. Assets or relevant individuals located in Mainland China require a mechanism for
seeking enforcement in the Mainland. The issuer’s actual place of incorporation (e.g.
Cayman Islands or the Mainland itself) is often irrelevant’®® as what is sought is to
enforce the ruling of a Hong Kong court through the courts of Mainland China.

While a market could in theory adopt requirements that imposed a minimum local
presence of substance, this may be difficult to render consistent with the commercial
requirements of a free market and is likely to impact negatively on a market’s
competitiveness. Regulatory agencies have instead sought other levers to procure
enforcement where cross-border enforcement is problematic. A recent example of this is
the means by which the SFC has procured remedies in respect of Hanergy Thin Film
Power Group (a Mainland enterprise issuer listed on the SEHK that has had its trading
suspended since May 2015) - the SFC was able to obtain an order from the Hong Kong
court that the controlling shareholder and chairman of Hanergy procure the payment of
outstanding receivables from its parent company within two years from the date of the
order.'?® The ability of the SFC to obtain the order, and have a reasonable expectation of
compliance with the order, to a not insignificant extent relied on the agreement of the
controlling shareholder to the order.!?’Such alternative means are not always (or
typically) available.

Ultimately, cross-border enforcement is not a problem that can be solved unilaterally. On
a case-by-case basis it requires the cooperation of the wrongdoer. To address the
problem on a universal basis would require the support of relevant authorities in
Mainland China. As regards the latter, it is suggested that the present environment could
present a fertile context in which to progress the issue. During the steadily increasing
participation of Mainland enterprises in the international marketplace since the mid-
1990s, Mainland enterprises and the destination markets have undergone significant,
and at times difficult, learning experiences that have sometimes not worked in China’s
favour. Instances of Mainland enterprises failing have tended to attract considerable
attention that has led to closer regulatory scrutiny as well as increased commercial
concerns that may impact on the risk premium. This has been the experience for
outbound acquisitions by Mainland enterprises internationally where transactions are
now subject to increased regulatory checks,?® and sellers have become increasingly

12The place of incorporation will be relevant where the cause of action is established under the law of the place
of incorporation of the issuer, and in relation to insolvency proceedings

126 See SFC v Li Hejun [2017] 4 HKLRD 785

127 The case was heard under a Carecraft procedure, which is based on an agreed statement of facts

128 E g., in the United States by the Committee on Foreign Investment. There are also increased regulatory
hurdles being imposed by Mainland China on outbound acquisitions.
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wary of the commercial risks of failed negotiations, which has in turn given rise to
increased deposit or break-up fee requirements.*?® This has created a disadvantageous
environment for Chinese acquirers.*3°

That a Mainland (or other non-Hong Kong) enterprise, including its founding
shareholders and officers, are based across the border out of reach of the Hong Kong
regulatory authorities is an extension of these issues. Indeed, it is a grave public concern
that exposes investors to increased risk and challenges a market’s integrity. At the same
time, defaulting or fraudulent issuers may create a knock-on effect for subsequent listing
applicants in the form of heightened sensitivity about risk. One can also consider the
extent to which the reputation of Chinese enterprises abroad has been negatively
affected, notwithstanding the many successful Mainland enterprises in many sectors of
the international economy.

It is suggested that the time might be right for the Hong Kong SAR Government to
consider exploring with the relevant authorities in Mainland China the possibility of
creating a narrow-channel avenue (see below) for cross-border enforcement in the
context of the public capital markets. While the MoUs in place between the CSRC and the
SFC are important tools of cooperation, the scope of co-operation between the CSRC and
SFC on enforcement matters is quite limited, as already discussed above.!*!

Unlike the other markets studied, Hong Kong already has a reciprocal recognition and
enforcement of judgments arrangement in place with Mainland China,'*? however, it only
applies to money payments arising out of civil and commercial cases pursuant to a
choice of court agreement.'3® The narrow channel avenue proposed above would be one
that represents a gradualistic development of the arrangements already in place, is
consistent with the promotion of agreed standards in capital raising exercises, and steers
clear of the more difficult considerations concerning offences of a criminal nature.

A narrow-channel arrangement for the capital markets might be restricted to, for
example, the enforcement of financial penalties and compensation orders by a court in
respect of an agreed scope of disclosure obligations (including financial mis-disclosure)
and directors’ duties. In this regard, some very limited'** reference can be made to the
mutual recognition of funds (MRF) between the Mainland and Hong Kong!** in which
each regulator recognizes the other’s authorisation of investment funds for public
distribution in the home market, while also accepting the ability of the host market to
impose its own disclosure requirements. A narrow-channel solution may also be
consistent with developing cooperation and cross-border trust, and the progressive
integration of markets, including via the Stock Connect programmes (and the MRF
already mentioned). A suitable cross-border enforcement mechanism might also be
regarded as a highly desirable precursor to the proposed IPO Connect.

129 For example, as per Huang Min, deputy general manager, merger and acquisition office, Guotai Junan
Securities, as reported at SCMP.com, 19 October 2017

130 A humber of good examples being cited by Julie Steinberg, “Sellers grow sceptical of China’s insatiable M&A
appetite”, Wall Street Journal, 10 Sept 2017

13! See also Appendix 1V.8.3

132 Arrangement for Mutual Service of Judicial Documents in Civil and Commercial Proceedings and the
Arrangement Concerning Mutual Enforcement of Arbitral Award in 1999; Arrangement on Reciprocal
Recognition and Enforcement of Judgments in Civil and Commercial Matters by the Courts of the Mainland and
of the Hong Kong Special Administrative Region Pursuant to Choice of Court Agreements between Parties
Concerned (the 2006 Arrangement”); and Mainland Judgments (Reciprocal Enforcement) Ordinance (Cap.
597)

133 Article 1 of the 2006 Arrangement

134 The reference is limited as the Memorandum is focussed on the regulation of the product by the home
jurisdiction and the regulated activity by the host jurisdiction, and does not delve into cross-border
enforcement of sanctions for serious breaches, the primary sanction contemplated being suspension of new
subscriptions or withdrawal of authorisation.

135> Memorandum of Regulatory Cooperation concerning Mutual Recognition of Funds between the Mainland and
Hong Kong, 22 May 2015
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Establishing an appropriate cross-border enforcement mechanism seems necessary in
order to go beyond the inherent constraints of the MoU approach. Such a development
would be beneficial to the integrity of Hong Kong’s market as well as to the reputation
and standing of Mainland enterprises listed in Hong Kong because it provides a measure
of assurance to the commercial concerns of investors. It would not alter compliance
costs as no new legal or regulatory requirement is being introduced, nor does it
represent a new source of liability. Rather, improved accountability would foster market
efficiency.

The narrow-channel proposal thus has the potential of creating a competitive advantage
for Hong Kong. Hong Kong’s unique position, of being a separate legal jurisdiction from
the Mainland yet co-existing with the Mainland under the sovereign state of China, gives
it a unique advantage to take the lead on developing cross-border enforcement solutions
that go beyond the inherent constraints of the MoU approach.

The foregoing leads to Recommendation A4.6.5 “Explore a narrow-channel cross-
border enforcement arrangement”.
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3.3 Information

Introduction

A discussion of “information” as a topic of relevance to CG requires a recognition that
while CG related information is frequently not going to amount to information that is
subject to Hong Kong'’s statutory disclosure laws, because it may not be likely to have an
impact on the market in the issuer’s securities, shareholders cum investors do consider
the CG standards of an issuer in the total mix of available information. Many of the
current requirements affecting CG disclosures in Hong Kong are instead subject to non-
statutory codes that carry with them concerns as to how effectively they can be
enforced.

This Section takes as its primary concern the mechanisms that promote the timely
disclosure of important CG-related information to shareholders (Sections 3.3.1 and
3.3.2). Board processes that should operate to identify or acquire information relevant
to CG concerns are considered in relation to board evaluation (Section 3.3.3) and audit
committee work (Section 3.3.4). Other board processes, such as executive
compensation, changes of control, etc. are discussed in the Sections that follow. The
means of identifying, preparing and disseminating the information, the assurance of
quality, and the means by which this is mandated and enforced are central to each of
these concerns.

3.3.1 Legal status of CG disclosures

In the jurisdictions studied, required CG disclosures are scattered in at least three places
with varying degree of enforceability or legal backing as the table in Section 3.1.1
above shows: legislative provisions in relating to securities or corporate law, listing
requirements enforceable only by the exchange except where they have some measure
of statutory backing United States, and codes that may merely promote disclosure
without mandating it, which are themselves unenforceable unless non-disclosure also
happens to fall under either of the foregoing two categories.

Specific CG disclosures required to be made in the UK arise out of the listing rules that
incorporate by reference the UK CG Code. While the code is non-statutory, the listing
rules have statutory backing and breaches of them are subject to enforcement by the
FCA and, where there has been a breach of the disclosure requirements, may also
subject to a claim for damages by investors. In the latter regard it is important to
recognize that the relevant nexus for liability is not the UK CG Code per se but the fact
that certain of its requirements align with the FCA’s DTR, which do have statutory
backing, as discussed in Appendix II.7.2. This system shares some similarities with Hong
Kong, as discussed in Appendices 11.3.3 and I1.6.3, the notable difference being that the
HK CG Code together with the listing rules does not have any statutory backing. In other
regards, that statutory effect is achieved in the UK through the alignment of non-
statutory provisions with disclosure obligations having statutory effect shares some
similarities with the United States.

As discussed in Appendix III.1.1, the United States is a strongly disclosure based
system, and this holds true of the approach to specific disclosures listed issuers are
expected to provide to shareholders in relation to the CG standards they have adopted.
CG standard-setting and the means by which those standards are enforced extends
across each level of the regulatory architecture of the United States. This includes State
and Federal law, regulatory law made by the SEC, and the requirements of the
Exchanges. The alignment of these obligations are important to appreciate to gain an
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understanding of the means by which CG standards are reinforced or developed, and the
respective roles of the SEC and the Exchanges.

Unlike the UK, important CG standards are set by the Exchanges, however, as noted in
Appendix III.4.1, Exchange requirements do not carry statutory force and are not
generally regarded as enforceable by shareholders (subject as discussed in Appendix
II1.6.6). The important caveat to the foregoing statement is that an issuer, in breaching
a listing requirement, may also happen to violate a relevant disclosure or anti-fraud
provision of the securities laws. This is an important nexus to appreciate because the
Exchange’s CG rules incorporate information disclosure requirements that are broadly
aligned with or tied to disclosures mandated by the SEC under Regulation S-K, made
pursuant to the 1933 Securities Act, which sets out the reporting requirements for listed
companies in the United States.

Some of the Exchange’s requirements go some way to covering areas of CG regulation
that are not - or are presently unable to be - addressed by State or Federal laws. The
SEC could in theory start adopting some of the Exchange CG rules if they wanted to -
after all, they approve each and every one of them before adopted by the Exchange -
but that is not the primary purpose of the SEC in the overall CG system of the United
States. For example, in Appendix III.3.2 it was observed that Item 407 of Regulation S-
K!3® requires disclosures in relation to a similar group of topics with which the HK CG
Code is concerned, namely: director independence, board meetings and committees,
annual meeting attendance, nominating committee, audit committee, audit committee
financial expert, compensation committee, shareholder communications and board
leadership structure and role in risk oversight. However, this is not accompanied by any
expectation of meeting a specific CG standard - the setting of specific standards is
instead taken up by rules of the Exchanges®®’ that impose corresponding requirements
on issuers, which fall into either mandatory compliance requirements (i.e. must do/have,
or must disclose), or recommended practices (i.e. should) - see further Appendix III.4.1.

This alignment has a significant bearing on the overall quality of disclosures that are
made - because compliance with the Exchange’s standards to some extent become the
subject of material required to be reported pursuant to Regulation S-K, securities law
becomes relevant to consider in relation to an Exchange’s CG requirements. This is
important since a false disclosure amounts to a Federal offence, whereas merely
breaching an Exchange requirement would otherwise be subject to rather more limited
sanctions.

In Singapore, MAS can enforce the SFA, which contains some CG requirements. The CG
Code issued by the MAS is enforced by SGX. The Code, as in Hong Kong, operates on a
“comply or explain”, not mandatory, basis. The listing rules are issued by the SGX
subject to approval by MAS, and enforced by SGX on a contractual basis. However, as
the listing rules on continuing disclosure has statutory backing under s 203 SFA - this
creates a statutory obligation on an issuer and others to comply with SGX’s continuing
disclosure obligations under its listing rules - intentional or reckless breaches is a
criminal offence under s 203 of SFA. MAS could impose civil penalty on offender, or
transfer the case to CAD for criminal prosecution. A recent example of MAS’s power
under s 203 was the high profile China Sky Chemical Fibre Co Ltd case (see Appendices
V.4.1 and V.8.3).

The position in Mainland China is more straightforward. CSRC can enforce the CG
requirements in the Securities Law, the CG Code and listing rules and a large number of
guidelines. The CG Code is issued by the CSRC and is not on a “comply or explain” basis
but is mandatory.

136 17 CFR 229.407 - (Item 407)
137 NYSE Rules section 3 Corporate Responsibility; Nasdaq Series 5600 Corporate Governance Requirements
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Hong Kong

In Hong Kong, the specific CG related disclosures required by the listing rules and the HK
CG Code are generally regarded as being matters of concern only for the listing rules.
This includes, for example, Chapter 4 dealing with periodic financial reporting, Chapters
14 and 14A respectively concerned with notifiable and connected transactions, and the
many specific comply or explain provisions of the HK CG Code. In general, the
disciplinary sanctions able to be imposed in respect of listing rule breaches are limited
and generally regarded as lacking teeth. However, this is also potentially subject to
similar caveats as already discussed in the context of the United States since mis-
disclosure is nevertheless subject to overarching information laws applying to the
market. However, these laws in practice maybe unlikely to be relevant as CG disclosures
are in normal circumstances unlikely to relate to inside information for the purposes of
Part XIVA of the SFO, and are similarly unlikely to be information that may affect market
activity for the purposes of the market misconduct provisions of sections 277 and 298 of
the SFO. Accordingly, a false or misleading CG disclosure is, based on the foregoing,
merely a matter subject to the relatively weak disciplinary mechanisms of the SEHK,
which do not include any power to fine. One caveat to the foregoing is the SFC’s powers
under the SMLR to suspend trading in an issuer’s securities or cancel an issuer’s listing
where, inter alia, information is false or misleading.

On the other hand, there is some case law that supports the position that breaches of
listing rule requirements pertaining to required disclosures can give rise to an actionable
claim under section 214 of the SFO (see Section 3.6.2 “Listing rules”).'*® However,
such claims only seem capable of arising in respect of more egregious cases amounting
to misfeasance etc., and can only be brought by the SFC. Logically, one might extend
this concept to suggest a right of shareholders to bring a derivative action on the basis
that the directors owe a fiduciary duty to the company as regards sufficient compliance
with the listing rules (as has been argued in the United States - see Appendix III.6.3),
however, no such action has to date emerged.

Discussion

Hong Kong does not have any equivalent of Regulation S-K per se. However, it does
have a more general provision in section 384(3) of the SFO that submitting a record or
document containing false or misleading information to the SEHK or the SFC (a
“specified recipient”) is an offence that potentially attracts criminal liability including
fines. The application of that section is subject to two important components set out in
section 384(4) of the SFO. First, the person providing the document must have received
prior written warning from the specified recipient that the provision of the document
would constitute an offence if it contains false or misleading information.'3*® Second,
either the specified recipient must reasonably rely on the document or the provider must
intend the recipient to rely on it.}*° By way of example, this provision has been used by
the SEHK in relation to various forms required to be submitted in connection with new
listing applications.!*! It has not been used in relation to the annual disclosures made by
an issuer as required by the HK CG Code.

Based on the general premise that weaker enforcement mechanisms are less capable of
bringing about desired behaviours, there is an argument that the quality of CG
disclosures could be enhanced if a mechanism of enforcement were put in place that was

138 SFC v Kenneth Cheung Chi Shing [2012] HKCFI 312; [2012] 2 HKLRD 325; HCMP 1702/2008 (7 March
2012) HCMP 1702/2008; SFC v Wong Shu Wing [2013] HKCU 1008

139 5, 384(3)(b)(ii) SFO

140 5 384(4) SFO

41 Under MBLR Appendices 5 Forms B, H & I, 17, 19 and 21. Similar provisions are made in the GEM Listing
Rules (GEMLR)
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more effective than the existing sanctions available to the SEHK or the SFC. Requiring
CG disclosures to be submitted on a section 384(3) based form would bring the
disclosures within the SFC’s powers to bring an enforcement action against individuals. If
undertaken before a magistrate summarily the SFC can seek a fine of up to level 5
(currently being HK$50,000).'* It is suggested that this provides a relatively quick
means of exerting influence on the undertaking of directors without imposing excessive
penalties and as such represents a step toward a more effective mechanism of
enforcement.'*® More egregious breaches can be pursued on indictment, which carries
fines of up to HK$500,000. In both cases, the fines would give rise to disclosure
requirements thus interacting with reputational liability, particularly if the offence is
repeated. The presence of these risks would be another factor bringing focus to quality
and completeness of the disclosure. While shareholders do not gain any direct rights
under this approach, they may benefit from such an increased focus.

Bringing CG-related disclosures within the scope of section 384(3) is a convenient
mechanism of underwriting the importance of the quality of disclosures because it would
give CG disclosures a measure of statutory support, and because it could be
implemented by a relatively simple amendment to the listing rules that would not involve
any changes to the law. The relevant disclosures covered would be those made pursuant
to MBLR Chapters 4 (periodic financial reporting), 14 (notifiable transactions) and 14A
(connected transactions) and Appendix 14, each of which have been previously identified
by the SEHK as important parts of the listing rules intended to improve the CG of listed
issuers.

The implementation can be effected through the use of a declarative form.*** The two
requisite components of section 384(4) are easily satisfied by the incorporation of an
appropriate notice into the form, as has been done with other forms, and it would be
reasonable for the SEHK to rely on it in furtherance of its regulatory objectives as
established by statute.

The form would need to be submitted by or on behalf of the directors and address
compliance with the relevant obligations. An advantage of using a form-based approach
is that, as has been done with other forms, the declaration could include a statement
that the directors have undertaken all reasonable enquiries etc.

The foregoing leads to Recommendation A4.5.1 "“lLegal status of CG-related
disclosures”.

One the recognized problems of compliance with CG requirements, including with regard
to disclosures, is that compliance can be undertaken on a box-tick basis, meaning that
there is an apparent satisfaction of the relevant requirement without the objective of
that requirement being met. It is suggested that box-tick approaches to compliance are
to a significant extent supported by an ineffective enforcement regime. This is
complicated by the tendency of the HKEX (and other standard-setting bodies such as the
UK’s FRC) - currently the primary and largely sole enforcer of the listing rules - to count
box-tick compliance as evidence of a functioning CG system. (For a discussion of the
methodological problems of measuring good CG, see Section 3.1.4.) This may bring a
less acute enforcement eye to the adequacy of a disclosure and whether it is in fact
misleading. For example, disclosures made pursuant to Chapters 4, 14 or 14A may
constitute incomplete disclosure of relevant facts. While mis-disclosure under the comply
or explain provisions of the CG Code may require a more subtle examination, box-tick
explanations of, for example, how an issuer has applied code principles or met code

142 5 384(7) SFO and s. 113B and schedule 8, Criminal Procedure Ordinance (cap 221)

143 5, 384(7) also provides for imprisonment for up to 6 months

144 Although it may also be noted that section 384(3) is not limited to forms per se but is capable of applying to
any record or document
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provisions may nevertheless be prone to being incomplete explanations of the facts. By
bringing the disclosures under the SFO, the above recommendation brings them under
the SFC’s jurisdiction, which may bring greater responsibility to making the disclosures,
particularly if enforcement is more actively applied.

3.3.2 Disclosure of listing rule compliance

Since 2009/2010, both NYSE and Nasdag have imposed requirements on the CEO
(NYSE) or the issuer (Nasdaq) of listed issuers to notify the Exchange in writing of any
non-compliance with the Exchange’s CG standards; NYSE additionally imposes an annual
certification requirement and a requirement to make an affirmation as and when
required.’® Per the commentary in the NYSE rules, the intention of the requirement is to
bring greater focus of the senior management on compliance with the CG listing
standards. In Singapore, there is an obligation to explain non-compliance of the CG Code
in the annual report, and for companies with a secondary listing in SGX, an obligation,
since November 2014, to provide an annual certification that it has complied with the
applicable continuing listing obligations in the SGX Listing Manual (see Appendix V.4.1);
rather similar to the NYSE’s certification requirement. In Mainland China, all CG
provisions and listing rules must be complied with. There is an obligation to report “any
breaches of laws and regulations” to the CSRC under rule 17.1(6) of the Shanghai Stock
Exchange listing rules. There is no annual certification or self-declaration requirement.

Hong Kong

An issuer is required to comply with the listing rules and the responsibility for ensuring
full compliance falls to the directors individually and collectively.'*® It is also required to
provide to the SEHK any other information or explanation that the SEHK might require
for the purpose of investigating a suspected breach of or verifying compliance with the
listing rules.*’

That these obligations are widely expected to be fulfilled is consistent with the
desirability of fostering investor confidence and market integrity. In particular, the
disclosures expected to be made in compliance with the listing rules are relevant to the
total mix of information in a market and constitutes information that a shareholder might
reasonably expect to receive for statutory purposes.'*® Given these considerations, it is
somewhat surprising that there is no corresponding obligation to report a breach.

Discussion

It is a legitimate expectation of shareholders of a listed issuer that the company will
comply with the laws and regulations that apply to it, including the listing rules. This
includes many provisions that are not enforceable at law by shareholders but which
nevertheless impact on CG standards and the legitimate rights of shareholders. Directors
already do give an undertaking to the SEHK (LR Appendix 5B, H or I) to use best
endeavours to procure compliance with the listing rules. However, that issuers are not
required to self-report breaches can give rise to anomalies.

A recent example of such an anomaly was the case brought by the SFC in the Market
Misconduct Tribunal (MMT) against CITIC Limited under section 277 of the SFO.'*° In the

145 NYSE Listed Company Manual Rule 303A.12; Nasdaq Rule 5625

146 1R 13.01 and 13.04

147 MBLR 2.12A(2)

148 1.e., s. 214 of SFO as recognized by the court in SFC v Kenneth Cheung Chi Shing [2012] op. cit. and SFC

v. Wong Shu Wing and Another [2013] op. cit. See also TSC Industries v Northway 426 US 438 (1976), which
has been judicially approved in the Singapore Court of Appeal in Lew Chee Fai Kevin v Monetary Authority of

Singapore, [2012] 2 SLR 913 at [95]

149 See the report of the MMT dated 7 April 2017, available on the MMT’s website
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established facts of that case, which occurred prior to the introduction of Part XIVA of
the SFO, the directors of CITIC were able to issue, without attracting any legal liability, a
“no material adverse change” (no-MAC) statement in compliance with Chapter 14A,
despite its directors being aware of price sensitive information (PSI) that had not been
disclosed to the market in accordance with MBLR 13.09. Had the market been aware of
the breach of the 13.09 requirement - that the directors possessed undisclosed PSI -
the reception of the no-MAC statement would likely have been entirely different.

The foregoing considerations give rise to the suggestion that an obligation be placed on
an issuer and its directors to self-report breaches of the listing rules. The requirement to
impose an obligation to disclose a breach is not without precedent in the listing rules: an
issuer is already required to disclose in its annual report whether its directors have or
have not complied with the Model Code for directors’ dealings.*°

As observed in many places in the present Report, providing shareholders with access to
relevant information is a central concern of CG. A self-reporting obligation combined with
a disclosure requirement not only facilitates information to shareholders, it also
emphasizes the legitimate expectations of shareholders as regards compliance with the
listing rules and the CG standards comprised therein. At the same time, it facilitates the
SEHK and the SFC gaining an appreciation of the nature of the breach so that
appropriate action may be undertaken. However, as also observed elsewhere in this
Report, information disclosure must be timely for disclosure to be meaningful and
effective. If disclosure of listing rule breaches were left to disclosure on an annual basis,
one must query whether the foregoing objectives are truly achieved or are relegated to
what amounts to a box-tick approach.

To give practical effect to the proposal it would therefore be necessary to impose a
continuing obligation as well as an annual declaration of compliance.

To give teeth to the disclosure, it should be made subject to section 384(3) of the SFO
on the same basis, and for the same reasons, as already discussed in Section 3.3.1
“Legal status of CG disclosures”. Because this includes the ability of the SFC to seek the
imposition of fines where the form is false or misleading, it means that where there has
been a breach that has not been self-reported during the year, failure to disclose it on
the annual declaration would expose the directors to a section 384 sanction. A failure to
disclose a breach possibly may also work to create a failure of properly undertaking the
directors’ fiduciary duty that gives rise to a cause of action. So as to differentiate the
breach itself from the self-reporting of the breach, self-reporting should be encouraged
by an appropriate amelioration of the sanction that might otherwise be applied in respect
of the breach, much the same way that the SFC will consider to reduce a proposed
disciplinary sanction where a licensed corporation has self-reported and admits fault.
One possible difficulty is when the directors have reasonable grounds to believe that
they have not breached the listing rules, where for example whether the conduct of
directors or the behaviour of the company constitutes a breach is debatable. Thus, any
imposition of a duty to disclose breaches must be qualified by a defence that directors
have reasonable grounds to believe and did believe that no breach has been committed.
The NYSE rule allows this possibility as it requires director to certify that he/she “is not
aware of any violation by the listed company of NYSE corporate governance listing
standards, qualifying the certification to the extent necessary”. The wording in Singapore
which says that the director certifies “to the Exchange that after making due and careful
enquiry, and at the time of this certification, the Company has complied with the
applicable continuing listing obligations in the SGX Listing Manual on a continuing basis”
is less clear.

150 | R Appendix 10, Part D, para 15(b)
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The form could additionally be used to generate an annual renewal of the sponsor’s
declaration - albeit now given by the directors - made on the issuer’s admission to
listing that the company’s procedures, systems and controls are adequate to enable the
board to comply with their obligations and that the directors possess adequate
experience and qualifications etc.'® These matters as addressed in the sponsor
declaration are of crucial importance as without the sponsor’s declaration the company
cannot be admitted to listing. They are also matters that go to the ability of an issuer to
effectuate CG standards. However, it appears to be a material shortcoming of the listing
rules that once a company is listed, these matters become of significantly less
consequence insofar as they are broadly dealt with to some extent by MBLR Chapter 3
and the comparatively lighter and more flexible hand of the HK CG Code, neither of
which are currently accompanied by effective mechanisms of enforcement where the
management falls short of the relevant expectations. This disjunct reflects an aspect of
the broader laws and regulatory approach in Hong Kong that is in various ways
misaligned as regards the matters to which the primary market is subjected as
compared to the secondary market.

The foregoing leads to Recommendation C4.5.2 “Status of listing rule compliance and
related disclosures (continuing)”.

Issuers may adopt and disclose CG practices that are not mandated by the listing rules
and, although variations from those practices may not amount to a breach of the listing
rules, they are no less important to investors’ legitimate interest in the CG practices of
an issuer.

The foregoing leads to Recommendation S4.3.2 "Disclosure of non-compliance with
issuer’s disclosed CG practices”.

Unlike Recommendation A4.5.1 and Recommendation C4.5.2 (see above) it is not
proposed to require this disclosure to be made on a form subjecting the issuer and its
directors to liability under the SFO - it would be inappropriate to do so as
Recommendation S4.3.2 addresses practices that have been voluntarily adopted and
so imposing liability may discourage issuers from adopting higher standards.

While these recommendations improve the transparency of CG-related information to
shareholders, it does not directly change their standing to take any action in respect of
breaches. However, breaches of the recommended disclosure requirements will be
relevant to consider again in Section 3.6.4 “Legal standing of listing rules” where the
discussion leads to Recommendation S4.4.1 “Shareholders as beneficiaries of listing
rules”.

3.3.3 Board evaluation

Following the UK Walker Review!®? in 2009, which recommended that the board should
undertake a formal evaluation of its performance, the UK CG Code subsequently
introduced a provision that the company should undertake an evaluation of its own
performance and disclose the findings of the evaluation annually.'>® The evaluation is to
be undertaken by non-executive directors and led by the senior independent director and
should bring within its consideration certain other matters imposed on the board under
the UK CG Code including as regards (1) the skills, experience, independence and
knowledge of the company on the board, (2) how the board works together as a unit,
and (3) other factors relevant to its effectiveness. For FTSE350 issuers, not less than

151 See paragraphs (b)(v)&(vi) of the sponsors declaration set out in Appendix 19

152 “A review of corporate governance in UK banks and other financial industry entities”

26 November 2009: Available at http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-
treasury.gov.uk/d/walker_review_261109.pdf

153 Section B.6
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every 3 years, the board should obtain external assistance for the evaluation. Board self-
evaluation provides an important nexus for the board to consider its own processes with
a view to identifying and improving on weaknesses. While the Code does not provide
that the results are made known to shareholders, the board is required to state how the
evaluation was conducted.

Board evaluation is not a feature of CG in the United States. However, as noted in
Section 3.1 and in Appendices III.1.1 and III.7.2, the CG system is essentially board-
centric with specific State and Federal laws protecting the interests of shareholders who
are more properly described as beneficiaries of the fiduciary powers exercised by
directors, without possessing the power to direct them.'**

In Mainland China, board evaluation is compulsory under the Code of CG for listed
Companies (see Appendix IV.7.3). Such evaluation must cover the performance and
evaluation of the board of directors, the supervisory board and the independent
directors, including their attendance at board of directors’ meetings, their issuance of
independent opinions and their opinions regarding related party transactions and
appointment and removal of directors and senior management personnel, as well as the
composition and work of the specialized committees of the board of directors.

In Singapore, the Code of CG requires that there should be a formal annual assessment
of the effectiveness of the Board as a whole and its board committees and the
contribution by each director see Appendix V.7.3).1°®> In practice, board evaluations are
often compromised in Government-Linked Companies (GLCs) and family-owned
companies (as the SingPost case shows (see Appendix V.7.3), when the members of
nomination committee in charge of board evaluation are not independent, and the
committee is assessing its own performance. Although the CG Code recommends that
performance criteria should be consistent from year to year, and that where
circumstances deem change necessary the onus should be on the board to justify the
decision, the lack of independence of the nomination committee makes it difficult for the
evaluation process to be effective and changes to be made. The adoption of a code of
conduct and ethics in SingPost case has only come about because the director had been
inadvertently exposed. The engagement of an outside unconnected party beyond the
board’s control should facilitate a more objective evaluation process. Policies governing
conflicts of interest are undermined by the structure of the nomination committee and its
relationship to the board. Finally, the committee that evaluates board performance
should not consist of directors or connected parties to ensure objective and impartial
board evaluations. Another weakness in Singapore’s system is that the requirement for
board evaluation is only a comply or explain provision which makes real meaningful and
effective evaluation difficult.

Hong Kong

In contrast, in Hong Kong board evaluation is merely a recommended best practice. It is
not accompanied by any guidance as to what factors should be considered, there is no
disclosure requirement, and there is no element providing for external assistance.

The HKEX consulted on this in 2010 to 2011 with a view to moving evaluation to a code
provision and bringing within its scope the evaluation of individual directors as well as
the board as a whole.*® However, neither proposal proceeded despite many respondents
recognizing that it would align Hong Kong with international best practice. Among the
responses the HKEX considered to have merit in deciding not to proceed was the view

154 Christopher M Bruner, “Corporate governance in the common-law world”, Cambridge University Press 2013,
section 3B

1552012 CG Code rule 5 Principle

156 HKEX, “Consultation Paper on Review of the Code on Corporate Governance Practices and Associated Listing
Rules”, December 2010 and the “Consultation Conclusions”, October 2011, Chapter 5

Johnstone & Goo -118 -



Report on Improving Corporate Governance in Hong Kong

that “Hong Kong issuers are not ready for board evaluation .. because established
corporate and cultural values would reduce individual performance evaluation to a mere
box-ticking exercise”.'®” This is an example of using “culture” as a residual explanation
when other modes of explanation are insufficient, as discussed in Section 3.1.3 “The
role of culture”. It is a peculiar, if not irrelevant response that essentially places an
important aspect of board function in a black box and ignores the concept that directors
are appointed by shareholders and on that basis are or should be accountable to them.
Readiness is frequently precipitated by regulatory changes, rather than the other way
around. Moreover, there are other mechanisms that, over time, can seek to address the
box-tick concern.

Discussion

Formal board evaluation does not appear to be a common practice that is undertaken or
reported on in Hong Kong.

An event-driven instance of this being done in recent years (in 2014) was the report
produced by an independent board committee, comprised solely of independent non-
executive directors (INEDs), of the MTR Corporation in response to “intense public
concern and criticism” in relation to certain revelations concerning delays in the
Guangzhou-Shenzhen-Hong Kong Express Rail Link project.!®® External experts were also
engaged for the purposes of certain elements of the review. While it does not serve the
present purposes to review the report in any detail, it is notable that the report made
observations concerning the operations of the board as well as internal control
processes, in particular in relation to the means by which information is communicated
and made available to relevant persons, as well as the timeliness of making public
statements. It is also of interest to note that the report commented on the effect of the
failings on the credibility of the company, which is in some ways a reminder of the
reputation-based liability of CG shortcomings discussed elsewhere in the present Report.
The MTR report made a series of recommendations designed to address the relevant
shortcomings.

A number of the interviewees expressed support for some form of board evaluation,
however queried who will be watching the reviewers and whether it will in fact lead to a
change in behaviour. A primary source of concern, should some form of evaluation
requirement be introduced, was what basis or what metrics would be appropriate to use
or recommend, and what details should be reported on. Because for commercial reasons
it would be unwise to provide too much information to the market, there was a concern
that the exercise could become another box-tick exercise and there was some
uncertainty as to what use board evaluation might serve. In the absence of information
being given to shareholders, board evaluation would not be a means of opening to
shareholders the black box of the boardroom and its decision-making processes. A
secondary concern was the question of how to effectively measure the long-term
performance of the board and to avoid the risk that an evaluation of board performance
be appropriated by short-termism. These concerns may in part explain why results of
evaluation are not reported in the UK and why there is no formal requirement of board
evaluation in the United States.

How to define board performance is an important issue. This affects the scope of the
exercise as well as what metrics are used to assess performance. It is suggested that
this should be regarded as a primarily commercial matter for the board to decide - if
appropriate in consultation with external advisers — and that it will suffice if the board

157 HKEX, “Consultation Paper on Review of the Code on Corporate Governance Practices and Associated Listing
Rules”, December 2010 and the “Consultation Conclusions”, October 2011, 192 and 195

158 “First report by the Independent Board Committee on the Express Rail Link Project”, MTR Corp., July 2014,
page 7
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makes the disclosures as set out in the required code provision. Based on feedback from
interviewees and having regard to important differences between the nature of the UK
and Hong Kong markets, it is not recommended that the factors a board should consider
be prescribed, unlike the evaluation provisions in the UK CG Code. While this would not
preclude a list of factors being provided for reference with guidance notes, as some
interviewees had countenanced, there is a concern that such factors could come to take
on more weight than originally intended. Some interviewees considered that to require
this might be infringing on commercially sensitive matters. Thus, in the context of the
Hong Kong market the definition of performance should be regarded as a commercial
matter to be decided by the board and its adequacy assessed by shareholders.

Given the two primary purposes of board evaluation — encouraging the board to improve
its processes and assisting shareholders to understand whether the board as a whole is
operating effectively - it also does not seem necessary to specify what a board is
required to do in a self-evaluation but merely to require it to advise shareholders what
its policy is toward self-evaluation.

It is suggested that a board evaluation provide to shareholders, at the minimum, a
reference in high-level terms as to the values and priorities of the board in terms of its
operational processes and how these evolve over time. This should encompass the role
and effectiveness of INEDs in relation to board operations. Such policy disclosure should
indicate the board’s approach to the evaluation of individual directors.

Where board evaluations amount to cut and paste exercises from previous years (or
other issuers) this might send a signal to investors that the board is not undertaking a
penetrating consideration of how effectively it operates.

The foregoing leads to Recommendation C4.1.1 "Board evaluation”.
3.3.4 Audit committee

In the UK there are two main sources that govern the audit committee: the FRC's UK CG
Code and the FCA’s DTR. As noted in Appendix II.4.3, a number of the provisions
overlap, however, only the DTR provisions create binding obligations and breaches of
them may give rise to enforcement action and/or an action for damages. Whereas the
DTR sets out minimum requirements, the UK CG Code sets out recommendations, and
the FCA has given guidance that compliance with certain provisions of the UK CG Code
will entail compliance with the corresponding DTR requirement. This includes the
composition and functions of the audit committee and the annual disclosures required in
relation thereto. The FRC also issues guidance on certain sections of the CG Code
including its Guidance on Audit Committees 2016.

The UK CG Code’s approach to the audit committee is based on its function as a sub-
committee of the board. Thus, the UK CG Code provides that the audit committee’s
responsibility in relation to the appointment, reappointment and removal of the external
auditors is to make recommendations to the board.**® Since 2012 the issuer is required
to explain in the annual report to shareholders how the audit committee has carried out
their responsibilities,'®® and the FRC’s Guidance on Audit Committees recommends that
the relevant section should include specified matters (generally covering the role and
work of the audit committee) and be signed by the chairman of the audit committee.®?
In practice, this is often regarded in the UK as equivalent to a report prepared by the
audit committee. Where the board and the audit committee have been unable to agree
on the recommended appointment, reappointment or removal of the external auditors,

159 UK CG Code C.3.7
180 YK CG Code C.3.8
181 Section 4, Paras 80 - 84
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the Code requires the annual report to contain a statement from the audit committee
explaining the recommendation and why the board has taken a different position.®> The
same approach is undertaken in Hong Kong in relation to disagreements,'®® however, in
the absence of such a disagreement, the audit committee does not make any disclosure.
The HKICPA’s “A guide for effective audit committees” issued in 2002 does recommend
that the annual report should contain disclosures concerning the role and work of the
audit committee.'®*

In the United States, disclosures are not only required to be made about the audit
committee, but are also required to be made by the audit committee itself (see Appendix
II1.3.2). The composition and workings of the audit committee, as well as the disclosures
required to be made in the audit committee report presented in the issuer’s annual
proxy statements, are subject to SEC rules effective 2003 that implement SOX. Many
issuers are already providing audit committee disclosures that go beyond the SEC's
requirements.'®® Nevertheless, the disclosures of the audit committee in the audit
committee report, and the usefulness of those disclosures, remains a continuing focus of
the SEC and the PCAOB (although the PCAOB does not have regulatory jurisdiction over
the audit committee).

Unlike the position in the UK, where the audit committee operates as a sub-committee
subject to the board’s usual powers, SOX and the SEC implementing rules position the
audit committee as the primary body directly responsible for the appointment,
compensation, and oversight of the issuer's external auditor, and it is the audit
committee to whom the external auditor must report. These requirements, together with
issues surrounding audit firm tenure, audit firm fee determinations, and audit committee
involvement in the selection of the audit engagement partner, continue to be
scrutinized.%®

In addition, the audit committee will need to be cognizant of the code of ethics an issuer
is required to establish and apply to senior financial officers in compliance with the
requirements of section 406(c) of the SOX.'®” This covers, inter alia, conflicts of interest,
disclosure standards, and compliance with applicable rules and regulations. In addition
to the code of ethics requirements reviewed above, the PCAOB issues auditing standards
that outline the responsibilities and functions of auditors, internal and external, much as
the FRC do in the UK and the Hong Kong Institute of Certified Public Accountants
(HKICPA) do in Hong Kong despite the somewhat differing nature of each of these bodies
in the regulatory architecture of each jurisdiction. The PCAOB’s standards have been
reviewed recently.®®

The NYSE rules also specifically require prospective audit committee members to
consider and evaluate carefully the existing demands on his or her time before accepting
this assignment'®® and, if a committee member serves on more than 3 public companies

62 UK CG Code C.3.7

163 HK CG Code C.3.5

184 para 61

185 James Schnurr, Chief Accountant, Office of the Chief Accountant, SEC, Remarks at the 34th Annual SEC and
Financial Reporting Institute Conference (June 5, 2015) : Available at
https://www.sec.gov/news/speech/remarks-34th-sec-financial-reporting-institute-conference.html

html.

166 See Audit Committee Collaboration, Enhancing the Audit Committee Report, A Call to Action (Nov. 20,
2013), Available at http://www.thecaq.org/reports-andpublications/
enhancing-the-audit-committee-report-acall-

to-action.

167 17 CFR 229.406 - (Item 406)

168 On 31 March 2015, the PCAOB adopted amendments to reorganise its auditing standards, which were
approved by the SEC on 17 September 2015, and shall be effective as of 31 December 2016. See PCAOB,
“Reorganization of PCAOB Auditing Standards and Related Amendments to PCAOB Standards and Rules,” (31
March 2015) PCAOB Release No. 2015-002

169 NYSE Company Manual Commentary to rule 303A.07(a)

Johnstone & Goo -121 -



Report on Improving Corporate Governance in Hong Kong

then the board must consider whether this impairs the ability of the person to serve and
must disclose such determination.”®

In Mainland China, an audit committee is not compulsory except for firms controlled or
owned by the central government (see Appendix IV.7.3). Otherwise, the requirements
for an audit committee are very similar to those in Hong Kong, UK and United States.
Thus, whilst audit committees are increasingly playing a positive role, their effectiveness
remains a work in progress. This to some extent depends on the effectiveness of
independent directors who are the key members of the committees.

In Singapore, the Audit Committee is compulsory for all locally incorporated listed
companies (s 201B(1), CA). The requirements are quite similar to the other jurisdictions
examined. Listed companies incorporated outside Singapore are subject to similar
requirements under the Singapore CG Code.!” However, unlike Hong Kong, the
requirements in the Code are only comply or explain provisions. Surveys conducted in
Singapore and Hong Kong found that fraudulent companies have a lower proportion of
finance experts (as distinct from accounting experts) in their audit committees.'”? Thus,
it was suggested that there might be merit in emphasizing the monitoring role by finance
experts in audit committee.”?

Hong Kong

The position of audit committees in Hong Kong overall is very similar to the position in
the UK, but considerably different from the arrangements in the United States in three
main regards.

First, in Hong Kong, the provisions governing the establishment and operation of the
audit committee do not arise out of primary or regulatory law, as they do in the United
States or Singapore (for locally incorporated companies), but are established in the non-
statutory listing rules. Core requirements concerning composition of the committee are
mandatory, as is the requirement for the board to establish the terms of reference of the
committee, although the parameters of such terms are not specified in the listing rules,
which instead reference the (non-mandatory) HKICPA’s “A guide for effective audit
committees” issued in 2002. Many of the detailed operational provisions are not
mandatory but are instead laid out in the HK CG Code making them only subject to the
comply or explain standard.

Second, in Hong Kong, although the audit committee may have day-to-day influence
over the undertaking of the audit work, the primary relationship of the external auditor
with the issuer is with the board, whereas in the United States it is with the audit
committee independently of the board’s usual functioning.

Third, the HK CG Code positions the audit committee’s responsibilities around its role as
a sub-committee of the board that reports to the board; accordingly, while the code
requires the board to make disclosures about the audit committee,’”* the audit
committee itself does not make any disclosures, subject to one exception (below). While
guidelines issued by the HKICPA!”®> do recommend the disclosure of the composition,
activity and various functions of the audit committee in the annual report, the guidelines
stop short of suggesting the audit committee itself make a disclosure in the annual
report. Moreover, for the purposes of the HK CG Code the guidelines only constitute

170 NYSE Company Manual Disclosure Requirement rule 303A.07(a)

171 2012 CG Code Rule 12.1

172 Wan et al., op. cit.

173 1bid. See Appendix V.7.2

174 CG Code C.3.5

175 “A Guide for Effective Audit Committees”, Hong Kong Institute of Certified Public Accountants, February
2002, para 61
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suggestions. Section L(iv) of the HK CG Code contemplates - somewhat indirectly - that
an audit committee might itself report on its functioning, however, the board may also
do this.

The one exception to the silence of the audit committee’s voice reflects a similar
provision in the UK: the HK CG Code requires — again on a comply or explain basis only -
the audit committee to make a disclosure in the annual report in circumstances where it
has been unable to agree with the board on the selection, appointment, resignation or
dismissal of the external auditors.*”®

Given the importance to CG standards of the role played by a properly engaged audit
committee, it is in some ways surprising that the role performed by the audit committee
is open to being determined by the board with no legal constraints thereupon. Together
with the relative invisibility of the audit committee’s voice in communications with
shareholders this suggests that Hong Kong can do significantly better in this regard. This
is supported by the greater concern that has been identified over auditors and the
quality of financial statements of Mainland Chinese issuers, as already mentioned in
Section 3.1 “Overarching considerations”, concerns that should not be taken lightly
given the increasing predominance of Mainland Chinese enterprises being listed on the
SEHK.

However, it is recognized that a number of factors weigh in on this discussion. Not least
being the current discussions about the correct positioning and powers of the FRC in
Hong Kong’s regulatory architecture. Accordingly, two levels of suggestions are made,
both of which would require changes at the level of the listing rules.

The relatively simpler one is to expand on developments in the UK and the United States
to improve the transparency and voice of the audit committee to shareholders by
requiring it to make a disclosure in the annual report. This is often the de facto position
in the UK and is required in the United States. Given the concerns expressed in relation
to INEDs (see Section 3.7 Part C “Independent directors”), increased visibility of the
audit committee through mandated disclosures is one mechanism by which responsibility
may be brought more directly to bear on INEDs - under the current listing rules the audit
committee must be chaired by an INED, be comprised of a majority of INEDs, and
include at least one INED with appropriate professional qualifications or accounting or
related financial management expertise.!’”” It may include NEDs but excludes executive
directors.

A more complex suggestion would be to reposition the function of the audit committee
as one that is managed by legal requirements, as has been done in the United States.
While this requirement in the United States has been implemented via primary and
regulatory law, it is suggested the equivalent action in Hong Kong - making primary or
subsidiary legislation — may be difficult to implement, and would likely be premature in
the absence of a clear mandate from the market that this is needed. Accordingly, it is
suggested that a more suitable approach for Hong Kong would be to impose a comply or
explain requirement on boards that the authority in relation to the appointment,
compensation, and oversight of the external auditor be fully delegated to the audit
committee. Such a delegation would not, at law, diminish the ultimate legal authority of
the board, or alter the board’s legal obligations to oversee the execution of any
delegated function of the board. However, where full delegation is made, this places
greater emphasis on the primary role and authority of the audit committee - i.e., not
merely to make recommendations to the board but to itself make binding
determinations. This would considerably strengthen the intended function of an audit
committee as a safeguard against financial manipulation.

176 CG Code Provision C.3.5
177 MBLR 3.21
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The foregoing leads to Recommendation A4.1.3 "Disclosures of the audit committee”
and Recommendation A4.1.4 “Status of the audit committee”.

The ability to achieve the intended objectives of these two recommendations depends
significantly on the INEDs and the other NEDs comprised in an audit committee. In this
regard, reference should be made to other recommendations in this Report that are
directed toward improving the quality, independence and accountability of INEDs (and
other NEDs): Recommendation A4.2.1 “Sufficient INED time”, Recommendation
A4.2.2 "“Basis of INED remuneration”, Recommendation A4.2.3 “INED training”,
Recommendation C4.2.4 “"NED Code and INED reporting”, and Recommendation
C4.5.3 “Facts regarding director independence”.
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3.4 Involvement

Introduction

The quest of improving the involvement of shareholders in the affairs of a company, and
thereby developing a more informed relationship and communication between
management and shareholders, has been a multi-pronged approach in most of the
jurisdictions studied. Traditionally, this effort has focused on the disclosure obligations of
the company and its management, which was the topic of Section 3.3 “Information”.
As noted in that section, this occurs against a backdrop of facilitating the real ability of a
shareholder not only to receive timely and adequate information but also to exercise
their votes in shareholders meetings.

This Section takes as its primary concern shareholder involvement in decision-making
and what circumstances trigger their involvement. This includes the concept of
shareholder stewardship (Section 3.4.1), the rights attaching to shareholder votes and
specific issues related to executive compensation (Sections 3.4.2 and 3.4.3), and
event driven matters relating to changes of control (Section 3.4.4).

3.4.1 Shareholder stewardship

In the UK, the drive to encourage shareholders to become more actively interested in
the affairs of the company has taken various forms. One example of the broader
initiative undertaken is the FRC's introduction of the first version of the Stewardship
Code in 2010. This Code comprises a voluntary set of principles to assist institutional
investors in the exercise of their shareholder responsibilities towards UK listed issuers.'”®
It is backed by the requirement of the FCA, in its role as the regulator of financial firms,
that U1}§9authorized asset managers report on whether they comply with the Stewardship
Code.

However, the Stewardship Code has not translated into shared responsibility and
enhanced collaboration between the board and shareholders. As discussed in Appendix
11.4.3, shareholder engagement has declined over the 2016 period,!®° this is despite
additional shareholder powers in relation to the board, in particular dual-voting, being
made available to shareholders. UK institutional investors tend to be non-confrontational
and passive and activist shareholders are uncommon.

In the United States, by contrast, there is a clear profile of activist shareholders that are
taking an aggressive and confrontational approach, demanding that boards implement
their strategies and insert their board appointments. This has not always led to
productive outcomes, as discussed in Section 3.4.3 "Remuneration” (see also Appendix
I11.1.2). As discussed in Appendix III.7.2, the SEC has been trying to facilitate the role
of shareholders more widely via, inter alia, federal proxy rules to remove various
impediments to shareholder involvement. However, the rules were successfully
challenged in court and rejected.

The current extremities of acquiescence and friction between professional shareholders
and boards of directors in a context of government and regulatory intervention in the

178 FRC, “UK Stewardship Code”: Available at https://www.frc.org.uk/Our-Work/Codes-Standards/Corporate-
governance/UK-Stewardship-Code.aspx (visited on the 30 Nov 2016); FRC, “The UK Stewardship Code,”
(2012), 1

179 FRC, “Corporate Governance and Stewardship,”: Available at https://www.frc.org.uk/Our-Work/Corporate-
Governance-Reporting/Corporate-governance.aspx (visited on 2 Nov 2016)

180 Grant Thornton, “The future of governance: one small step...,” (2016) op. cit.
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roles and rights of shareholders as well as remuneration mechanisms are evidence that a
regulatory-commercial grey area has developed. Developments in the specific roles,
powers, and enforcement scope of the regulators have occurred because an environment
whereby market participants are active and consistent in promoting the principles of the
responsible investing has failed to develop. However, regulatory intervention in
traditionally commercial matters has not always been successful.

Hong Kong

The SFC introduced the “2016 Principles of Responsible Ownership”, which largely
follows the lead established by the FRC’s Stewardship Code. However, there is little
evidence that it is having an impact. As noted in Appendix 1.2, Hong Kong has few
activist shareholders and, despite an increase in institutional shareholders in Hong Kong
in recent decades,'®! a relatively larger participation of retail investors in the public
market, who tend to be relatively inactive. Media reports of activist and institutional
shareholders in Hong Kong are quite rare. Institutional interaction with listed issuers
does occur, although this tends to be on a more informal and private basis with the
board. This stands in contrast to the United States where shareholder activism is
apparent, and the UK where activism is on the rise. However, there have been two
recent high-profile examples of activism being imported to Hong Kong. In the first, a
United States based fund manager (Elliot International) holding shares in a Hong Kong
listed issuer (Bank of East Asia), has petitioned the Hong Kong court alleging that the
affairs of the issuer have been conducted in a manner unfairly prejudicial to the interests
of its shareholders.!® In the second, a dispute between a Nasdaq listed issuer (Sina
Corp) and a United States investment manager (Aristeia Capital) concerning the
appointment of two directors nominated by Aristeia was played out in an annual general
meeting held in Hong Kong in November 2017. Both cases represent somewhat unique
instances of exposing Hong Kong shareholders to activism.

Perhaps similar to the UK, some institutional shareholders are implementing their own
approaches, e.g. Blackrock’s “Corporate governance and proxy voting guidelines for
Hong Kong securities”. However, in both the UK and Hong Kong markets retail investors
in general tend to be relatively uninvolved as shareholders with rights and behave more
like investors with the power to sell.

In Singapore, the Securities Investors Association Singapore is the body that represents
shareholders - it is active in promoting shareholder rights through boardroom activism
rather than the courtroom, although it is prepared to do so in appropriate cases (see
Appendix V.5.1). In November 2016, the Stewardship Asia Centre on behalf of the
Singapore Stewardship Principles Working Group'®® issued the “Singapore Stewardship
Principles for Responsible Investors.'® Despite the adoption of the Stewardship
Principles, there is no evidence of a rise in shareholder involvement or activism.

In Mainland China, although institutional investors have an increased presence, they are
still smaller compared to the controlling shareholder of SOEs, the State. Thus, activism
by institutional investors remains low (see Appendix IV.5.4). There is no Stewardship
Code. In a survey by Institutional Shareholder Services in November 2014, it was found
that (1) the level of engagement between Mainland Chinese companies and foreign
investors is low compared to Unites States companies, and engagement is usually
initiated by investors; (2) philosophical, cultural, and language differences are significant

181 Kieran Colvert, “Where were the Investors?,” (7 April 2015) Chartered Securities Journal

182 Under s. 724 CO. See also http://fairdealforbea.com/

183 Consisting of Stewardship Asia Centre, the Singapore Institute of Directors, the Investment Management
Association of Singapore and the Securities Investors Association of Singapore, supported by the MAS and SGX
184 Stewardship Asia, “Singapore Stewardship Principles For Responsible Investors”, November 2016: Available
at

http://www.stewardshipasia.com.sg/principles/singapore_stewardship_principles.pdf
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barriers to constructive dialogue between Mainland Chinese issuers and investors; (3)
voter turnout at mainland-listed Chinese companies is approximately 55 percent, the
lowest among the markets studied; (4) investors of mainland-listed companies are more
concerned with related-party transactions and share issuances without preemptive rights
than other common voting agendas, and are more vocal about these issues through their
votes; (5) nearly half of all proposals at mainland-listed companies are approved
unanimously, while such unanimous consent is much less frequent in other markets
studied; and (6) while shareholder proposals are not uncommon in Mainland China,
nearly all are presented by controlling shareholders, and typically receive more than 95
percent support.'®

Discussion

Based on the lack of traction the Stewardship Code has had in the UK to date and the
particular characteristics of the Hong Kong market at present, there is little to suggest
that significant inroads to shareholder participation in a listed issuer will be obtained
through a stewardship approach, at least at the present time. However, this is not to
suggest that stewardship is an unworthy idea in principle. Rather, it is suggested that
stewardship is not a concept that should be expected to be integrated into a market
within a short period of time. It is more likely to be part of a generational cum cultural
shift as shareholders come to feel increasingly empowered in the exercise - and
enforcement - of their rights. Instances such as the Elliot and Aristeia actions may serve
to promote change more than regulatory dicta might. Accordingly, for the purposes of
this study, it is considered that laying the foundation for an appropriate level of
empowerment is an important precursor to and facilitator of stewardship in the wider
shareholder context. The scope of the present study being to identify recommendations
that are likely to be more resource-effective in that they should be supported by a
mandate from the market and/or have a high expectation of achieving measurable
improvements in CG standards, it is suggested that stewardship principles may need to
be revisited at some future point in time when ground conditions in the market may be
more responsive.

3.4.2 Shareholder votes

A more specific measure taken in relation to shareholder votes in the UK was the
introduction of a requirement that independent directors be appointed by independent
shareholders under a dual voting arrangement, and that this would require, for issuers
with a controlling shareholder, appropriate changes in their constitutional documents -
discussed in Section 3.6.4 “Appointment of independent directors” and Appendix I1.1.2.
This serves two purposes: it gives shareholders a stronger incentive to attend meetings
and to exercise their vote, and it establishes a clear line of accountability of independent
directors to independent shareholders - the argument being that it is those shareholders
they should be taking into account when exercising their role. Another example of
shareholder empowerment, particularly when considered in light of the foregoing
development, is the introduction of paragraph B.7 to the UK CG Code, to the effect that
FTSE350 company directors should be put up for election every year. According to oral
testimony before a Parliamentary Committee, “most companies have adopted this”.!®®
The Department of Business, Innovation & Skills (BEIS) also have a strong shareholder-
driven mandate in view of some recent high-profile shareholder actions in relation to
executive remuneration, as discussed in Appendix II.2.1.

185 Jun Frank, Rui Deng, Faye Mo, Investor Stewardship: An examination of voting and engagement activities
in China: Available at https://www.issgovernance.com/file/publications/china-investor-stewardship.pdf

186 per Sarah Hogg (non-executive Board member of the FCA and former Chair of the FRC), oral evidence given
at BEIS enquiry into CG, see Tuesday 24 Jan 2017: Available at http://parliamentlive.tv/Event/Index/1f833dfc-
c5d9-4a46-896c-f18e237928c1l
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These requirements have all been introduced within the last few years, indicating an
active engagement of the regulators in developing mechanisms that put more power into
the hands of shareholders.

However, there are nuances to the question of the appropriate level of shareholder
involvement in the affairs of a company. The experience in the United States presents a
somewhat different matrix of problems than the UK but which are nevertheless
informative as regards the context in Hong Kong. The specific question of the
appointment of INEDs is discussed in Section 3.6.4 “Appointment of independent
directors”.

In the United States, it has been a long-standing fundamental right of shareholders
under State law to participate in meetings. This encompasses not only the right to vote
but also the right to make proposals to be voted on by members. However, as discussed
in Appendix III.7.2, the SEC’s view is that the proxy statement process impedes those
rights and the SEC has been struggling for over half a century to facilitate shareholders
exercising their rights. Different State laws provide for different shareholder rights, for
example, neither Delaware nor New York guarantees that shareholders have any right to
call a meeting, whereas California does. However, as noted elsewhere, since most listed
issuers are incorporated in Delaware that is the State law of reference for present
purposes.

Actual in-person meetings of shareholders are now, in effect, only a necessary formality.
The primary means by which shareholders are in practice able to express their views is
now by way of proxy exercised either in response to an issuer’s proxy statement that
explains to shareholders the matters for discussion at the meeting, or through the
solicitation of proxies by initiating a proxy contest.

The question of giving shareholders appropriate access to the contents of the proxy
statement, i.e. to give them the right to insert proposals on it, has been a significant
battleground. A fundamental CG concern in this regard is that in the absence of an
effective means for shareholders to nominate and elect or remove directors to or from
the board, accountability of the board to shareholders is diminished. There is a wider set
of arguments that the United States in this regard has fallen behind standards in other
countries and that this ultimately represents an important competitiveness problem for
United States issuers.!®” Some academic literature also suggests a relationship between
board accountability and effectiveness.!®®

Conversely, a concern that has been expressed over shareholder-nominated
appointments'® is that directors so appointed may represent the interests of select
shareholders rather than the interests of the company as a whole. Shareholder activism
via proxy contests can lead to undesirable outcomes, a feature that is also beginning to
appear in the UK markets. This issue is discussed further under Section 3.6.4
“Appointment of independent directors”.

This issue was a concern of Dodd-Frank, which empowered the SEC to make rules
addressing shareholder access to company proxy materials. The authority was an
important means of overcoming a previous court ruling in 1990**° that the SEC lacked
the authority to regulate corporate governance through the proxy rules. In 2010 the SEC
introduced a new proxy access rule — Rule 14a-11 - designed to facilitate the rights of

187 Committee on Capital Markets Regulation, Interim Report (November 30, 2006) at 109: Available at
http://www.capmktsreg.org/pdfs/11.30Committee_Interim_ReportREV2.pdf

188 See, e.g., Michael E. Murphy, The Nominating Process for Corporate Boards of Directors—A Decision-Making
Analysis, 5 Berkeley Bus. L.J. 131 (2008)

189 For example by the United States Chamber of Commerce and the Business Roundtable Corporate
Governance Task Force

190 Bysiness Roundtable v. SEC 905 F.2d 406 (D.C. Cir. 1990)
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shareholders to nominate directors to a company's board. In a rule that sought to
address the perceived problem of short-term shareholders pursuing short-term interests
at the cost of longer term corporate prosperity, an issuer was required to include the
nominees of long-term shareholders in their proxy materials together with the nominees
of management. However, the rule was again successfully challenged in court, this time
on the basis that the SEC had failed to adequately assess the economic effects of the
rule.

Nevertheless, developments over the past decade or so have strengthened the voice of
shareholders in companies. This includes SEC rules that facilitate the use of electronic
shareholder forums,®* enhanced disclosure requirements concerning the nominating
committee of the board,'? the information required to be included in proxy statements
which includes matters such as appointment of directors and executive compensation,!°3
many larger companies moving to majority voting in place of plurality voting in director
elections,'®* and that many State laws - including Delaware where most listed issuers
are incorporated - now clearly allow constitutional documents of companies to set out
shareholder rights to nominate directors.'?® Indeed, there have been ever growing waves
of shareholder-initiated proposals to amend bylaws to allow proxy access and a
significant number of United States companies have amended bylaws in one form or
another.

Hong Kong

In contrast, the discussion surrounding shareholder involvement in Hong Kong is
relatively inactive. Shareholders in Hong Kong incorporated issuers have clear powers
under section 566 of the CO to call meetings and to propose matters to be discussed and
voted on. Given that most issuers are not incorporated in Hong Kong, significant reliance
is placed on the SFC/HKEX Joint Policy Statement together with MBLR 19.05(1)(b),
which, as discussed in Section 3.2.1 “Application of local laws and regulations”, work to
ensure that shareholders receive equivalent standards of investor protection including as
to their rights to call meetings, propose resolutions and to vote.

The HK CG Code has not as yet followed the approach in the UK as regards the
frequency of director re-election. The HK CG Code instead provides for retirement by
rotation every three years.!®® The election of directors is closely tied to the interrelated
topics of board refreshment as a mechanism of management accountability to
shareholders (see Section 3.6.3 “"Board refreshment”), as well as the information made
available to shareholders in relation to the performance evaluation of directors and the
board as a whole (see Section 3.3.3 "Board evaluation”, which led to
Recommendation C4.1.1 “"Board evaluation”). The question of whether the HK CG
Code should develop higher CG standards for certain larger companies is discussed in
Section 3.7.7 “Differentiation of CG requirements”.

191 Flectronic Shareholder Forums, Release No. 34-57172 (January 18, 2008) [73 FR 4450]

192 pjsclosure Regarding Nominating Committee Functions and Communications Between Security Holders and
Boards of Directors, Release No. 33-8340 (December 11, 2003) [68 FR 69204]

193 17 CFR 240.14a-101 Schedule 14A. Information required in proxy statement

194 Around half of S&P 500 companies had changed over by the end of 2008. However, plurality voting remains
the standard at the majority of smaller companies. See The Corporate Library Analyst Alert, December 2008,
and the Broadridge letter dated March 27, 2009 and attached analysis in response to File No. SR-NYSE-2006-
92.

195 Effective August 1, 2009 Delaware General Corporation Law included a new section 112 allowing that the
bylaws of a Delaware corporation may provide that, if the corporation solicits proxies with respect to an
election of directors, the corporation may be required to include in its solicitation materials one or more
individuals nominated by a stockholder in addition to the individuals nominated by the board of directors.
Similar changes may be made to the Model Business Corporation Act maintained by the American Bar
Association.

19 Code Provision A.4.2
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Other changes made in the UK, such as dual voting, are regarded in the Hong Kong
context as almost radical, and this likely arises out of the significantly different makeup
of investors in the Hong Kong market, in which around half of companies possess a
controlling (>30%) shareholder and around a third possess a majority (>50%)
shareholder (see Appendix II.1.2).

However, Hong Kong is not without its structural problems as regards shareholder
voting. Most publicly-owned shares in Hong Kong are held through a nominee
arrangement (HKSCC Nominees Ltd, a subsidiary of the SEHK) and this does create
proxy issues in practice. This does not challenge shareholders exercising their rights to
the same extent as in the United States where the problems are more fundamentally
legally systemic in nature — Hong Kong’s problem is more operational in nature. This
system has often been criticized as a deterrent to shareholders attending or casting their
votes at general meetings of listed issuers. To attend, the shareholder must instruct the
nominee to appoint them as its proxy (or corporate representative). To vote, the
shareholder must give the nominee its voting instructions. These instructions must be
given to the nominee in sufficient time for it to process the instruction in time. Together
with the delays in shareholders receiving corporate communications, which need to be
processed through the nominee, this materially shortens the amount of time provided by
statute that a shareholder has to form its views. These arrangements clearly add
meaningful hurdles to the concept of shareholder participation. Indeed, it was a key
observation of the Kay Review,” undertaken in the UK (see Appendix II.2.1), that
shareholder engagement is diminished by shareholders holding through a custodial
system, which creates barriers and uncertainty, rather than directly. Based on the Kay
Review’s recommendation, BEIS is exploring a cost effective means of implementing an
electronic shareholder register.

The Securities and Futures and Companies Legislation (Uncertificated Securities Market
Amendment) Ordinance gazetted in March 2015 provides a framework for the
introduction of a securities market that will enable shareholders to hold, transfer and
vote shares under a paperless system. However, this Ordinance is not yet in force
pending the preparation of detailed subsidiary legislation.

In Singapore, some shares are also held by nominees (e.g. banks or other
intermediaries), and only registered legal owners can vote. However, the 2013
amendment to the CA allows intermediaries to appoint more than two proxies to vote by
show of hands. The CG Code also has similar rules (see Appendix V.7.1).

Mainland China has also devised means of facilitating beneficial owners to vote via online
voting.

However, the main problem for investors in each of Singapore, Mainland China and Hong
Kong is that they are minority shareholders, and most listed companies are subject to
the influence of majority or controlling shareholders. So, while having the right to vote
assists minority shareholders express their voice, it has a limited ability to solve many of
the problems minority shareholders face. Something else is needed to protect minority
shareholders.

Like Hong Kong and the UK, the Exchanges in Singapore and Mainland China also do not
allow companies with dual class share structure to be listed. This is ostensibly for the
protection of minority shareholders based on the one-share-one-vote principle. However,
some voices in the market argue that this principle stifles the development of an
alternative public market for innovative companies seeking to raise funds. Thus, the
Hong Kong and Singapore Exchanges have been actively considering the issue, as has

197 John Kay, “The Kay Review of UK Equity Markets and Long-Term Decision Making,” (2012), 9
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the corresponding industry regulators in each jurisdiction (see discussion at Section
3.5.2 "Weighted voting rights” below).

Discussion

As discussed in Section 3.5.1 “Voting rights generally”, dual voting represents a public
law amendment of private rights. While the SFC has in the past expressed strong
disapproval of the introduction of dual class voting shares, it is expected that any
suggestion of dual voting rights imposed by the regulator would be met with similarly
strong resistance by the controlling shareholders that dominate ownership of listed
issuers. Interviewees were quite divided on the question of whether dual voting would be
desirable in Hong Kong. The cultural background together with the traditional
predominance of family controlled issuers suggested to some that an “outside” director
may simply introduce disruption in the operations of the board. Similarly, there was
concern that if independent directors were to be appointed by independent shareholders
then there would be a risk that those directors would pursue the interests of a minority
group to the exclusion of the interests of the company as a whole. However, the makeup
of the market is changing very considerably, and it is arguable that the expectations of
investors are evolving together with the market and international practices.
Nevertheless, there is some doubt as to whether the introduction of dual voting would be
supported by the requisite regulatory mandate.

A more significant opportunity to engage shareholders rests in the reform of the means
by which shareholders hold their shares. As already discussed above, the framework for
a scripless system is in progress that will enable more direct contact between issuer and
shareholder both as regards the timeliness of notifications and the ability to vote as legal
owners of the shares. Note however that while the new law will apply to Hong Kong
companies, it will only apply to non-Hong Kong companies as and when the necessary
approvals or laws of their home jurisdictions are in place and the Government is
currently initiating discussion on this with Mainland China, the United Kingdom, Cayman
Islands and Bermuda.!?®

3.4.3 Remuneration

Since the 2008 global financial crisis a significantly greater focus of attention has fallen
on executive remuneration. This is particularly notable in the UK and United States. The
central concerns are the reference points for setting remuneration and how decisions are
made to set them.

Any discussion of the transparency, evaluation and approval of executive remuneration
must be distinguished from the question of whether executive remuneration should be
linked to corporate performance. Whereas the former is firmly within the scope of this
study’s approach to the mechanisms of “good CG” (as discussed in Section 2
“Methodology”), the latter is essentially value-laden as it makes certain assumptions
about the effect of establishing such a link - as such, for the purposes of this study it is
regarded as a subset of the former concerns.

In common with the approach advocated in many markets, Hong Kong has adopted a
regulatory policy, set out in the HK CG Code, that an executive director’s remuneration
should be linked to corporate and individual performance.®®* While establishing the link
may appear to make sense in spirit, it has nevertheless been subject to abuse,
particularly in the United States, much less so in Hong Kong and the other jurisdictions
studied. In some instances, the link has led (possibly quite predictably) to unintended

198 | egislative Council Brief, 2014: Available at http://www.legco.gov.hk/yr13-
14/english/bills/brief/b201406132_brf.pdf (visited on 12 Nov 2017)
19B8.1.7
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consequences, namely, short-termism and unwarranted risk taking. This has been
exacerbated by changes to board composition in the form of activist directors, and
changes in shareholder composition including the formation of temporary majorities
being formed through “wolf packs”.?°® There are clear instances where activist
shareholders have driven executive remuneration structures toward short-term growth
and management reward objectives without regard to longer-term strategies or benefits
to the company and its shareholders. This has particularly been the case with hedge
fund investors that stand to gain from share price fluctuations over the short term. The
problem is not limited to hedge fund managers - executives have also observed the
opportunity to make personal gains from share price performance irrespective of
whether it is in the long term interests of the company, for example, via excessive risk
taking (as seen in the global financial crisis) or, in extreme cases, committing fraud (as
in Enron). Where remuneration is linked to corporate performance, there must be
separate safeguards as regards the decision to establish a link, and if so, vetting the
nature of the link and submitting it to shareholder approval.

The wider question for present purposes is what measures are appropriate to deal with
the risk of remuneration-abuse (whether or not it is linked to corporate performance). As
discussed in Section 3.6.4 “Appointment of independent directors”, the increased
representation of independent directors has not alleviated the problem, possibly with the
exception of Singapore where other factors are at play (see below). Instead, there has
been a general drive internationally to give shareholders more say on executive
remuneration and to improve the functioning of the remuneration committee. Proposals
to impose “clawback” rights on executive remuneration have been mixed.

In the UK, the FRC has been active in introducing new provisions to the UK CG Code,
including provisions dealing with the design of performance related remuneration
(2008), remuneration (2010) and policies to defer, recover, or withhold variable pay
(2014), as discussed in Appendix 11.4.1.

The FCA’s DTR mandates disclosure of the composition and operation of the issuer’s
administrative, management and supervisory bodies and their committees, and this will
encompass the remuneration committee where one has been established.?’* A
description of the work of the remuneration committee is also required under the Large
and Medium-Sized Companies and Groups (Accounts and Reports) Regulations 2013,
although this is applicable only to UK incorporated companies. This requirement is
supplemented by provisions of the UK CG Code that specify the remuneration committee
should be comprised of at least three independent non-executive directors,?°> and that
its terms of reference, including its role and the authority delegated to it by the board,
should be disclosed. FTSE350 issuers should establish their remuneration committee
with delegated responsibility for setting remuneration for all executive directors and the
chairman, including pension rights and any compensation payments.?®> Many FTSE350
companies have taken up suggestions of the FRC to implement clawback arrangements
on executive pay.?®* The UK CG Code also provides that shareholders should be “invited”
to approve all new long-term incentive schemes (as defined in the listing rules®®®) and
significant changes to existing schemes, save in the circumstances permitted by the
listing rules.2%®

200 5ee JC Coffee, “The wolf at the door: the impact of hedge fund activism on corporate governance.” Working
Paper No. 521, 2015: Available at http://ssrn.com/abstract=2656325

201 FCA Rule DTR 7.2.7 R

202 provision D.2.1

203 per Section D of the UK CG Code, Provision D.2.2; the committee should also recommend and monitor the
level and structure of remuneration for senior management

204 919 of FTSE350 issuers in respect of the annual bonus and by 78% in respect of long term plans. See
FRC’s 2016 annual review “Developments in Corporate Governance and Stewardship”

205 | jsting rules, LR 9.4

206 Code Provision D.2.4
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The link between remuneration and corporate performance and the attendant safeguards
against abuse was an important focus of the Dodd-Frank reforms. The Dodd-Frank Act
mandated three different types of non-binding shareholder votes on compensation
matters that encompass enhanced compensation structure reporting and shareholder
voting on executive compensation (see Appendix III.3.1). Although the votes are non-
binding due to the primacy of directors under State laws to determine the company’s
affairs, it does serve as an important barometer of shareholder views of a company’s
compensation practices. In consequence, directors do tend to be quite focused on
receiving a favorable outcome as poor results have the potential to trigger significant
investor pressure and possibly litigation. Dodd-Frank also required the SEC to implement
rules for compensation committee independence, and many of these have been
implemented by way of mandatory requirements being incorporated into the listing rules
of the Exchanges?®®’ that will need to be reported on under Item 407 of Regulation S-K,
which brings the disclosure within the reach of Federal securities laws (see Section
3.3.1 “Legal status of CG disclosures”).

The SEC has proposed rules, also pursuant to Dodd-Frank, directing the Exchanges to
establish listing standards requiring companies to adopt policies to recover or claw back
executive incentive-based compensation (i.e. tied to accounting-related metrics, stock
price, or total shareholder returns) that were awarded erroneously.?®® However, the draft
implementing rules proposed by the SEC have not yet been finalized as this has been a
more controversial issue and remains in a state of uncertainty following the most recent
change of government, which is seeking to roll back some of the Dodd-Frank reforms.

While the SEC has also sought to implement proxy rules to bring greater power to long-
term shareholders, this has been successfully challenged in court, as discussed in
Section 3.4.2 "Shareholder votes” above.

Notwithstanding the foregoing efforts to develop safeguards on executive remuneration,
it has been observed that clawback provisions*®® or say on pay?'® are not particularly
effective and have little effect on reducing CEO compensation levels in the United States.
What appears to be essential for it to work, and which appears to be lacking, is
consensus:

“In order to determine the effectiveness of say-on-pay, there must be some
consensus on the nature of the problem and the desired outcome. There also has
to be some consensus on what led to say-on-pay. Moreover, say-on-pay cannot
be understood in a vacuum. Instead, it must be analyzed as a part of corporate
governance. As long as the corporate governance system as a whole does not
serve shareholders’ interests properly, there is little that say-on-pay can
achieve... Without the threat of say-on-pay, excess executive compensation might
have been even higher, but that is impossible to measure.” %!

207 Section 952 of Dodd Frank requires the adoption of NYSE and Nasdaq compensation committee listing
standards

208 .S, Securities and Exchange Commission, “SEC Proposes Rules requiring Companies to Adopt Clawback
Policies on Executive Compensation,” (1 July 2015) Press Release: Available at
https://www.sec.gov/News/PressRelease/Detail/PressRelease/2015-136.html (visited on 9 Sept 2016).

209 Executive Pay Clawbacks Are Gratifying, but Not Particularly Effective, 30 September 2016: Available at
https://www.nytimes.com/2016/10/02/business/exclawbacks-are-gratifying-but-not-particularly-
effective.html?mcubz=3. Since 2011, the SEC has brought 40 cases against top executives and clawbacks
under voluntary corporate programs are even rarer. In the Wells Fargo case, the SEC could recover only a
portion of pay from chief executives or chief financial officers if their companies were found to have
manipulated their books.

1% Dan Palmon “Say-on-Pay: Is Anybody Listening?”, 4 August 2017: Available at
https://corpgov.law.harvard.edu/2017/08/04/say-on-pay-is-anybody-listening/ (visited on 12 Nov 2017)
211 ibid
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This reflects a position arrived at in other parts of this study that specific CG
mechanisms intended to operate as safeguards can only be assessed and implemented
having regard to all other surrounding mechanisms that provide, or fail to provide,
appropriate support for a proposed CG mechanism.

In Singapore, there are also requirements for remuneration practices and disclosures
(see Appendices V.1.3, V.4.1, V.7.3) although a review by the SGX reveals that
remuneration matters receive the lowest score (see Appendix V.1.3). The idea is that
with independent directors as members, executive directors would not get to set their
pay, and abuse can be avoided. The Remuneration Committee’s responsibilities are to
review and recommend to the Board a general framework of remuneration for the Board
and key management personnel and review and recommend to the Board the specific
remuneration packages for each director as well as for the key management personnel.
While excessive executive compensation continues to be an issue in the United States
and UK, raising the question whether the remuneration committee is an effective
mechanism, this does not appear to be a problem in Singapore - although possible
exceptions could be Mainland China state-owned enterprises (S-Chips) which are not
well-monitored by State-owned Assets Supervision and Administration Commission of
the State Council (there have been some instances of abuse taking various forms with S-
Chips (see Appendices V.1.4 and V.7.3) or private firms where the controlling
shareholders are also the executive directors. However, it is likely that with GLCs being
majority-owned by the Singapore government, and other private firms owned by
controlling shareholders, there is informal — and arguably effective - control on executive
compensation imposed by the government or the controlling shareholders. What may be
of relevance to note in this regard is that INEDs are much better paid in Singapore than
their counterparts in Hong Kong (see Appendix V.1.3). Whether this signals that INEDs
have a greater influence or whether this is merely part of the consensus package that
comes with government and controlling shareholder influence is open to debate.

In Mainland China, as in Singapore, executive remuneration does not appear to be an
issue as it is frequently subject to close monitoring and control by the State as the
controlling shareholder. However, following Western concepts, Mainland China employs a
committee - the remuneration and appraisal committee - with similar functions to its
counterparts elsewhere, including a requirement for disclosure of information concerning
remuneration policy and director remuneration (see Appendix 1V.7.3). Pay for
independent directors, as in Hong Kong, is also on the low side.

Hong Kong

The focus in Hong Kong is primarily concerned with the formation and functioning of the
remuneration committee under the HK CG Code. As indicated in the comparison Table of
the UK and HK CG codes in Annex 1 to Appendix 1.4, the arrangements in both Hong
Kong and the UK cover similar principles regarding the level and make-up of
remuneration and disclosure. For example, both codes require the remuneration
committee to consider salaries paid by comparable companies.

A notable difference is that whereas the UK CG Code provides that the remuneration
should have delegated responsibility for setting remuneration?'? the HK CG Code only
requires disclosure of whether the remuneration committee determines remuneration
with delegated responsibility or merely makes recommendations to the board.?!®* The UK
CG Code also provides considerably greater detail, and emphasis, on the provisions the
remuneration committee should follow when designing performance-related
remuneration for executive directors,?’* which in Hong Kong receives only a brief

212 YK CG Code Provision D.2.1 and D.2.2
213 HK CG Code Provisions L and B.1.2(c)
214 5ee Schedule A of the UK CG Code
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mention as a recommended best practice.?’® Unlike the UK CG Code,?'® the basis on
which INEDs should be remunerated is not addressed by the HK CG Code. Taken
together, the HK CG Code in its provisions represents a relatively diluted detailing of the
principle®!” that issuers should disclose their remuneration policy and other remuneration
related matters, the latter of which is potentially quite encompassing.

As regards developing shareholder voting on executive pay, there appears to be
relatively little momentum in Hong Kong on the issue, or for imposing clawback
mechanisms. At the present point in time, that may be appropriate given the issues
encountered in the other jurisdictions studied.

Discussion

Executive compensation has been most widely discussed in the United States and the
UK, with no definitive solutions. In the UK, the Government has been trying to solve the
problem for more than 25 years, first through the CG Code as a result of the Report of
the Greenbury Committee in 1995, without noticeable impact. Critics have doubted
whether it is any more likely to be successful in the current environment.?*®

The difficulties encountered in the jurisdictions studied, the absence of a clear mandate
from the market that executive compensation needs to be better regulated and the
different context of Hong Kong suggests that it may not be appropriate at present to
develop a mandatory regime for shareholder votes on executive pay or clawback
mechanisms. Similarly, there seems little momentum to mandate a greater involvement
of INEDs, first because of the weak effectiveness of doing so elsewhere (see above and
Section 3.6.4 “Appointment of independent directors”), and second because in Hong
Kong this appears to cut too deeply into the mandate of the board to determine such
matters as it considers commercially desirable. Even if some form of regulations were
introduced, a necessary consensus to make them effective may not form — in which case
the regulations run the risk of serving to validate remuneration without actually
influencing it. The Hong Kong context may therefore be better served by leaving
remuneration as a commercial matter to be decided by the board and assessed by
shareholders upon receiving adequate disclosure. That implies shareholders need to be
able to vote a director out if, for example, they feel the performance of the director is
not commensurate with the remuneration received. As discussed in Section 3.4.2
“Shareholder votes” and more particularly in Section 3.7.7 “Differentiation of CG
requirements”, there may be some value in discussing further the frequency with which
shareholders are able to exercise this right. The discussion on board refreshment also
supports such an approach (see Section 3.6.3 "Board refreshment”).

The foregoing does leave open the question of how to foster adequate disclosure to
shareholders as regards remuneration and its determination. The UK, via the UK CG
Code, sets out the provisions the remuneration committee should follow when designing
performance-related executive remuneration,?!® whereas in Hong Kong this receives only
a brief mention as a recommended best practice.?’® The United States, via Exchange
rules, requires the independence of the compensation committee to be reported on??! in
a manner that brings the disclosure within the reach of Federal securities laws - in Hong
Kong while the terms of reference of the remuneration committee and whether or not it

215 provision B.1.7

216 provision D.1.3

217 HK CG Code B.1

218 Corporate Governance Reform: UK Government Green Paper, 2 December 2016: Available at
https://www.law.ox.ac.uk/business-law-blog/blog/2016/12/department-business-energy-and-industrial-
strategy-corporate (visited on 12 Nov 2017)

219 See Schedule A of the UK CG Code

220 Code Provision B.1.7 HK CG Code

221 5. 952 of Dodd Frank requires the adoption of NYSE and Nasdaq compensation committee listing standards.
See also (see Section 3.3.1 “Legal status of CG disclosures”)
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comprises INEDs is required to be disclosed,?®? this has limited consequences if it
amounts to a mis-disclosure. If the functions of the remuneration committee are subject
to higher disclosure standards, this will improve transparency of executive remuneration
to shareholders and accordingly their opportunity for exercising meaningful involvement.
For the above reasons, there is some justification for better disclosure of performance-
linked remuneration.

The foregoing leads to Recommendation A4.1.2 “Transparency of performance related
executive remuneration”.

As the above recommendation provides for mandated disclosure, it should be read
together with the recommendations that would attach legal consequences to mis-
disclosure or failure to disclose: Recommendation A4.5.1 “Legal status of CG-related
disclosures”, Recommendation C4.5.2 “Status of listing rule compliance and related
disclosures (continuing)” and Recommendation S4.3.2 "Disclosure of non-compliance
with issuer’s disclosed CG practices”.

As regards the remuneration of INEDs, there is a plausible case for suggesting that the
basis on which INEDs are remunerated should be given further consideration. Almost all
of the interviewees expressed concern that many INEDs of listed issuers in Hong Kong
do not fully appreciate their role on the board and take up INED roles as trophy posts
without regard to their responsibilities or their liabilities. A number of interviewees
expressed the concern that if an INED is being paid a token fee what message does this
send to them in terms of their responsibilities and liabilities? It is probable that they are
not expected to do very much save as is sufficient to ensure the INED requirements are
met on a box-tick basis.

In the UK, it is recognized that the remuneration for non-executive directors should
reflect their expected commitment and responsibilities, and that this should in general
not include performance-linked remuneration.??® As already noted above, the HK CG
Code provides very little detailing on the requirement to disclose remuneration related
matters - on the topic of the remuneration of non-executive directors, it only provides
that the remuneration committee’s terms of reference should include making
recommendations to the board.***

The foregoing leads to Recommendation A4.2.2 “Basis of INED remuneration”.

The role of remuneration in the overall matrix affecting an INED's performance is further
discussed in Section 3.7.10 “"Requirements relating to INED performance”, which also
discusses the other findings of this study as regards the requirements that should be
imposed in relation to INEDs.

3.4.4 Changes of control

The regulation of takeovers represents an important event-based test of CG practices.
The board of the target company will normally?*®> be placed in a position of special
knowledge, raising the question of how they exercise their powers, particularly as
regards decision-making, the extent to which shareholders have a voice in decisions, and
the transparency of information afforded to their shareholders. The position of a
controlling shareholder or shareholders or directors that are connected to the offeror will
also be relevant to consider as regards similar concerns where the acquisition is

222 Code Provision B.1.3 HK CG Code and L(b) & (d)(i)

223 YK CG Code Provision D.1.3

224 HK CG Code Provision B.1.2(d)

223 1.e. in a friendly bid context, which is by far the norm in Hong Kong
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significant relevant to the offeror. Conflicts of interest among the key actors may also
represent an issue of concern.

The company seeking to acquire control is also a matter of interest in takeover
regulation as regards the protection of shareholders in the target company, primarily
because shareholders may receive unequal treatment in terms of information sharing
and the offer made for their shares — however, strictly speaking, this is not a CG concern
as traditionally conceived as it involves the relationship between a shareholder and a
third party. The topic more properly falls under the broader topic of protection of
investors and will not be further considered here.

Takeovers of public companies in the UK have long been subject to the Takeovers Code,
a code widely regarded as being successful in balancing commercial interests with
regulatory objectives. As a result of the introduction of the CA 2006, the Takeovers
Code, together with the powers of the Takeovers Panel provided for therein, was given
statutory effect. For the purposes of the present CG discussion, the essential principle of
that Code is that the function of the board is to act as a conduit of information to enable
the shareholders to decide whether or not to accept the offer. To implement this
principle, once an offer has been received the board is required to form an independent
board committee who will manage the offer and who will also appoint an independent
financial adviser to advise the minority shareholders whether the offer is fair and
reasonable.

Hong Kong

This position in Hong Kong is set out in the Code on Takeovers and Mergers, which is
historically based on the UK Takeovers Code. As with the UK code, the role of the target
board is to facilitate shareholders reaching an informed decision as to whether they wish
to accept or reject an offer. As with many other pieces of law and regulation in the
territory that have been imported during Hong Kong’s period as a British colony, the
details of the Code have over time evolved in different ways from its UK origins. The
most notable distinction is that the code in Hong Kong does not possess statutory
backing. However, this lack does not appear to impact on the effectiveness of the Code
on Takeovers and Mergers in practice.

The strong-shareholder model in Hong Kong as based on the UK approach can be
contrasted with the strong board model adopted in the United States. Notwithstanding
the recent changes in the UK, the former approach (in both jurisdictions) is essentially
based on an industry-supported code enforced by a practitioner-based panel as an
accepted check-and-balance on takeover activity. In the latter case it is backed by laws
based around fiduciary duties - the United States does not have a specific takeovers
code.

The approach taken in the United States may seem adverse to shareholder rights insofar
as it permits the concentration of power in a takeover scenario to reside in the board
rather than mandating decision making to be passed to the shareholders. In a takeover
scenario in the United States the board will have considerable power to determine the
progress and outcome of the takeover as compared to the shareholder-based model in
Hong Kong and the UK.

However, there is a counterpoint to the fundamental distinction between Hong Kong and
the United States that is not to be underestimated, namely, the strength of oversight
and accountability able to be applied under each system. For example, whereas a
takeover in the United States is undertaken in view of judicial enforcements of directors’
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duties in takeover situations (primarily under State law),?*® in Hong Kong it is in practice

undertaken in view of the Takeovers Code and the rulings, decisions and powers of the
Executive and the Panel. Hong Kong does have laws governing director duties but they
are less commonly in the forefront of considerations. While in both cases the regulator
has tools at its disposal to correct or punish bad CG, the tools differ in their approach
and their consequences - this impacts on their effectiveness, as discussed in Appendix
II1.6.6. Moreover, each system puts the investor in a different relationship to the
question of corporate behaviour and the exercise of shareholder rights, as discussed in
Appendix III.7.3.

Singapore also adopts the UK model of the Takeovers Code, being also a former British
colony. Hostile takeovers are basically absent (see Appendix V.1.1). The Code on
Takeovers and Mergers is issued by the Ministry of Finance (MoF) under the Companies
Act and applies to listed corporations including corporations incorporated outside
Singapore. The Securities Industry Council administers and enforces the Code
independently of the MAS (see Appendices V.2.1 and V.4.1) and its decision is final
without possibility of appeal to the court, though judicial review is possible.

In Mainland China, there are not many hostile takeover activities due to the state
controlled ownership in the listed SOEs. The Recent failed attempt by Baoneng to
takeover China Vanke is a rarity.

Discussion

The different legal standing of the UK and Hong Kong takeover regulations offers up the
question whether the Hong Kong code should also be given statutory backing. The
changes to the legal standing of the UK code cannot be understood in isolation. As
discussed in Appendices II.3 and 1II.4.1, significant changes to the regulatory
architecture of UK have taken place since 2000. This includes the creation of a statutory
regulator for the listed market in the form of the UKLA, and the adoption of a twin peaks
model in the creation of the Prudential Regulation Authority (PRA) and FCA. The change
to the legal standing of the UK Takeovers Code is therefore part of a general policy shift
in the UK toward statutory regulation. These more fundamental changes to regulatory
architecture have not been followed in Hong Kong, as discussed in Appendices I.1.1 and
I.4.1. The takeovers code in Singapore being issued by the MoF and the measures in
Mainland China being issued and administered by the CSRC have a strong element of
government regulation, even though the code is administered in Singapore by the
Securities Industry Council, an independent body. In that sense, the position in
Singapore and Mainland China is quite different from Hong Kong and in certain regards
similar to the UK, which has moved away from self-regulation and toward statutory
regulation.

Nevertheless, it is suggested that in the absence of (1) a broader policy change toward
statutory regulation and (2) any clear indication that the Hong Kong Code on Takeovers
and Mergers is lacking in effectiveness, there is no mandate for recommending any
similar change to the legal standing of the Code. Should either one of these factors
change, a review may then be warranted.

The different approaches of the UK/Hong Kong model (regulating via a code and an
administrative tribunal, i.e. the takeover panels) and the United States model
(regulating via the application of law, particularly fiduciary concepts, in the State courts)
are not merely superficial. Rather, they arise out of a fundamentally different
understanding of the role of the board in relation to managing the affairs of the
company. Whereas the United States places the reigns firmly in the hands of the board

226 Gregory Jackson, “Understanding Corporate Governance in the United States,” (October 2010) Arbeitspapier
223, Hans Béckler Stiftung, 9
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and its directors - but always subject to their fiduciary duties - Hong Kong instead
follows the UK model of requiring the board at critical times to step aside to allow
shareholders to decide matters of importance.??” What is of interest to note is that UK
corporate law is steeped in a rich tradition of fiduciary law yet this does not often come
to the fore in a takeover scenario - this is perhaps in large part due to the effectiveness
of the UK Takeovers Code. Being based on the same UK common law system, the same
could be said of Hong Kong. However, as discussed in Section 3.7.6 “Role of fiduciary
law”, that fiduciary law is a tool actively used in the United States courts (i.e. Delaware)
but less so in Hong Kong, may be of relevance to the CG debate beyond the borders of
the takeover context.

227 For the further discussion, see Christopher M Bruner, op. cit.
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3.5 Equality

Introduction

This section considers the basic voting rights of shareholders in a company. While at one
level the question is relatively straightforward, it is necessary to consider in what
manner and for what reason equality is established. This begins with the tenets of
attaching rights to the securities being issued and, subsequently, the ability to exercise
those rights pari passu with another shareholder that holds the same right (Section
3.5.1). In recent years, Hong Kong has wrestled with the question of weighted voting
rights (WVR), that is, where a company issues different classes of equity shares
possessing different rights attached to them (Section 3.5.2). These topics require a
careful consideration of the relationship between rights exercisable under private law
and the means by which those rights may be subject to other considerations arising out
of the public nature of the listed market, as well as the relationship between market
development and CG standards.

3.5.1 Voting rights generally

Probably one of the most striking differences across the jurisdictions studied is the issue
of the equality of voting rights that attach to shares. While the United States permits
companies to list with WVR, both the FCA in the UK and the SFC in Hong Kong have
expressed, quite strongly, that the one-share-one-vote (OSOV) principle is a cornerstone
of investor protection, as discussed in Appendix I.4.1. Singapore has amended its CA:
section 64A now allows public companies to issue shares of different classes. However,
the question of allowing WVR structures to list remains under discussion.
Notwithstanding Hong Kong’s continued adherence to the OSOV principle, companies can
be incorporated under the Hong Kong CO with different classes of shares having different
rights attached - they just cannot obtain a listing on the SEHK. The position in Hong
Kong then must be understood as an issue only of concern to public companies,
presumably given the considerable degree of anonymity associated with freely tradable
shares, and the impact of any abuse of a supervoting right on members of the public.

While this distinction is clear cut in terms of the powers of and limitations imposed on
the issuers setting the rights attached to shares, and the approach to regulating such
rights, the distinction is far less clear when shareholder voting rights are examined from
the point of the ability to exercise them. Regulators have imposed on issuers
requirements that in effect either disenfranchise a shareholder of a right to exercise a
vote attaching to share, or give additional rights to some shareholders not others. This is
usually imposed as a means of creating a separate vote on a relevant matter. For
example, the SEHK's listing rules require shareholders with an interest in certain
notifiable and connected transactions to abstain from voting on a resolution to approve
the transaction®?® and the Code on Takeovers and Mergers requires both delistings and
takeovers executed by way of schemes of arrangement to be approved by shareholders
not connected with the offeror.??® In the UK, as part of the broader requirement that an
issuer should be capable of acting independently, the listing rules require that companies
with a controlling shareholder must make the appointment of independent directors
subject to a dual voting procedure that gives independent shareholders a special vote.
While this can be implemented purely as a regulatory measure - leaving the legal rights
of shareholders intact, in the UK it has been implemented by the FCA's listing rules
requiring listed issuers with controlling shareholders to make appropriate amendments

228 MBLR Chapters 14 and 14A
2% Rules 2.2 and 2.10
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to their constitutional documents (see Appendix II.1.2). The position in the UK is further
discussed in Section 3.4 “Involvement”. In Hong Kong, the SEHK may require changes
to the articles of foreign companies to provide for similar provisions as apply under the
CO in respect of the rights of shareholders but this is only set out as a precondition to a
listing applicant being regarded as suitable, as discussed in Section 3.2.1 “Application
of local laws and regulations”.

Where such changes have the effect of curbing the equality of rights of all shareholders,
whether via changes to the articles of the company or via regulatory requirements, it
must be recognized this represents a deviation from the OSOV principle. This is an
example of the concerns of public regulation overriding rights attaching to shares
otherwise enjoyed in the private law context. To be a justifiable exercise of public
regulation, there must be an important principle at stake — in these cases it is the wish
to protect minority shareholders from abuse in a context where conflicted shareholders
may exercise their votes to benefit themselves at the expense of their interests as
shareholders in the company. Accordingly, where that risk may be dealt with via other
means, there is a lesser argument for such public regulation-based adjustments to
voting rights.

3.5.2 Weighted voting rights

The foregoing discussion focuses on circumstances where conflicted shareholders are not
allowed to vote in order to protect other minority shareholders. In contrast, that WVR
structures allow certain shareholders to have more votes than others is a different
factual matrix. In both cases the fundamental issue remains the same, namely, whether
altered voting rights should be allowed in view of concerns about minority shareholder
protection. As mentioned above, Hong Kong, UK and Mainland China (and presently
Singapore) do not allow companies with a WVR structure to be listed in their Exchanges
on the basis that such a structure is against the OSOV principle. However, since the
rejection of Alibaba’s application for listing in Hong Kong, HKEX has been actively
seeking views on the relaxation of the restriction, first in its two papers on WVR in 2014
and 2015,%%° and more recently in its paper on a new board which envisages the
possibility of allowing companies with WVR structures to list.?3!

Singapore appears to have decided as early as 2014 in favour of moving towards the
direction of allowing WVR, however, there is some resistance to the proposal, predictably
from among institutional investors such as fund managers.?3?

The proportion of United States companies that employ dual-class structures has
increased from 6.8 per cent of the Russell 3000 index two years ago to 8.9 per cent
now.?* It has been suggested recently that the rise in hedge fund activism has led to an
increased concentrated ownership by fortifying the incentives of entrepreneurs to retain
control in order to insulate themselves from the market for corporate influence, and that
recent evidence shows that there is a general upward trend in the adoption of dual-class
stock, and this structure is becoming “the current flavor.”>** This is not dissimilar to the
context in the mid 1980s when companies were seeking to make themselves takeover
proof and commercial pressure from General Motors led to WVR being accepted on the

20 “Weighted Voting Rights Concept Paper”, HKEX, 29 August 2014; “Consultation Conclusions”, HKEX, June
2015

21 “Concept paper. New Board”, HKEX, June 2017

232 For example, see the response from BlackRock dated 13 April 2017 to the Singapore Exchange’s
consultation paper “Possible Listing Framework for Dual Class Share Structures”, 16 February 2017

233 According to Institutional Shareholder Services: Available at https://www.ft.com/content/6b5f1726-fb99-
11e3-aal9-00144feab7de

234 Kobi Kastiel, “Against all odds: hedge fund activism in controlled companies” (2016) Columbia Business Law
Review, 130-131
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NYSE, despite efforts of the SEC to prevent it.>>®* However, as a result of the market’s
distaste for Snap’s dual class listing which was regarded as “frankly an insulting display
of indifference and greed, even for Wall Street,”?*® as the ordinary shares do not carry
any voting rights at all, the Standard & Poor's 500 Index has banned dual class
companies from joining the index.?*” This ban does not apply to existing companies such
as Facebook, Alphabet, Berkshire Hathaway etc., which are grandfathered in.

Discussion

In Hong Kong, one way of examining this issue is whether allowing companies with WVR
structures to list on the SEHK would be a good thing for Hong Kong’s development as a
fund raising and international financial centre. While an important focus of the HKEX's
push for WVR has been to compete against New York, markets also compete on a range
of other issues, such as the transparency, efficiency and predictability of the listing
process. They also compete on the costs and potential liability of being listed in a
particular venue. Moreover, there are developmental objectives beyond competitiveness,
and this includes the ability of a market to provide channels for raising capital to support
the development of innovation and the real economy.?®® If permitting WVR would
facilitate small growth companies to innovate there is a case that the OSOV principle
may not always need to be adhered to. However, because the CG systems in each of the
jurisdictions studied are subject to very different political, commercial, social and
philosophical influences, market development in its application is driven by different
forces in each jurisdiction.

The main concern is that, in the absence of the OSQV principle, the founders who have
control through WVR may more easily abuse their position and act for their own personal
gain at the expense of the minority investors who do not have such voting powers. As
mentioned earlier, the OSQOV principle has in other instances been overridden by public
regulation-based adjustments, e.g. conflicted shareholders being not allowed to vote. In
the United States, where WVR is permitted, the same concern about a controlling
shareholder abusing of the minority may instead be addressed by the application of
fiduciary law in the courts (see Appendix III.7.3).

There is no clear evidence that WVR structures lead to poor corporate performance. The
evidence from international literature®*° shows that investors apply a discount to the
ordinary shares to reflect the risk of private benefit extraction by controlling
shareholders, but does not show that WVR structures lead to poor performance; on the
contrary, empirical evidence shows that WVR structures are beneficial for small growth
companies and provides incentives to controlling shareholders to innovate and grow the
company. The issue is whether, if there is a market for such listed companies, should the
exchange as a market facilitator and the industry regulator endeavor to allow such
listings. There is nothing wrong in principle for the HKEX to propose allowing WVR
companies to list. However, given that minority shareholder protection is a legitimate

235 See Syren Johnstone, Nigel Davis and Douglas W. Arner “Moving forward on listing reform”, AIIFL Working
Paper No. 22, October 2017, section 3.2. Available on SSRN at: http://ssrn.com/abstract=3057959

236 Karma for SNAP Stock: S&P 500 Bans Dual-Class Shares, 1 August 2017: Available at
https://money.usnews.com/investing/stock-market-news/articles/2017-08-01/snap-stock-s-p-500-bans-dual-
class-shares (visited on 12 Nov 2017)

237 Karma for SNAP Stock, op. cit.

238 See Syren Johnstone et al., “Moving forward on listing reform”, op. cit., section 3.3

239 Renee Adams and Daniel Ferreira, One Share-One Vote: The Empirical Evidence, Review of Finance (2008)
12: 51-91; Anete Pajuste, Determinants and Consequences of the Unification of Dual-Class Shares, European
Central Bank Working Paper 465 / MARCH 2005; Thomas J. Chemmanur and Yawen Jiao, Dual class IPOs: A
theoretical analysis, Journal of Banking & Finance 36 (2012) 305-319; Douglas Ashton, Revisiting Dual-Class
Stock, St. John's Law Review Volume 68 Issue 4 (1994); Piet Sercu and Tom Vinaimont, Double bids for dual-
class shares, Leuven Economic Working Paper AFI 0613

Ting Xu, Excess Control Rights Benefit Debtholders? Evidence from Dual-Class Firms, SSRN paper
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concern, the SEHK and SFC should work together to consider how minority shareholder
protection could be fostered within a WVR listed issuer.

The United States has relied on fiduciary law, class action lawsuits and contingency fees
as mechanisms that empower shareholders and enable them to seek redress in respect
of misconduct by directors and controlling shareholders. However, the connection
between WVR and class action rights is often misunderstood and overstated.?*® While
class action rights are available for matters involving individual rights*** such as “suits to
compel the payment of a dividend, to protest the issuance of shares impermissibly
diluting a shareholder’s interest, to protect voting rights or to obtain inspection of
corporate books”,?** a breach by a director of fiduciary duty to the company is primarily
a matter for a derivative action taken on behalf of the company. Most shareholder class
action suits in the United States are brought in respect of either misrepresentation in
financial documents or securities fraud under section 10(b) of the Exchange Act of 1934
and Rule 10b-5 (respectively accounting for 97% and 84% of all class action suits in
2013)?*® - they are not brought in respect of abuse of power, although it remains open
to question to what extent disclosure breaches and fraud occur as a consequence of
some form of abuse of power.

The topic of permitting companies with WVR structures to list in a public market is
clearly a highly complex one that has deeply divided the market in Hong Kong as to its
benefits and drawbacks. While allowing such companies to list would undoubtedly lead to
growth in the total market capitalization of the SEHK, the question is really whether such
growth will foster the underlying strategic objectives of Hong Kong’s capital market over
the long term.?** For the purposes of the present study, there is no clear evidence from
the jurisdictions studied suggesting that WVR structures would promote good CG.
Accordingly, no recommendation can be made in that regard.

Peeling away the ostensible considerations in the OSOV vs. WVR debate, there are really
only two underlying issues: on the basis of what developmental objectives should the
Hong Kong market be competing with other markets; and what mechanisms should the
market employ to protect minority shareholders from the risk of abuse by a controlling
shareholder? Although the first of these may seem not relevant to the CG debate, policy
objectives may be implemented in ways that give rise to different types of CG issue,
such as the risk of abuse mentioned above. On the premise that CG is important for
Hong Kong as an international financial centre, the above two issues are in fact
intimately connected. For example, if WVR structures are subsequently permitted in
Hong Kong, it will be essential to consider the mechanisms that foster standards of good
CG that are equivalent to or better than what is currently expected of Hong Kong listed
issuers. As discussed in other sections of this Report, the effectiveness of different
mechanisms impacts on shareholder protection, in particular the efficacy of enforcement
and the real availability of remedies. While OSOV has undoubtedly stemmed abuse,
there nevertheless remain many issues arising out of the predominance of controlling
shareholders in the Hong Kong market.

The foregoing leads to Recommendation E4.9.3 “Market development”.

240 5ee Syren Johnstone et al., “Moving forward on listing reform”, op. cit. section 3.3

241 See Kahn v. Kaskel, 367 F. Supp. 784 (S.D.N.Y. 1973) (a class action by shareholders is based upon
individual rights belonging to each member of the class) and Behrens v. Aerial Comm., Inc. Del. Ch., No.
17436 (May 18, 2001) ("The distinction between a direct and derivative claim . . . turns on the existence of
direct or 'special' injury to the plaintiff stockholder.")

242 In re Worldcom, Inc., 323 B.R. 844, 850 (Bankr. S.D.N.Y. 2005)

243 »gecurities Class Acting Filings 2013 Year in Review”, Cornerstone Research and the Stanford Law School
Securities Class Action Clearinghouse, at 7

244 See Syren Johnstone et. al., “Moving forward on listing reform”, op. cit., Section 3.2
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3.6 Accountability

Introduction

A premise of good CG is that the behaviour and performance of management is
ultimately subject to an appropriate level of oversight of the owners of the company. In
practice, the ability to engage in oversight depends on information transparency via
timely and adequate disclosures and the ability of shareholders to be involved in
decision-making on matters of significance - both of which have been discussed in
Sections 3.3 and 3.4.

This section takes as its primary concern certain mechanisms by which the accountability
of management to shareholders is directly established, including the ability of
shareholders to seek redress in respect of inadequate disclosures (Section 3.6.1), the
ability of shareholders to hold management to account where it has failed to adhere to
standards expected of them as a publicly listed company (Section 3.6.2), board
refreshment via the rotation of directors (Section 3.6.3), and the role and appointment
of INEDs (Section 3.6.4; this topic is again taken up in Section 3.7 Part C where the
effectiveness of INEDs is considered).

3.6.1 Information disclosures generally

A fundamental mechanism of the accountability of management to shareholders is the
ability of shareholders to seek legal recourse where they have been given false or
misleading information about a company’s affairs, or have not been provided with
material information in a timely manner. To the extent a CG system does not adequately
provide for such recourse, then to that extent it may be deficient. The ability of a
shareholder bringing a private action against a company or its management must be
distinguished from the ability of a regulatory agency to bring an enforcement action -
this and the following section is concerned with the former, the latter topic is discussed
in Section 3.7.3 “"Enforcement agencies”.

In the UK, the Financial Services and Markets Act 2000 (FSMA) contains important
provisions that attach civil liability to information required to be disclosed either by
specific provisions in FSMA?** or by rules made by the FCA pursuant to FSMA. This
covers disclosures in the primary market, e.g. a prospectus issued in connection with an
initial public offering (IPO), as well as the secondary market.

As regards the issue of listing documents, section 90 of the FSMA provides that a person
who suffers loss as a result of the omission of information required to be disclosed in a
listing document by the listing rules made by the FCA under section 80(2) of the FSMA
may bring a claim for compensation against “any person responsible” for the listing
document.

Section 90A and Schedule 10A of the FSMA extend that liability in respect of misleading
statements, dishonest omissions or dishonest delays in publishing such information - it
being notable that this covers “(i) any untrue or misleading statement in that published
information, or (ii) the omission from that published information of any matter required
to be included in it.”>*® This can encompass mandatory disclosure requirements set by
the FCA that are concerned with CG standards. In particular, listing rule 9.8.6 R requires
a statement to be made in the annual report how the issuer has applied the Main

245 For example, section 80(1) of the FSMA
246 gection 3(1)(b) of Schedule 10A of the FSMA
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Principles in the UK CG Code, and whether the issuer has complied with all relevant
provisions in that code - where it has not complied it must give reasons. While this does
not mandate compliance with the UK CG Code, a failure to make proper disclosure as
required by the listing rules may constitute an untrue or misleading statement or an
omission of a “matter required to be included” and accordingly could give rise to a civil
damages claim (as well as enforcement by the FCA). However, the foregoing does not
mean that an investor can seek damages for a breach of the listing rules per se or in
respect of non-compliance with the UK CG Code - there must be a problem with the
issuer's compliance with its disclosure obligations under the FCA’s Disclosure and
Transparency Rules.

Where a listing applicant or issuer has breached a relevant provision, civil liability may
arise in respect of a class of persons - all shareholders who have a damages claim in
respect of the breach. While the UK does not possess class action rights, the group
litigation order does facilitate collective redress, and this may be utilized in relation to
shareholder suits, although to date it has not been used in this context (see Appendix
I1.7.1). Where shareholders cum litigants can be bundled together by the court, this will
reduce the costs of litigation, possibly significantly.

In the United States, disclosure by listed issuers is driven by section 10(b) of the 1934
Securities Exchange Act and the SEC’s Rule 10b-5, Regulation FD, and the disclosures
required pursuant to Regulation S-K required annually by the SEC the contents of which
align with certain CG provisions of the listing requirements of the Exchanges (see the
discussion in Section 3.3.1 “Legal status of CG disclosures” and Section 3.7.3
“Enforcement agencies”). While breaches of any of these Federal securities laws are
enforceable by the SEC, a breach does not automatically give rise to private causes of
action for a shareholder - there must be a direct right of action. However, breaches of
the Federal laws often do involve either misrepresentation in financial documents or
securities fraud under section 10(b) of the 1934 Act and Rule 10b-5, which does give
rise to direct rights of action by investors. Class action rights are available for matters
involving individual rights**” and most shareholder class action suits are brought in
respect of either misrepresentation in financial documents or securities fraud
(respectively accounting for 97% and 84% of all class action suits in 2013).%%®
Shareholders receiving inadequate disclosure may also look to applicable State law and
seek fiduciary remedies, and this is discussed in Section 3.7.1 “Impact of regulatory
design” and Section 3.7.6 “Role of fiduciary law”.

In Singapore, there is a private right of action for any loss or damage sustained by
reason of any untrue statement or misrepresentation in prospectuses.’*® For non-
disclosure, under section 203 of the Securities and Futures Act intentional, reckless or
negligent non-disclosure of information to the Exchange for forwarding to the securities
market attracts both civil and criminal liability, depending on the state of mind of the
disclosing entity (see Appendix V.6.5). Hence, intentional or reckless breach of section
203 or Part VII may give rise to an offence under the SFA.

In Mainland China, the accuracy of statements in a prospectus is subject to laws and
administrative measures®° that provide the CSRC with enforcement powers (see
Appendices IV.2.2 and IV.3.4). Continuing disclosure requirements, including disclosure
of related party transactions, is part of the CG Code and is mandatory (see Appendix
IV.4.5). The CSRC can enforce the Code against any breach, although in practice
enforcement may sometimes be wanting. Where breaches of company or securities laws
give rise to private causes of action, and where shareholders have a sufficiently similar

247 See Kahn v. Kaskel, op. cit. and Behrens v. Aerial Comm., op. cit.

248 “Securities Class Acting Filings 2013 Year in Review”, op. cit., at 7

249 5, 254 and 2820 of the SFA

230 gecurities Law, Company Law, and the Administration Measures for Initial Public Offering and Listing of
Stocks (2015) issued by the CSRC - see Appendix IV.4.5
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claim, the action may with the approval of the court be conducted under a joint litigation
adjudication process — however, in the case of a securities civil compensation suit, this is
subject to a pre-condition that there must have been a relevant administrative sanction
imposed by the CSRC or court judgment.?*! While this is not the same as a class action
right, and is more of a case management tool similar to the UK’s group litigation order,
the ability of shareholders with similar claims to be bundled together by the court may
be highly advantageous to them gua litigants, particularly as regards sharing the costs of
litigation.

Hong Kong

The position in Hong Kong is both similar and different in respect of primary and
secondary market disclosures.

As regards the primary market - where listing documents are issued as a prospectus -
investors have civil rights for damages under s. 40 of the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32) (CWUMPOQO), broadly similar to s. 90 of the
FSMA, subject to two important differences.

First, an IPO prospectus will comprise disclosures required by both CWUMPO and the
listing rules, however, the test for the purposes of civil liability in Hong Kong is whether
the disclosures as made constitute an “untrue statement”, referring to false or
misleading statements or material omissions.?>> Although the scope of these CWUMPO
provisions have never been tested in court, it is expected that mere non-compliance with
the disclosures required by CWUMPO?>® would not, without an element of untruth and
materiality, give rise to a cause of action. As the disclosures required by the listing rules
are not necessary for a valid prospectus to be issued, there would appear to be no
grounds for a case based solely on the mere omission of those requirements. In
contrast, FSMA allows private actions to be brought where loss has been suffered as a
result of the omission of any matter (1) reasonably required to be included to enable an
informed investment decision to be made, or (2) required to be included by the listing
rules or by the FCA.>** These FSMA provisions address similar concepts as does section 3
of the SMLR, although under the SMLR the power to act is only extended to the SFC and
the power only encompasses matters related to the admission, suspension or
cancellation of the company’s listing. While the SMLR provisions establish the dual filing
regime, the question that may be asked is why the situation is different in Hong Kong as
compared to the UK. Part of this answer rests in the legal nature of the listing rules in
the two jurisdictions - as already noted, the listing rules in the UK have statutory
backing. This distinction is important, particularly as regards item (2) above, which
clearly attaches potential liability to breaches of disclosure requirements imposed by the
FCA including the listing rules. The topic of the SMLR is returned to in Section 3.7.3
“Enforcement agencies”, which leads to a recommendation in respect of the SFC’s
powers under the SMLR.

231 The pre-condition is imposed by the Provisions of the Supreme Court on the trial of Cases of Civil
Compensation Arising out of False Presentation in the security market. Where joint litigation is available, the
subject matter of an action is under the same category and one of the sides has numerous litigants but the
exact number of the litigants is uncertain when the lawsuit is filed, the court may issue a public notice to
explain the nature of the case and the claims of the litigation and informing those interested persons who are
entitled to the claim to register their rights with the court within a fixed period of time. The judgments or
written orders rendered by the court shall bind all those interested persons who have registered their rights
with the court. Such judgments or written orders shall apply to those who have not registered their rights but
have instituted legal proceedings during the time of the statute of limitation. See National Civil Procedure Law
of the PRC (amended 2012), Chapter V Primary Litigation Participants; the Interpretations of the Supreme
People’s Court on Applicability of the Civil Procedure Law of the PRC (2015)

252 5. 41A of the CWUMPO

253 Including those specified in the Third Schedule thereof

234 section 90 of the FSMA refers to section 80 of the FSMA
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Second, the scope of persons subject to civil liability in the UK encompasses any person
“responsible for listing particulars”. In Hong Kong, prospectus liability is more specifically
limited to directors, promoters and persons who have authorized the issue of the
prospectus.?>®

The position is also quite different when considering shareholder rights in relation to
disclosures made in the context of the secondary market. Shareholders who have
suffered loss in consequence of market misconduct have a statutory right to claim for
damages under sections 281 or 305 of the SFO - for present purposes this includes
where an issuer distributes false or misleading information likely to induce transactions
(sections 277 or 298 of the SFO). Where information constitutes a false or misleading
public communication, shareholders may also have a claim under section 391 of the
SFO.

Where no information has been provided but has been withheld, it would need to be
shown that it amounts to inside information that was not disclosed in accordance with
the statutory requirement to disclose it (under Part XIVA of the SFO) thus giving rise to
a potential shareholder claim under section 307Z of the SFO - non-disclosure of what
was required by the listing rules to be disclosed would not assist in this regard.

Discussion

As regards disclosures in the primary market, all jurisdictions studied have a broadly
similar approach to providing to causes of action to investors. A notable difference is that
omissions of disclosures required by the listing rules can give rise to a cause of action in
the UK and Singapore, whereas in Hong Kong omissions of information required by the
listing rules is ostensibly irrelevant.

A shareholder wishing to bring an action under the SFQO’s provisions in relation to
secondary market disclosures, including Parts XIII to XIVA of the SFO, would need to
prove, amongst other things,?® that the information concerned is likely to have a
material effect on trading in the issuer’s shares. This may amount to a significantly more
difficult task than in the UK where a breach of a disclosure requirement is concerned, or
establishing a claim under Rule 10b-5.%7 It also implicitly positions secondary market
information that falls short of that standard as relatively unimportant to ongoing
investment decisions, at least insofar as statutory legal remedies for damages are
concerned.?®® This reflects the basis of the Hong Kong provisions as primarily serving the
needs of market integrity as opposed to the private rights of shareholders in a public
company.

In certain regards, Part XIVA of the SFO is broadly equivalent to Regulation FD in that
both are significantly directed toward the reduction of the risk of insider dealing.
However, a breach of Part XIVA enables affected investors to pursue a legal cause of
action against the wrongdoer whereas a breach of Regulation FD does not, and in this
regard Hong Kong gives a wider right to shareholders, albeit subject to the caveat
discussed in the preceding paragraph above.

Unlike the UK, breaches of disclosure requirements under the listing rules in Hong Kong
are incapable of giving shareholders the right to a damages claim, unless some other

255 Whereas the UK provision could apply to sponsors, the Hong Kong regime does not appear to catch
sponsors, despite the unexplained assertion by the SFC that it does. See Syren Johnstone, Antonio M Da Roza
and Nigel Davis “Deconstructing sponsor prospectus liability”, Hong Kong Law Journal Vol 46(1) 2016, 255-285
236 In addition to the other requirements of Part XIVA, such as no safe harbour being relevant, etc.

237 In the United States, the theory of “fraud on the market” has already been established

238 For example, see the discussion of the MMT’s report on CITIC Limited (7 April 2017) in Syren Johnstone and
Nigel Davis “Transparency of information in the market: the CITIC case before the Market Misconduct
Tribunal”, Hong Kong Lawyer, July 2017

Johnstone & Goo -147 -



Report on Improving Corporate Governance in Hong Kong

breach of law is involved. This difference arises out of the different legal standing of the
listing rules. (The accountability of directors and issuers to shareholders in relation to
listing rule disclosures is discussed next, in Section 3.6.2 “Listing rules”.)

While Hong Kong law does provide shareholders with actionable rights under CWUMPO
and the SFO, as described above, there remain no instances of civil litigation being
brought under them. This is in part due to the difficulties of bringing litigation, including
costs and the ability to obtain evidence. Moreover, since these provisions have not been
tested in court in a civil claim, there is no case law available to guide a future potential
claimant on the application of these provisions. Taken together, rights of shareholders
may work well on paper but in practice they are in some ways rendered a lame duck.

The absence of shareholder law suits, despite the availability of rights and numerous
potentially actionable cases, may be attributable to the fact that Hong Kong does not
possess any effective mechanism of collective redress.?*° This stands in contrast to the
availability of class action rights in the United States (see Appendix III.7.1), and case
management tools in the UK (group litigation - see Appendix II.7.1) and Mainland China
(joint litigation — see above), all of which work to alleviate one of the major hurdles of
bringing litigation, namely, costs. The issue of costs being economically viable is an
important aspect of providing meaningful access to justice, as was recognized in the
considerations leading to the introduction of the group litigation order in the UK.?*° In
the absence of collective redress mechanisms, shareholders in Hong Kong instead rely
on the SFC as their de facto proxy to take actions that can bring about class-like
remedies.?® However, as discussed in Section 3.7.3 “Enforcement agencies” and
Section 3.7.6 “Role of fiduciary law”, the SFC is not an unconflicted agency insofar as it
needs to take into account a range of matters before deciding whether to commence an
action that may benefit shareholders.

In 2007 the OECD stated that it regards class action rights as an effective “ex-post
means of redress”.?®? In May 2012 the LRC proposed the adoption of class actions for
consumer cases (see Appendix I.2.1).%%3> However, there is no further action on the part
of the Department of Justice (DoJl) in response to the LRC's proposal, and no adequate
explanation has been offered for the delay. Recommendation 1 of the LRC’s 2009
consultation paper had proposed a regime “for multi-party litigation so as to enable
efficient, well-defined and workable access to justice”,?®* effectively the same premise of
Lord Woolf in his Final Report.?®®> While the LRC considered the approach taken in the UK
and recognized it is capable of achieving the objectives of the class action, it instead
elected to recommend the adoption of a class action rather than the group/joint litigation
cum case management approach as seen in the UK and Mainland China.?®® This was a
result of the LRC’s concern with flexibility versus predictability of procedural
outcomes.?®” However, enacting class action rights is a significantly more complex task
as compared to what would be required to allow the court to adopt new rules of
procedure. In the interim, shareholders are left with no development, leaving the horse
in some ways behind the cart. Facilitating any form of joint litigation does begin to

29 As discussed in Appendix 1.7.1, Hong Kong only possesses the “representative action”, which is an
inadequate framework in the present context

20 See Lord Woolf, “Access to Justice - Final Report to the Lord Chancellor on the Civil Justice System in
England and Wales” July 1996, at 223, para 2

261 5ee Syren Johnstone “A flawed debate” International Financial Law Review, May2015 pp38-39. See also
SSRN: https://ssrn.com/abstract=2811028

262 | ack of Proportionality Between Ownership and Control, OECD, December 2007, at page 42

263 The Law Reform Commission of Hong Kong, Class Actions Sub-committee (HKLRC) “Report - Class Actions”,
May 2012

264 HKLRC “Consultation Paper - Class actions”, Nov 2009, page 22

%63 | ord Woolf, “Access to Justice - Final Report to the Lord Chancellor on the Civil Justice System in England
and Wales”, op. cit.

266 HKLRC “Report - Class Actions”, op. cit., at para 4.22

7 1bid.
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address the cost issue as a fundamental hurdle to access shareholder rights. The
question of the specific funding model - for example, whether contingency fees should
be permitted as are allowed in class actions in the United States - is clearly important to
consider in this regard but should not operate to forestall reform on the availability of
collective redress. Other funding solutions may emerge, for example, if two or more
larger institutional shareholders institute actions, this may serve to significantly reduce
costs proportionately for smaller shareholders that tag along on the litigation. Or other
developments in the law may subsequently be built on a successful implementation of
joint litigation. In short, developments in the UK and Mainland China support the case
for collective redress to be reconsidered.

The foregoing leads to Recommendation A4.4.2 “Collective redress”.
3.6.2 Listing rules

As already noted, the listing rules in the UK has since 2002 been a matter to be issued
by a statutory regulator that has statutory powers to enforce the rules. Although
shareholders cannot enforce the listing rules directly, they may bring an action for
damages against the issuer where a breach of the listing rules has involved a breach of
an issuer’s disclosure obligations under the DTR.

The position is broadly the same in Singapore. Enforceability of the listing rules
concerning continuing disclosure obligations under section 203 of the SFA is a major
difference from the position in Hong Kong - reckless or negligent non-disclosure of
information to the Exchange for forwarding to the securities market does attract civil
(and potential criminal) liability (See Appendix V.6.4). Moreover, section 25 of the SFA
provides that a person aggrieved by a failure to observe the listing rules may apply to
the High Court for an order to direct compliance (see Appendix 4.1).

In the United States the listing rules of the Exchanges operate on a contractual basis as
between the issuer and the Exchange. The rights of shareholders in relation to
disclosures made by issuers are established by Federal laws, as discussed in Section
3.6.1 “Information disclosures generally”. Of interest are discussions in the United
States courts concerning whether shareholders possess standing to enforce Exchange
listing rules against issuers in which they have invested. Several cases have noted that
the 1934 Act does not preclude the private enforcement of Exchange rules in court, and
that, while a legislative intent to permit a Federal claim for violation of Exchange rules
regarding disclosures cannot be inferred, civil liability for a breach of such rules is
potentially justified. It has been noted by the Court that certain requirements of the
Exchanges serve an important function of protecting investors.?®® The Court in Norlin
Corp v Rooney, Pace, Inc.?®® recognized that a derivative action seeking an injunction
could be brought where the alleged damage to be avoided was a delisting by the NYSE.
Academic literature also supports the possibility that shareholders could be regarded as
third-party beneficiaries to the listing contract between the issuer and the Exchange.?”®
These cases and lines of thinking are important for CG purposes as they may provide an
important avenue for shareholders to redress corporate wrongdoing. This is capable of
extending not only to mis-disclosure issues but also to breaches of listing requirements
that mandate shareholder involvement (as was in issue in the Norlin case), however,
there is no definitive case that establishes this with certainty.

268 For a discussion, see State Teachers Retirement Board v Fluor Corp.654 F.2d 843 (2d Cir. 1981)
289 Norlin Corp v Rooney, Pace, Inc., 744 F.2d 255, 267-269 (2d Cir. 1984)
270 Choper, Coffee, and Gilson, “Cases and Materials on Corporations”, 7" Edn, Wolters Kluwer, 2008, 307
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Hong Kong

As in the United States, the listing rules in Hong Kong operate on a contractual basis as
between the issuer and the SEHK. While they are issued by the SEHK pursuant to
powers given to it by the SFO, and are overseen and approved by the SFC, the rules do
not have statutory force and do not have statutory backing. Breaches of the Hong Kong
listing rules are subject only to the disciplinary sanctions available to the SEHK, as set
out in MBLR 2A.09, and the limited “reserve powers” of the SFC under the SMLR.
However, enforcement action taken by the SEHK or the SFC does not provide any
remedies to investors. By way of illustration, over the period 1 January 2016 to end 31
October 20176 48 directors of Main Board issuers were subject to censure or criticism for
breaching their Director’s Undertakings to the SEHK.?’! Of these, only 6 directors
received a higher sanction from the SEHK, which stated that the directors remaining in
their post would be prejudicial to the interests of investors®’> - however, in each case the
relevant individuals had already ceased to act as directors by the time such
announcement was made. Some of the other 42 directors were required to undertake
compulsory training. Granted that 48 individuals represents a small portion of the total
number of directors of listed issuers, but what is particularly worth noting in these cases
is that most of these breaches involved disclosure breaches, and some involved breaches
of the notifiable and connected transaction provisions of the listing rules?”® - for
example, failing to obtain shareholder approval when required or provide the required
disclosures. In the period 1 January 2015 to 31 October 2017, 14 companies had
breached one or more of these requirements. These provisions represent important
aspects of the SEHK’s mandatory listing rules that seek to improve the CG standards of
listed issuers and protect the interest of shareholders as a whole. Given that such
breaches are regarded by the SEHK as “serious” and represent directors falling short of
the degree of skill, care and diligence required and expected of directors, the sanctions
seems weak. This goes to the effectiveness of the CG standards enforcement system, a
topic that is returned to in Section 3.7.3 “"Enforcement agencies”.

Unless a breach of the listing rules gives rise to a statutory basis for a claim (see
Section 3.6.1. "Information disclosures generally”), a breach does not give rise to any
civil cause of action, subject to two caveats, neither of which is well bedded into Hong
Kong law.

First, two cases of interest to the question of the listing rules and the rights of
shareholders: SFC v. Wong Shu Wing and Another’’* and SFC V. Kenneth Cheung Chi
Shing And Others®”” (the Styland (2012) case), both discussed in Appendix 1.7.1. In
Wong Shu Wing it was held that information required by the listing rules to be given to
shareholders is, for the purposes of section 214(1)(c) of the SFO, information a
shareholder might reasonably expect (which is not dissimilar to certain concerns of
FSMA).?’® In that case, the failure to provide such information was part of the issuer’s
unfair prejudice toward shareholders. A similar point concerning section 214(1)(c) was
made in Styland (2012) in relation to frequent breaches of the listing rule obligations
regarding disclosure and shareholder approval. The former case was under a Carecraft
procedure and the latter point was made obiter dicta,?”” which weakens the strength of
these precedents.

271 LR Appendix 5B sets out the form of the Declaration and Undertaking with regard to Directors given to the
Exchange

272 Under LR 2A.09(7) this requires “wilful or persistent failure by a director ... to discharge his responsibilities
under the Exchange Listing Rules”

273 MBLR Chapters 14 and 14A respectively, and GEMLR Chapters 19 and 20 respectively

274 12013] HKCFI 2302; HCMP 1831/2010 (20 March 2013)

275 12012] HKCFI 312; [2012] 2 HKLRD 325; HCMP 1702/2008 (7 March 2012) HCMP 1702/2008

276 This in concept is similar to the provision under section 3(1)(b)(ii) of Schedule 10A of the FSMA, as
described in Section 3.6.1 above

277 Obiter dicta was based on defalcation, misfeasance and unfair prejudice thus invoking s. 214 SFO
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These cases do indicate the direction of the court’s attitude to egregious breaches of the
listing rules, i.e. that breaches are capable of being relevant to investor remedies even
in the absence of any effect on trading in the issuer’s shares. However, an investor
cannot bring an action under section 214 - only the SFC can. This means that the
opportunity for an investor remedy being obtained via this route is contingent on the
SFC deciding to bring an action, the SFC having other matters to consider that are not
always aligned with the interests of shareholders.?’”® This in practice relegates the
question of private rights in public companies to the collective interests of the public
market as a whole.

Second, it is arguable that breaches of the listing rules might be actionable by the SFC
under section 213(1)(a)(i)(B) of the SFO on the basis that the listing rules are
“requirements given or made pursuant to” section 23 of the SFO.?’° In the UK, section
382 of the FSMA allows the FCA to apply to the court for various orders if a “relevant
requirement” is contravened, and Teare J held in Hall v Cable & Wireless plc*®° that
“relevant requirement” includes listing rules. However, this has not been tested in court
in Hong Kong?®! and in the UK such rules have a different standing in law. The
conservative and widely held view is that section 213 is not intended to work in this
manner. In any event, for the purposes of this study, while section 213 can provide
remedies to shareholders, only the SFC may bring an action under it.

Although in Hong Kong shareholders can bring common law or statutory derivative
action (and multiple derivative action) against defaulting directors, the usual problems of
cost and free riding apply. Furthermore, it is not certain whether breach of listing rules
would be actionable under a derivative suit.

Discussion

One of the main problems with the Hong Kong listing rules vis-a-vis accountability to
shareholders is that they do not give shareholders any means of enforcing the listing
rules against a company in which they invest or its directors. Breaches that do not give
rise to statutory claims can only be dealt with by the regulators, but their enforcement is
relatively weak and does not provide remedies to investors. To the extent one regards
the listing rules as important in establishing minimum acceptable CG standards, this
represents a serious deficiency in shareholder protection.

The discussion in Section 3.3.1 “Legal status of CG disclosures” and Section 3.3.2
“Disclosure of listing rule compliance” led to two recommendations that directors should
be subject to disclosure obligations in respect of compliance with the listing rules as a
means of providing shareholders with information as to their standing in this regard -
the point being made that shareholders have a legitimate expectation that an issuer and
its directors should comply with the listing rules. Under those recommendations (A4.5.1
“Legal status of CG-related disclosures” and C4.5.2 “Status of listing rule compliance
and related disclosures (continuing)”), such disclosures would be brought within the
scope of section 384(3) of the SFO — however, for the purposes of the present section it
should be noted that shareholders do not have any right to enforce Section 384, which
means that shareholders would need to establish a claim on some other basis, as
discussed in Section 3.6.1 “Information disclosures generally”. For the reasons
explained in that section, it would not be a simple task for a shareholder to show that

278 For example, the need to make efficient use of its resources per section 6(2)(e) of the SFO and in view of
its various regulatory objectives

279 T, Ng, “Judicial enforcement of the listing rules in Hong Kong” Hong Kong Law Journal (2015) Vol 45 Part 2
389-404

280 12009] EWHC 1793 (Comm); [2011] BCC 543

281 Douglas W Arner, Berry Hsu, Say H Goo, Syren Johnstone and Paul Lejot, “Financial Markets in Hong Kong:
Law and practice”, OUP, 2016, para 10.50
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mis-disclosure of an issuer’s compliance with the listing rules gave rise to an actionable
claim.

In summary, shareholders in Hong Kong appear to have no clear basis on which they
can bring directors to account where they or the issuer have breached the listing rules
and the disclosure obligations imposed on them. Developments in the UK and Singapore
have resolved this gap by giving shareholders a right to enforce the listing rules directly.
Because that was done by giving statutory backing to the listing rules, there have been
some calls for Hong Kong to do likewise. Doing so would involve a complex change to
Hong Kong’s regulatory architecture, it being noted that previous attempts to implement
such a change have been highly controversial and have failed. (The topic of a revised
regulatory architecture is also discussed in relation to the SFC’s power to enforce the
listing rules in Section 3.7.3 "“Enforcement agencies”, which does make
recommendations on this issue.)

In the context of the present discussion, the changes in the UK and Singapore can also
be understood as merely a means by which the objective of giving shareholders rights
has been achieved. However, it is possible to ameliorate these deficiencies in Hong Kong
and improve accountability to shareholders at different levels of the Hong Kong system.

A different route for giving locus standi to shareholders to bring an action for breaches of
the listing rules would be through the contractual basis of the relationship between the
SEHK and the issuer. Namely, to establish shareholders of an issuer as third party
beneficiaries of that contract via the Contracts (Rights of Third parties) Ordinance?? with
a right to enforce terms of the contract. Doing so would be consistent with academic
literature in the United States, as discussed above. According to the Hong Kong
Department of Justice, the beneficiaries of a contract under the Ordinance can be
expressed as any member of a class.?®® This could be put into effect without involving
any changes to the regulatory architecture as it would only require the introduction of
changes to the listing rules, which can be made by the SEHK subject to the approval of
the SFC. This could be implemented with some specificity, indicating which provisions of
the listing rules are intended to benefit shareholders. For example, following the
approach taken in the UK, this could be limited to disclosure obligations. However, prima
facie, such a benefit may only apply in respect of companies being admitted to listing
after the relevant change to the listing rules, and extending the rights to shareholders of
existing issuers would need to be explored further.

The foregoing leads to Recommendation S4.4.1 “Shareholders as beneficiaries of
listing rules”.

The above discussion and recommendation is really a part of a larger theme: creating
more effective means of legal recourse over the listing rules, whether by creating powers
in the hands of the SFC, or shareholders individually or collectively. The
recommendations made and referred to in this section may be considered as
counterpoints to the recommendations arising out of the discussion in Section 3.7.3
“Enforcement agencies”, which leads to Recommendation A4.6.4 "Statutory backing of
certain listing rules”.

3.6.3 Board refreshment
For the purposes of this section, which is concerned with mechanisms of management

accountability to shareholders, board refreshment provides shareholders with a more
frequent and direct means of exercising their oversight of the board’s effectiveness and

282 Cap. 623, in force as from 1 January 2016
283 gee the examples provided by the Department of Justice: Available at http://www.doj.gov.hk/
eng/public/rightsofThirdParties.html
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capabilities. Refreshment helps to address concerns that boards become “clubby”. This
could be defined as being where the entrenchment of directors overshadows the
interests of the company, or is founded on a belief that long-standing board
memberships constitute the essential fabric of the company. The recent Wells Fargo
scandal has been cited as an example of the need to refresh clubby boards and the
dangers of not doing so to the perspicacity of the board and its sub-committees.?%*

Looked at more positively, refreshment of the board is concerned with ensuring the
spread of skills, knowledge and experience on a board remain appropriate to the
evolving challenges faced by a company. The agility required to deal with these
challenges may be hampered by a board that was formed at a different stage of the
company’s development. Indeed, as discussed in Appendix III.7.2, research undertaken
in the United States suggests that while many directors regard board refreshment as
important to CG standards, some regard it as critical. It works to avoid “group-think”
and complacency, or boards that are out-of-touch with new realities. Arguments against
board refreshment are usually raised by management linked to the board (e.g. chairman
and CEO) or controlling shareholders. Nonetheless, the overriding consensus is that
board refreshment is a core principle that serves to foster good CG via increased
accountability.

A number of approaches have been undertaken to address mechanisms of refreshment.
The research cited above returned a significant finding, namely that over 84% of
respondents?®® regarded board assessment/evaluation as the most effective tool. The
2009 Walker Review in the UK, discussed in Appendix II.2.1, also suggested that a
formal board evaluation was a desirable contributor to good CG. Board evaluation was
discussed in Section 3.3.3 “"Board evaluation” and led to Recommendation C4.1.1
“Board evaluation”.

Board refreshment is recognized as a core principle of good CG in the UK.?®® The
approach there has been to focus on the power of shareholders to exercise their votes.
The UK CG Code has recently introduced a provision that directors should be subject to
re-election by the shareholders at regular intervals, that this should be an annual
exercise in respect of directors of FTSE350 issuers, and that relevant information should
be provided to shareholders to facilitate their decision-making.?®” Most FTSE350 issuers
have implemented this provision, as discussed in Section 3.4.2 “Shareholder votes”.
This brings directors to account before shareholders on a regular basis. As regards
INEDs, the Code suggests that terms of more than six years should be subject to
rigorous review.?®® Together with the other changes made in the UK to the appointment
of independent directors (discussed in Section 3.6.4 “Appointment of independent

directors” below) this helps to address concerns that boards can become “clubby”.?°

In the United States, the National Association of Corporate Directors (NACD) runs
programs to help directors improve, inter alia, board diversity and director recruitment,
its aim being to “help directors move beyond the traditional approaches to board
refreshment and develop a continuous-improvement plan that keeps board skill sets and
processes in tune with the company’s strategic needs.”° Staggered boards in the
United States are used to entrench the board and is a major problem and prevents board
refreshment. In a staggered board, the board is divided into three classes. Each year,

284 stephen Foley and Alister Gray, “Activist pushes for shake-up at Wells Fargo,” (15 September 2016)
Financial Times

283 Qver 77% of respondents on the survey were outside directors based on the largest company on which they
serve
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289 One might also add to this the developments happening in relation to board diversity

290 NACD, “NACD to Help Directors Move Beyond Traditional Approaches to Board Refreshment,” (7 April 2016)
Globe Newswire
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only one class (i.e. one third of the board) is up for election. So it would take longer to
refresh the board composition. Empirical evidence suggests that staggered boards are
bad for value-creating takeovers.?*!

In Singapore, the SGX listing rules mandate that all listed companies have articles
providing that where a managing director or a person holding an equivalent position is
appointed for a fixed term, the term shall not exceed five years. This provides an
opportunity for the company to review the suitability of the director at intervals.
Otherwise, there is no other general legal requirement governing the length of a
director’s tenure or the number of terms that a director may hold office.?®> The
Singapore Code of Corporate Governance has nevertheless suggested that all directors
submit themselves for re-nomination and re-election at regular intervals, and at least
once every three years.?®®> The Singapore Institute of Directors recommends in its
Statement of Good Practice that all companies should have articles that require at least
one-third of the board to retire from office at each general meeting. This is said to be a
usual provision in the articles of many companies and a matter of good practice, though
there is no further elaboration as to why (see Appendix V.7.3).

The Code of CG in Mainland China does not contain any provision for board refreshment,
only their appointment (see Appendix IV.7.3). As the appointment of directors of many
SOEs are often subject to the control of the CCP, board refreshment may be less
important in Mainland China as directors are likely to be replaced with individuals holding
comparatively similar views as regards the implementation of State policy in the
operations of the SOE. For mainland companies listed in Hong Kong, they are subject to
the HK CG Code. However, whether such requirement is likely to be meaningful in
practice is not certain given the controlling stake of the State in many of the companies
listed in Hong Kong. For a similar reason, nor is there certainty that the requirement in
Singapore will be meaningful, i.e. due to the influence of the Singapore Government via
its investment vehicles.

Hong Kong

The HK CG Code does provide for board refreshment insofar as it states that directors
should be subject to retirement by rotation at least once every three years.?** However,
as a code provision, this is not mandatory and an issuer is free to deviate from it
provided an explanation for the deviation is given in its annual report.

Discussion

The obvious if bland question the foregoing considerations raise is whether a higher
refreshment frequency should be imposed under the HK CG Code. However, there must
be a clear shareholder mandate to warrant it. For example, in the UK there have been a
number of high profile examples where shareholders have taken action, a recent case
being the shareholder pressure placed on HSBC to replace the Chairman because the
lack of pace of change within the bank, which led to the bank announcing a change on
12 March 2017. BP, WPP, and Smith & Nephew represent other high profile instances of
shareholder action leading to boardroom changes, as discussed in Appendix II.1.2,
although these had been driven by concerns over executive compensation.

2%1 The Powerful Antitakeover Force of Staggered Boards: Theory, Evidence, and Policy, March 2002: Available
at http://www.law.harvard.edu/programs/olin_center/papers/pdf/353.pdf (visited on 12 Nov 2012)

292 Other than age-related: Section 153 of the Companies Act requires that directors of public companies who
are of or over the age of 70 may only be appointed or re-appointed by an ordinary resolution passed at an
annual general meeting of the company

293 g5ee Tenure And Termination Of Board Appointments: Available at
http://www.sid.org.sg/images/PDFs/Codes/SGP06.pdf
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In the absence of such a shareholder mandate in Hong Kong, there seems little in favour
of making a recommendation, bearing in mind the context of the present Report.

Topics that are more supportable to explore in this regard concern (1) board evaluation
as a mechanism - discussed in Section 3.3.3 “Board evaluation” (which led to
Recommendation C4.1.1 “"Board evaluation”) and (2) the role and appointment of
independent directors and the assessment of their independence - discussed in Section
3.6.4 "Appointment of independent directors” and Section 3.7 Part C “Independent
directors”. Indeed, both these topics gave rise to considerable discussion in all the
interviews.

3.6.4 Appointment of independent directors

A basic mechanism that establishes accountability for all directors is the ability of
shareholders to vote on their appointment or reappointment. An issue that has attracted
particular significance in the jurisdictions studied has been the accountability of INEDs to
the shareholders they are intended to represent - the interests of shareholders as a
whole as opposed to controlling interests.

The position of independent shareholders underwent a significant development in the UK
in 2014 when the FCA established dual voting for independent directors. This requires
that the appointment of independent directors is subject to the approval of both (1) the
shareholders and (2) independent shareholders.?*® Issuers with a controlling shareholder
are required to change their constitutional documents to provide for this, as discussed in
Appendix II.1.2. The development in the UK is set against the more sweeping UK CG
Code provision that terms of INEDs that are more than six years should be subject to
rigorous review.?%®

Neither the United States nor the other jurisdictions studied have implemented a similar
approach. The United States has instead been dealing with a different and to some
extent unique problem of director appointments arising out of issues attendant on their
proxy rules that can work to deprive shareholders of their voice in company meetings
(discussed in Section 3.4.2 “Shareholder votes”). One of the particular problems arising
out of the proxy rules, germane to the current discussion, is the rise of the independent
activist director.

The experience of appointing independent directors in the United States has been
notably marked, if not marred, by the actions of activist shareholders. While there is
some evidence that shareholder activism is on the rise in the UK, it has not come close
to the levels experienced in the United States. The rise of institutional and activist
shareholders and proxy advisers as dominant shareholder voices in United States listed
issuers has become an important factor associated with a number of current problematic
issues with CG culture in the United States, as discussed in Appendix III.1.2. The
primary issue is that the interests of such voices, which wield considerable influence,
may not align with the strategic or longer-term goals of an issuer or the shareholders as
a whole. This has led to some significant anomalies in the development of appropriate
executive remuneration packages, as discussed in Section 3.4.3 "Remuneration”.

The increased representation of independent directors (see Table 3 in Appendix II.1) has
not alleviated the problem owing to the problem that directors independent of
management may not be independent of blockholders and may represent shareholder
activists seeking short term profits — in one study, over 40% of shareholder activist

2%5 | R 9.2.2E R and 9.2.2F R. See FCA, “Response to CP13/15 - Enhancing the effectiveness of the Listing
Regime,” (May 2014) Policy Statement, PS14/8, 6. See FCA 2014/33 Listing Rules (Listing Regime
Enhancements) Instrument 2014
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interventions between 2004-2012 resulted in the appointment of activist directors, and
43% of those appointments were directly employed by a hedge fund activist.?®” As a
result, Congress has considered the influence of proxy advisory firms over shareholder
voting and the potential conflict of interest that arises because proxy advisory firms also
provide consulting services for listed companies and advise on their proxy ballots.?*® The
Corporate Governance Reform and Transparency Act of 2017, not yet passed into law,?°
seeks to protect investors by improving the quality of proxy advisory firms by fostering
accountability, transparency, responsiveness, and competition in the proxy advisory firm
industry. However, this at present looks unlikely to pass into law under the new
administration.

In Singapore, although independent directors are now required to be independent of
controlling shareholders as well as the company, there is still no requirement that
independent directors must be appointed by independent shareholders.

The position is the same in Mainland China. Recent research reveals that independent
directors are not effective in preventing frauds - since they are appointed by controlling
shareholders they have incentive to side with controlling shareholders (see Appendix
V.7.2). This would suggest that being independent from controlling shareholders itself is
not enough; they need to be independently appointed too.

Hong Kong

Procuring the proper undertaking of an INED of its role was a topic of concern in every
interview undertaken, and this is more broadly discussed in Section 3.7 Part C
“Independent directors”.

As regards specific appointment issues, the HK CG Code falls short of the UK CG Code in
two regards as regards INEDs. First, in place of a six-year period the HK CG Code
provides that serving for a period of nine years “could be relevant to the determination
of a non-executive director’'s independence” and so re-appointment should be made
subject to shareholder approval.3®® This also contrasts with the approach taken by the
UK CG Code that an independent director serving for more than nine years should be
subject to annual review.3°! Second, unlike the UK CG Code, the HK CG Code does not
suggest that re-appointment be subject to a “rigorous” review, but merely that the
papers sent so shareholders explain why the board considers the INED to remain
independent. The question of determining independence is further discussed in Section
3.7.9 "Determination of independence”.

The means by which an independent director is appointed was a subject of discussion in
a number of our interviews, with mixed reactions. Central to the discussion was whether
independent shareholders should appoint independent directors to guarantee their
independence, as this has been a topic circulating in the market for some time.3%?

On one hand, the argument made out was that a director couldn’t be regarded as truly
independent if they are, notwithstanding any independence tests that may be applied,
ultimately subject to appointment or removal by a controlling shareholder casting their
vote. On the other, concern was expressed that having independent shareholders

2%7 Gow, Ian D., Sa-Pyung Sean Shin, and Suraj Srinivasan. "Activist Directors: Determinants and
Consequences." Harvard Business School Working Paper, No. 14-120, June 2014

2% Mara Lemos Stein, “The Morning Risk Report: U.S. Lawmakers Target Proxy Advisory Firms,” (20
September 2016) The Wall Street Journal

2% The House Financial Services Committee approved the bill in September 2016
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302 For example, see “The three wise monkeys of HK boards” 15 Feb 2011: Available at https://webb-
site.com/articles/3wisemonkeys.asp
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directly appoint a director may lead to directors on the board that selectively pursue “an
agenda” that does not align with the interests of the company as a whole. Neither
argument is particularly persuasive. For example, logically, the latter view requires one
to put in abeyance the argument that a director subject to appointment by a controlling
shareholder may selectively pursue “an agenda” that primarily aligns with the interests
of the controlling shareholder rather than the shareholders as a whole.

The UK dual voting model does not provide that only independent shareholders appoint
independent directors — the company as a whole must agree as well. There are fewer
companies in the UK with controlling shareholders, so the chances of a candidate that is
acceptable to shareholders as a whole but not accepted by independent shareholders are
smaller, although there have been instances of this happening.3°®* However, this may not
be the case if the system was adopted in Hong Kong, which could lead to difficulties.

Discussion

As the experience in the United States demonstrates, independent directors cannot be
understood as a panacea to all possible problems. At the heart of the question is,
amongst other things, who are they independent of and whose interests do they
understand themselves as being responsible to further. Of course, the profile of
shareholders in the UK and the United States stands in high contrast to that seen in
Hong Kong in terms of institutional/retail makeup, the frequently seen characteristic of
Hong Kong listed issuers possessing a controlling or dominant shareholder or
shareholder group and, arising out of that different makeup, the level of shareholder
activism, which is rare. These differences should be taken into account when considering
the question of the appointment of independent directors.

Based on the foregoing, the arguments for and against introducing special voting
arrangements for the appointment of independent directors are largely equivo