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EXECUTIVE SUMMARY 
 

1. The work of the Hong Kong Institute of Certified Public Accountants (Institute) 

(formerly the Hong Kong Society of Accountants) in relation to Professional 

Liability Reform in Hong Kong includes the introduction of corporate practices 

for CPAs (which became effective since 2 August 1996) and advocating the 

introduction of proportionate liability, the repeal of section 165 of the 

Companies Ordinance and the introduction of Limited Liability Partnerships 

(LLPs). 

 

2. The case for Proportionate Liability and Repeal of section 165 of the 
Companies Ordinance 

 
a. The Institute made a submission “Proposal for an Equitable System of 

Liability” to the Government on 16 April 2002 (Annex I) which advocates a 

system of proportionate liability to address concerns over the joint & several 

liability framework. The principles behind joint & several liability framework 

and proportionate liability framework can be briefly explained as follows: 

 

(i) Joint & several liability framework  

The effect of the principle of the joint and several liability is that where 

two or more parties are negligent in performing their role in a 

transaction which causes loss to a plaintiff, the plaintiff can recover his 

loss in full from any one defendant without reference to the actual share 

of the fault of each defendant. 

 

(ii) Proportionate liability framework 

Under a system of proportionate liability, the liability of a defendant is 

limited to that proportion of the damages suffered by a plaintiff which is 

directly referable to that person’s degree of fault. Courts would then 

decide on the respective responsibility of various defendants with just 

and fair regard to all the relevant circumstances. 
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b. A follow-up submission was made by the Institute on 17 October 2003 

(Annex II) in response to the Government’s Standing Committee on 

Company Law Reform’s (SCCLR) Consultation Paper of its Corporate 

Governance Review on “Auditors’ Liability”. The SCCLR has considered the 

Institute’s submission and concluded that the issue of proportionate liability 

had wide implications which were beyond its remit.  The SCCLR therefore 

stated in its twentieth annual report that the matter should be referred to the 

Law Reform Commission for further study and consideration in the context 

of civil liability reform.  The Institute has recently written to the Secretary for 

Justice and the Chief Justice requesting them to make an “official” referral to 

the Law Reform Commission to undertake a study on proportionate liability. 

 

c. Furthermore, indications are strong in the United Kingdom that proportionate 

liability by contract will appear in a companies bill, hinging on the profession 

providing certain guarantees. 

 

d. The key aspects of the two Institute’s submissions are: 

 
The case for Proportionate Liability 

 

(i) Joint and several liability is no longer appropriate in the recent and 

current commercial and business environment, as it results in liability 

wholly disproportionate to the contribution of any particular defendant 

to the overall loss, although it is still appropriate where a defendant 

seeking to restrict liability has been found by the Court to have caused 

the damage or loss as a result of fraud, dishonesty or wilful default and 

for personal injury actions. 

 

(ii) The consequence of joint and several liability is that a plaintiff will 

target defendants with “deep pockets” rather than pursue those 

primarily to blame for the loss suffered. 

• Professionals should take responsibility for their breaches of duty. 

The concern is to avoid the unfairness of professionals having to 
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pay more than their fair share of loss suffered when they only have 

partial responsibility for that loss.  

• Professionals will be accountable for their conduct and will be 

responsible for the financial consequences. They should not, 

however, bear the financial consequences of others’ shortcomings. 

 

(iii) For auditors in particular, the amount of damages claimed against 

them in some cases is so huge that neither the professionals nor their 

insurers could cover them.  

 

(iv) The profession needs talented people at a time when the financial 

complexity of business is increasing. Experienced qualified 

accountants must be encouraged to stay in the profession to make a 

career. They should not be scared away by the potential catastrophic 

claims against their employers or own practices. 

 

The case for a repeal of section 165 of the Companies Ordinance 
 

(i) To implement liability reform to repeal that part of section 165 of the 

Companies Ordinance which prohibits auditors from contractually 

limiting liability with clients in respect of audit work.   

 

(ii) This is already standard practice for a number of other professions 

and businesses, including accountancy firms in their non-audit 

business activities. 

 

(iii) The position of the company and its shareholders will not be 

prejudiced as a result provided that it is a condition that the limit on 

liability is approved by the company at its Annual General Meeting. 

 

(iv) The repeal of the relevant part of section 165 of the Companies 

Ordinance will be beneficial but cannot be the total answer as it will not 

address an auditor’s liability in respect of claims by third parties. 
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3. The case for Limited Liability Partnerships (LLPs) 
 

a. The Institute also made a submission to the Government on 25 November 

2004 (Annex III) advocating the introduction of LLPs in Hong Kong, in 

addition to incorporation, to address the issue of joint and several liability 

faced by general partnerships. The Institute has worked closely with the Law 

Society of Hong Kong in this regard and the Institute’s submission is 

intended to supplement the Law Society Working Party Report on LLPs 

submitted to the Registrar of Companies and the Solicitor General in August 

2004. 

 

b. Furthermore, it should be noted that in Singapore, after extensive public 

consultation, the Government has decided to accept the private sector-led 

Company Legislative and Regulatory Framework Committee’s 

recommendation to introduce LLPs in Singapore. 

 

c. The key aspects of the Institute’s submission are: 

 

(i) LLPs remove the risk for the innocent partners but leave the claimant 

with a remedy against the LLP and the individual partner or partners 

responsible for the alleged breach of duty. 

 

(ii) This results in a fairer distribution of the risks inherent in the current 

business climate. 

 

(iii) Professionals play a vital role in the operation of capital markets and in 

helping to promote confidence in good corporate governance generally 

in Hong Kong. It is not in the interests of anyone involved in the capital 

markets for professionals to conduct their duties in a defensive way.  
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(iv) The introduction of LLPs will at least reduce some concerns of the 

bigger accounting firms which consider that incorporation is not 

appropriate for them. 

 

(v) If Hong Kong is to maintain its position as a global financial centre, it 

needs to have a sufficient pool of high quality professionals including, 

auditors. It is not in the public interest where the risk stakes are 

disproportionately high which will discourage “the best and the 

brightest” from entering and remaining in the accounting profession. 

 

(vi) The world has also grown more litigious. Whilst Hong Kong may 

consider itself lucky to date, there is no room for any complacency.  

 

(vii) Over the past 10 years, Hong Kong accounting firms have been taking 

on an increasing amount of work which has an extraterritorial element 

to it, such as cross border listings of companies on the Hong Kong 

Stock Exchange as well as the stock exchanges in US, UK or 

Singapore. Such work carries additional risks, such as class action law 

suits by shareholders in the US.  

 

(viii) Litigation as a common way for plaintiffs to obtain redress reflects the 

growing sophistication of the community and is becoming an 

acceptable part of how business is conducted in many jurisdictions.  

 

(ix) Auditors, as an important part of the business fabric of Hong Kong, 

have to accept this new business reality, but seek the alternative 

business structure of a LLP so that they can participate on a level 

playing field compared with other jurisdictions. LLPs exist in many 

jurisdictions, including those in which major financial centres are 

situated. 
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4. Developments in major overseas jurisdictions  
 

Other jurisdictions have made or are making considerable progress on liability 

reform while Hong Kong stands still. 

 

a. Australia 

Based on our findings, Australia has: 

• Proportionate liability 

• Ability to limit liability contractually 

• Corporate practices 

• Statutory liability cap 

 

b. Canada 

Based on our findings, Canada has: 

• Proportionate liability 

• LLPs 

 

c. UK 

Based on our findings, UK has/will have: 

• Proportionate liability by contract 

• LLPs  

• Corporate practices 

 

d. Other European Union countries 

Based on our findings, a number of the European Union countries have: 

• Proportionate liability 

• Ability to limit liability contractually 

• LLPs  

• Corporate practices 

• Statutory liability cap 
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e. USA 

Based on our findings, the USA has: 

• Proportionate liability 

• Ability to limit liability contractually 

• LLPs 

 

In contrast, Hong Kong currently only allows corporate practices. 
 
5. Consumer interests 
  

 The Institute has considered whether its liability reform proposals are in the 

interests of consumers. 

 

a. The Institute’s proposal for proportionate liability does not entail the 

wholesale displacement or exclusion of the principle of joint and several 

liability. To protect consumer interests, the Institute is proposing that 

proportionate liability should be introduced with exceptions. These 

exceptions would recognize that there are areas in which the principle of 

joint and several liability should continue to operate with normal 

consequences such as: 

• Where the defendant  seeking to restrict liability has been found by the 

Court to have caused the damage or loss as a result of his fraud, 

dishonesty or wilful default; and 

• Personal injury actions. 

 

b. The repeal of that part of section 165 of the Companies Ordinance which 

prohibits auditors from contractually limiting liability in respect of audit work 

would allow auditors to agree with the company on contractual limits for the 

auditor’s liability to it. To protect investors’ interests, such reform should 

have a condition such that the limit on liability should be approved by the 

company at its Annual General Meeting and disclosed in the company’s 

annual report and accounts. 
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c. In relation to the introduction of LLPs, the fact that accounting firms are 

allowed to practise through corporate practices suggests that Hong Kong 

has satisfied itself that a limitation on liability of auditors via LLPs is not 

inconsistent with consumer interests. 

 

6. The Public Interest 
 

 The Institute is Hong Kong’s only statutory licensing body for accountants. It 

has more than 24,000 members and close to 10,000 registered students. The 

Institute operates under the Professional Accountants Ordinance and  in the 

public interest. It has wide ranging responsibilities that include maintenance of 

the quality of entry to the profession through its postgraduate Qualification 

Programme, promulgation of first class financial reporting, auditing and ethical 

standards in Hong Kong and development of the accounting and auditing 

professions. It has responsibility for regulating and promoting high quality and 

efficient accounting practices to safeguard Hong Kong’s role as a global 

financial centre. 

 

However, the Institute adamantly believes that Hong Kong’s liability framework 

has not evolved in step with developments in the economic, financial and 

litigious environment in which its members are currently practising and is no 

longer appropriate to the nature of work performed by professionals in Hong 

Kong. The imperatives which have driven the need for change are: 

• Hong Kong has transformed itself over the last ten years from a local 

financial centre to a global financial centre. 

• Globalization results in the need for an appropriate liability framework for 

the business and other risks arising from cross border transactions. 

• The increased internationalization of commerce has resulted in the 

development of an increasingly litigious environment while Hong Kong 

does not provide the legal protections available in other similar jurisdictions. 

•  Hong Kong is the focus of fund raising for mainland enterprises, creating 

an increase in the volume and scale of assurance work whilst the liability 

framework remains unchanged. 



Hong Kong Institute of CPAs 
A Case for Professional Liability Reform in Hong Kong 

 

 11

• Adequate insurance cover is becoming increasingly scarce and the 

collapse of one or more of the major accounting firms, which 

Enron/Andersen graphically demonstrated can happen, would have an 

extremely damaging effect on everyone with an interest in a healthy 

financial market. 

• Most sophisticated jurisdictions have or are introducing liability reforms. If 

Hong Kong is left behind, Hong Kong will be less attractive to talented 

individuals which will inevitably reduce its competitiveness as a global 

financial centre. 

• Uncertainties regarding the future of the profession will make recruitment 

and retention of the best people more difficult. 

 

PROFESSIONAL LIABILITY REFORM IS NOW VITAL FOR HONG KONG 
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1  Introduction 
1.1 Background 
It is quite right that professionals should be accountable for their actions and should 

bear losses which they cause to others through their own negligence. The accounting 

profession globally and in Hong Kong is making a significant contribution to reduce 

the risk of losses arising through the actions of its members by supporting various 

initiatives to improve audit quality and financial reporting. However, the Institute 

believes that Hong Kong’s liability framework has not evolved in step with 

developments in the economic, financial and litigious environment in which its 

members are currently practising and is no longer appropriate to the nature of work 

performed by professionals in Hong Kong. 

 

The work of the Institute in relation to liability reform in Hong Kong includes having 

introduced corporate practices for accounting firms, advocating that the Government 

introduce proportionate liability for professionals, proposing the repeal of that part of 

section 165 of the Companies Ordinance which prohibits auditors from contractually 

limiting liability with clients in respect of audit work and supporting the introduction of 

LLPs for practising professionals.  

 

The Institute has previously made the following submissions on liability reform to the 

Government: 

1.  Submission dated 16 April 2002 on Proportionate Liability (Annex I). 
2.  Submission dated 17 October 2003 on Proportionate Liability and repeal of 

section 165 of the Companies Ordinance (Annex II). 
3. Submission dated 25 November 2004 on the Introduction of Limited Liability 

Partnerships in Hong Kong (Annex III). 
 

This document, entitled “A Case for Professional Liability Reform in Hong Kong”, sets 

out a comprehensive summary of why the Institute’s three liability reform proposals 

should be introduced in Hong Kong to safeguard its position as a global financial 

centre. In short, the proposals, which are necessary to ensure a level playing field 

with our international counterparts, are: 
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1.  Introduction of Proportionate Liability in Hong Kong 

2.  Repeal of that part of section 165 of the Companies Ordinance which prohibits 

auditors from contractually limiting liability with clients in respect of audit work 

3. Introduction of LLPs in Hong Kong for professionals 

 

For ease of explanation, the rest of this document refers specifically to the accounting 

profession, although the arguments set forth may equally apply to other professions. 

In addition, the Institute would like to emphasize at the outset that it is its belief that 

accountants in Hong Kong are willing to and do take responsibility for their actions or 

breaches of duty.  

 

The existing liability framework, however, potentially places an unfair burden on firms 

where they are only partially responsible for a loss which could, in certain 

circumstances have dire consequences for a firm, resulting in significant adverse 

consequences on the stability of the financial markets, the interest of the public at 

large and Hong Kong’s position as a global financial centre. It is important to be clear 

that what is being proposed does not amount to preferential treatment for 

professionals. The Institute’s three proposals are already available elsewhere in other 

major financial centres. 

 
1.2 Steps being taken to improve quality of auditing 
The Institute is already working with the Government to introduce a bill to the LegCo 

in the current session to establish the Financial Reporting Council, the umbrella for 

the Audit Investigation Board (AIB) and the Financial Reporting Review Panel 

(FRRP). The AIB and FRRP will take on the regulatory role now carried out by the 

Institute in relation to the accounts of listed entities and their audits. The Institute 

supports the view that the AIB will strengthen the regulatory oversight of auditors and 

the quality of auditing and the FRRP will strengthen the quality of financial reporting.  

The Institute and its members will be providing significant financial support for these 

initiatives.  Furthermore, the Institute is currently reviewing its practice review 

programme to enhance the methodology and approach, including the setting up of a 

new Practice Review Steering Board. Together, these initiatives will enhance Hong 

Kong’s reputation as a global financial centre. In this connection, the Institute now 
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feels that it is also the right time for professional liability reform to be introduced to 

support this framework of enhanced standards and increased regulation.  
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2 Case for reform 

2.1  Transformation of Hong Kong from a regional financial centre to a global 
financial centre 

Hong Kong has transformed itself over the last ten years from a regional financial 

centre to a global financial centre. It was the world’s third largest market in terms of 

funds raised last year and this trend is continuing. Accounting firms have been taking 

on an increasing amount of work with extraterritorial elements, such as cross border 

listings of Mainland companies on the Hong Kong Stock Exchange, as well as the 

Stock Exchanges in the US, UK and Singapore. In addition, an increased level of risk 

arises from assurance work such as: 

• the audits of subsidiaries of US SEC registrants;  

• compliance evaluations in relation to internal controls brought about by the US 

Sarbanes-Oxley Act; 

• compliance evaluations in relation to internal controls requested by directors of 

Hong Kong listed companies due to new Corporate Governance requirements; 

• requests to reporting accountants by sponsors of listing companies to produce 

“Long Form” reports due to changes in Listing Rules; and 

• assisting in the extraction of financial information for publication in the public 

interest. 

 

Such work carries a high risk, not only through the increase in scale of the potential 

risks (both in terms of volume and financial amounts involved) but through exposures 

of a different nature such as class action suits by shareholders in the US. 

Furthermore, in jurisdictions such as the US where the legal system allows lawyers to 

act on a contingency fee basis, there may be a greater incentive for plaintiffs to 

initiate lawsuits even for frivolous claims. The absence of costs awards means that 

there are no downside risks for initiating such claims. Furthermore, with joint and 

several liability still in place, there may be an incentive under the contingency fee 

system to initiate claims and inflate the damages being claimed resulting in 

defendants to these claims, however frivolous they may be, having to incur 

substantial sums in legal costs just to defend themselves.  
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Liability reforms have not been introduced in Hong Kong in tandem with its growth in 

status as a global financial centre despite the increasing growth of a “compensation 

culture” around the world and are therefore long overdue. In this connection, it should 

also be noted that the US Securities Act of 1933 provides greater clarity as to the 

responsibilities of participants in the capital market. Hong Kong does not have a 

similar Securities Act clarifying the rights and obligations of the participants in the 

capital market and therefore liability reforms are all the more crucial. 

 

2.2 Availability of adequate insurance 
Hong Kong has a strong accounting profession where failures are rare but it is vital 

that this is not allowed to disguise the threat inherent in a failure to introduce liability 

reforms before it is too late. 

 

At present under the law of joint and several liability, auditors are accountable not 

only for their own actions or failings, but also for those of other parties who as a result 

of their actions are responsible for, but do not have the money to, meet claims 

awarded against them. Auditors’ potential liability is unlimited even for events which 

are not necessarily under their control, but that liability is not capable of being 

matched by appropriate financial resources. The ability of even the largest 

accounting firms to meet catastrophic claims is severely limited by the lack of 

adequate professional indemnity insurance. As in the UK, there is no market for 

insurance which transfers this risk and none is likely to arise. Unlike auditors in other 

jurisdictions the liability of Hong Kong auditors is not subject to proportionate liability 

nor do auditors have the ability to limit liability contractually in respect of audit work. 

Instead, firms have to rely on their limited capital resources and in-house captive 

insurance vehicles which are unable to spread the risk. Given the scale of capital 

available to accounting firms relative to the market capitalization of the businesses 

audited, in particular Mainland state-owned enterprises, it will not be possible for 

accounting firms to build up sufficient reserves to provide the scale of cover which 

would be necessary to match the market capitalization of one, let alone all, of the 

largest companies. It is wholly unrealistic, and was not the intention when statutory 

auditing requirements were introduced to expect accounting firms to act as insurers 

of last resort.  
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The dangers of relying on insurance cover were clearly demonstrated recently in 

Australia where there was a serious market failure in the professional indemnity 

insurance market, after the collapse of HIH Casualty & General Insurance Company. 

This resulted in a significant risk that services would be carried out by uninsured 

persons or, as happened in practice, certain suppliers refusing to provide services for 

fear of the sheer scale of the legal damages that could follow a claim against them. 

This was the catalyst that triggered Australia to introduce reforms and explains why 

Australia is now ahead of a number of jurisdictions in liability reform. 

 

2.3 A level playing field with major jurisdictions 
The following sets out the position in other jurisdictions on liability reform which 

shows that Hong Kong is indeed falling very much behind: 

 

(i) Australia 

• The Australian Federal and State governments have taken major steps to 

advance liability reform through implementation of measures for proportionate 

liability; a nationally consistent regime of Professional Standards Legislation 

providing a statutory liability cap, while not prohibiting limiting liability by contract; 

incorporation of auditors; and reforms to the Federal Trade Practices Act (to give 

complete effect to proportionate liability and the ability for auditors to limit liability 

contractually). 

• Legislation has been passed at the Federal level in Australia, permitting 

incorporation of audit practices, introducing proportionate liability between 

concurrent wrongdoers, and extending the operation of State professional 

standards schemes to cover liability arising from breach of specified Federal laws.  

• Five States and/or Territories have introduced proportionate liability bills – the 

remaining three (Northern Territory, Southern Australia and Tasmania) have 

stated publicly their intention to do so (Southern Australia), released draft 

legislation (Northern Territory) or introduced a Bill to Parliament (Tasmania). 

• Professional standards legislation has been enacted now in seven of the eight 

States or Territories. The remaining State has publicly committed to do so and 

has released a draft of its legislation for public consultation. 
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• In summary , Australia has: 

 Proportionate liability 

 Ability to limit liability contractually 

 Corporate practices 

 Statutory liability cap 

 

(ii) Canada 

• At the Federal level, a modified proportionate liability regime came into force 

under the Canada Business Corporations Act and the Canada Cooperatives Act 

on 24 November 2001. 

• LLPs are now available in British Columbia, Alberta, Saskatchewan, Manitoba, 

Ontario, Quebec, New Brunswick and Nova Scotia. 

• In summary, Canada has: 

 Proportionate liability 

 LLPs  

 

(iii) UK 

• The Department of Trade and Industry indicated that the UK Government remains 

committed to improving the operation of the capital market and will consider any 

proposals, including the possibility of limiting liability on a proportionate basis by 

contract, which can be demonstrated to significantly enhance competition and to 

improve quality in the audit market. 

• In summary, if the proposals become law, UK has/will have: 

 Proportionate liability by contract 

 LLPs  

 Corporate practices 

• It is also worth noting that one of the larger accounting firms incorporated as a 

corporate practice when it had the opportunity to do so and has now left the 

corporate practice more or less dormant by transferring the business to an LLP 

once LLPs became available in 2000. Clearly, this shows that LLP is a better 

operating vehicle for a large accounting firm than incorporation for the reasons 

mentioned in the Institute’s Paper on LLPs. 
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(iv) Other European Union (EU) countries 

• The 8th Directive of the EU provides that all member states should introduce 

liability reform provisions in their member states. 

• Ten member states permit some form of limitation of an auditor’s liability (e.g. 

Germany has a cap of four million Euros). This can be by way of a limitation 

imposed by law (e.g. Austria, Germany, Greece and Slovenia), permitting auditors 

to limit their liability on a contractual basis (e.g. Denmark, Latvia, Lithuania and 

Poland) or having a liability regime that assesses an auditor’s responsibility on a 

proportionate basis (e.g. France and Malta). In addition Finland and the 

Netherlands have liability regimes which involve an element of proportionality, and 

limiting liability is common in the Dutch audit market for unlisted companies. 

• Belgium and Italy have been or are currently considering a legal limit on auditors’ 

liability based on a multiple of audit fees. In Italy, a limit based on a multiple of ten 

times fees has been included in a draft law, whilst in Belgium (where the 

corporate sector is smaller than in Italy) a multiple of fifty times fees is being 

discussed. In Portugal, there is a proposed draft law that would introduce liability 

reform if enacted as drafted.  

• In summary, the major countries in the EU have/will have: 

 Proportionate liability 

 Ability to limit liability contractually 

 LLPs 

 Corporate practices 

 Statutory liability cap 

 

(v) USA 

• There has been no significant liability reform in the USA since the profession led 

legislation in 1995, which introduced proportionate liability protection in certain 

circumstances. 

• LLPs were introduced in the USA in 1991. 

• In summary, some states in the USA have: 

 Proportionate liability 

 Ability to limit liability contractually 

 LLPs 
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(Proposal)

 

In contrast, Hong Kong currently only allows corporate practices. 
 

Graphically, this can be illustrated as follows: 

 

 Australia Canada UK Other EU 
Countries 

USA Hong 
Kong 

Proportionate 
Liability 

           

Ability to 
limit liability 
contractually 

         

Limited 
Liability 
Partnerships 

          

Corporate 
practices 

          

Statutory 
liability cap 

        

 

 

2.4 Concept of joint and several liability requires modification in the current 
business environment 

Joint and several liability came into being many years ago when businesses were 

fairly small and straightforward. The current business environment is completely 

different. There are many participants in the current business environment all of 

whom knowingly participate with their “eyes open” being fully aware of the risks 

involve. In this context having one person bearing all the consequences without 

reference to the actual share of the fault of each defendant is unfair and 

unreasonable. 
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3 Benefits of reform 
3.1  Sustaining Hong Kong’s role as a global financial centre 
With appropriate liability reforms in line with other major jurisdictions, the Hong Kong 

audit profession will continue to attract some of our brightest and most talented 

young people to join, train and remain in a profession able to offer an excellent 

career. The quality of assurance work and therefore the ability of the investing public 

to have confidence in the financial statements is dependent on the ability of 

accounting firms to maintain the quality of new professional recruits, and having 

trained them, to keep these skilled and highly employable professionals within the 

audit sector.  

 

An environment where the risks are disproportionately high will discourage the best 

and the brightest from entering and remaining in the audit profession. There is 

already evidence overseas suggesting that liability risks are deterring some from 

remaining within the audit profession. Our proposals will help to overcome this threat.  

 

In addition, the increasing demand for trained Hong Kong accountants from Mainland 

enterprises is a strong incentive for graduates to enter the profession and will 

improve the financial reporting of Mainland enterprises, many of which will go on to 

raise capital in Hong Kong and other capital markets. This is clearly important for the 

credibility of the enterprises concerned and for that of Hong Kong itself. Therefore, 

the territory needs a sufficient pool of high quality professionals to ensure that Hong 

Kong maintains its position as a major global financial centre and the best place to 

raise funds for Mainland companies. Furthermore, the need to have a sufficient pool 

of high quality professionals is exacerbated by new regulatory changes such as 

provisions in International Financial Reporting Standards, the US Sarbanes-Oxley 

Act and the new Basel Capital Accord, as well as anti-money laundering and privacy-

protection laws. Accordingly more high quality professionals are needed to provide 

services in these areas in an increasingly sophisticated and competitive environment. 

 

3.2 Improvement in financial reporting to meet market demands 
It is the view of the Institute that liability reforms would facilitate improvements in 

financial information reporting and the assurance thereon, through auditors taking on 
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a more meaningful role in relation to the governance and financial reporting of listed 

companies, in line with international trends. Auditors would be more willing to take on 

the demand for additional assurance services outside that of the statutory audit. All 

international developments in these areas, for which the Institute believes 

appropriate liability reforms must be a pre-requisite, will benefit shareholders and 

support the growth of capital markets. Examples in this regard are: 

• the recent changes in Listing Rules governing sponsors such that sponsors are 

now requesting reporting accountants to give comfort in the form of “Long Form” 

reports on listing companies; 

• reporting on internal controls to regulators and shareholders; 

• reporting on directors’ remuneration schedules; and 

• assisting in the extraction of financial information for publication in the public 

interest. 
 
3.3  Proportionate liability provides a more equitable result 
Under proportionate liability, auditors would still be responsible for the consequences 

of their actions. The courts would award damages against a negligent auditor for that 

proportion of the company’s loss that reflects the extent of the auditor’s responsibility 

for the damage suffered. The proposals would mean only that the auditor would not 

have to pay for the actions of others who are responsible for, but do not have the 

resources to meet damages awarded against them. It is not economically efficient or 

equitable for a market to operate on the expectation that all financial deficiencies will 

be compensated by one party (in this case, the auditors who may have performed 

only a limited role). Proportionate liability provides an equitable result. 
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4 Recommendations 

4.1 The Institute’s three proposals 
The Institute recommends that all three proposals be considered now. This is 

because each of the three liability reform proposals is designed to meet a different 

risk. 

 

1.  The introduction of proportionate liability protects the market by significantly 

reducing the increasingly real risk that one of the larger audit firms could collapse 

as a result of a catastrophic claim, for which the audit firm might have a relatively 

small share of the responsibility. 

 

2. Repeal of that part of section 165 of the Companies Ordinance, which prohibits 

auditors from contractually limiting liability with clients in respect of audit work, 

would allow auditors to agree on contractual limits for the auditors’ liability to 

clients. Such reform would not be against the public interest particularly if it is a 

condition that the limit on liability should be approved by the company at its 

Annual General Meeting and disclosed in the company’s annual report and 

accounts.  

 

Contractually limiting liability with clients is already standard practice for other 

professions and businesses, including accountancy firms in their non-audit 

business activities. However, it should be noted that the repeal of the relevant part 

of section 165 of the Companies Ordinance will be beneficial, but cannot be the 

total answer as it will not address an auditor’s liability in respect of claims by third 

parties. 

 

3. The introduction of LLPs would protect innocent individual partners, other than 

those directly involved in the audit in question, from losing their personal assets 

(other than those invested in the firm) in the event of a large damages award 

against the firm. Accordingly, limited liability status protects individual partners. 

However, LLPs do not protect the firms themselves, just as limited company 

status does not prevent companies becoming bankrupt. 
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4.2  Where does Hong Kong stand in comparison with other capital markets? 
Hong Kong is a global player in the international capital markets for fund raising. 

Hong Kong’s Accounting Standards, Auditing Standards, Ethical Standards and 

others are largely in line with those adopted internationally. Client engagement letters 

of the International accounting firms necessarily follow international trends which are 

generally established within a liability framework in major jurisdictions that already 

have liability reform measures in place. Regulatory authorities now have zero 

tolerance for errors. The Institute understands that this is part of the business 

environment in which auditors operate save that when it comes to catastrophic claims, 

global international firms operating in other jurisdictions are doing business under a 

reformed liability regime. That does not apply to firms operating in Hong Kong. Hong 

Kong will fail its capital markets and as a consequence, the public interest, in the 

absence of appropriate liability reform as proposed by the Institute. 

 

Hong Kong accounting firms are already registered with the US Public Company 

Accounting Oversight Board which was set up to monitor the auditors of SEC listed 

companies after the accounting scandals in the US. Liability reforms have been 

introduced elsewhere which do not apply in Hong Kong, which makes it imperative 

for Hong Kong to adopt liability reforms similar to those adopted elsewhere. 
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5 Threats if no reform 
5.1 Probable life threatening scenario for Hong Kong 
Let us imagine the impact on the Hong Kong capital markets if one of the large Hong 

Kong based accounting firms were forced to exit from the Hong Kong market due to a 

catastrophic claim because of the delay in liability reform in Hong Kong. The Institute 

believes that the impact on the Hong Kong capital markets would be enormous 

affecting the livelihoods of many in Hong Kong.  

 

Apart from the loss of jobs from a firm’s failure and the direct effect on their families, 

the timetables of audits in progress for listed and other companies would be 

disrupted, initial public offerings of local and Mainland enterprises would be delayed 

or cancelled and other tax and consultancy projects would be seriously affected. The 

disruption to the daily activities of corporate and government bodies cannot be over-

estimated. This is in addition to the damage Hong Kong would sustain to its 

reputation and credibility.   

 

In the aftermath of another firm’s failure, the entire accounting profession would 

suffer. The profession would lose its ability to attract and retain the best recruits and 

professionals because of the risk attached to the profession. Since a respected 

accounting profession is the backbone of any important financial centre, if the 

accounting profession suffers, Hong Kong’s hard-earned status will suffer. 

 

The Institute is therefore urging the Government and the LegCo to address the issue 

responsibly now. Otherwise, the Government and the LegCo might be forced to 

introduce changes hastily in response to a crisis, which is what happened in Australia. 

The Institute believes that the lack of liability reform has now reached a potentially life 

threatening stage which will not only affect the accounting profession in Hong Kong 

but all stakeholders with an interest in a healthy capital market and Hong Kong’s 

entire economic environment. 
 
Some have argued that reputation threat is a greater threat to accounting firms’ 

continued existence than catastrophic claim litigation, and that liability reform is 

therefore pointless. This argument fails to recognize that accounting firms can take 



Hong Kong Institute of CPAs 
A Case for Professional Liability Reform in Hong Kong 

 

 26

action to protect their reputation. However, these firms cannot control the risks 

imposed by joint and several liability where exposure can arise or be greatly 

increased by the acts of others. Removing the threat posed by joint and several 

liability will significantly reduce the chances of an accounting firm collapsing as a 

result of the actions of others, with damages to Hong Kong. 

 
5.2  Consequences of one large firm failing in Hong Kong 
If one of the large accounting firms were to fail, choice will be greatly limited, 

especially in areas where specialized skills are required, such as mergers and 

acquisitions. Limiting choice in this way is not in the public interest and would be 

detrimental to the Hong Kong capital markets. Many leading mid-tier accountancy 

firms may be reluctant to move into the large firms’ current market. Under this 

plausible scenario, it is conceivable that some companies would not be able to find 

an independent auditor.  

 

5.3 Limited Liability Partnerships to be introduced in Singapore 
The Government in Singapore, after extensive public consultation, has decided to 

accept the private-sector led Company Legislative and Regulatory Framework 

Committee’s recommendation to introduce LLPs in Singapore. Hong Kong should not 

be left behind. 
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6 Conclusion 

The Institute adamantly believes that Hong Kong’s current liability framework no 

longer fits the nature of the work expected of professionals in Hong Kong, the scale 

of the funds involved and the cross border responsibilities and liabilities now being 

faced. Hong Kong desperately needs the liability reforms outlined in this paper to stay 

alive as a major global financial centre.  

 

PROFESSIONAL LIABILITY REFORM IS NOW VITAL FOR HONG KONG 
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Our Ref.: C/CGC, M22865      
           17 October 2003 

    
Mr. Edward Lau, 
Secretary, Standing Committee on  
  Company Law Reform, 
Companies Registry, 
Queensway Government Offices (High Block),  
15th floor, 66 Queensway, 
Hong Kong. 
 
 
Dear Mr. Lau, 

 
Corporate Governance Review by the  

Standing Committee on Company Law Reform 
A Consultation Paper on Proposals made in Phase II of the Review 

 
 The Hong Kong Society of Accountants ("the Society") is pleased to provide its comments, 

--- attached at Annexes A and B, on the consultation paper issued by the Standing Committee on 
Company Law Reform ("SCCLR") in relation to Phase II of its Corporate Governance Review. 
 
 We deal with the issues relating to corporate reporting, which have auditing and 
accounting implications, in Part A of Annex A and other issues in Part B.  The separate paper at 
Annex B relates to the specific issue of auditors’ liability (Chapter 5, paragraphs 22.44 – 22.52 of 
the consultation paper).  We have no strong view on those matters not addressed in either of the 
annexes.   
 
Alignment of Companies Ordinance and Listing Rules or Statutory Backing for the Listing Rules 
 
 As regards the general approach to the issues covered in the consultation paper, while we 
have indicated support in principle for a number of the proposals in the consultation paper that are 
based on Listing Rule requirements, this is subject to our overall view that it would be preferable 
to give broader statutory backing to the Listing Rules, rather than incorporating corresponding 
provisions in the Companies Ordinance ("CO") in a more piecemeal way.  If there were to be 
widely-held support for statutory backing, then, in our view it would be more appropriate to adopt 
this position as the starting point and consider how statutory backing could best be implemented – 
for example, which elements, if any, should be incorporated into primary legislation, which in 
subsidiary, which should be reflected in rules, etc.  We note that this subject is touched on in the 
"Consultation Paper on Proposals to Enhance the Regulation of Listing" issued recently by the 
Financial Services and the Treasury Bureau.  In the course of considering implementation, thought 
would also need to be given to the question of unlisted public companies and how some of the 
more fundamental requirements could also be applied to such companies.  
 
 Among the reasons for our favouring the approach of statutory backing are the following: 
 
(a) as a matter of principle, we believe that it is better to reserve the CO, as far as possible, 

for matters that are applicable to all companies, rather than adding to the number of 
provisions that are applicable only to listed/public companies or only to private companies; 

Annex II

http://www.hksa.org.hk/professionaltechnical/corporategov/SCCLR_II_annexes.pdf
http://www.info.gov.hk/cr/download/scclr/cgr2_e.pdf
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(b) we believe that legislating on specific provisions could result in the CO becoming out of 

step with the Listing Rules within a relatively short space of time, given that the Rules are 
generally more amenable to change and may, in practice, need to be changed in response 
to developments in the market, both locally and internationally; and 

 
(c) we are also not clear as to how a set of expanded provisions on corporate governance 

matters, in the main body of CO, which would be applicable primarily to listed and public 
companies, would be enforced – whether, for example, there would be more than one 
enforcement agency and overlapping responsibilities.  

        
Proportionate Liability    
 
 The Society remains very concerned about the considerable unfairness to professionals in 
Hong Kong generally, which often arises as a result of application of the current system of joint 
and several liability.  It believes that a good case has been made for the introduction of a form of 
proportionate liability to address these concerns.  We would suggest that the focus on auditors’ 
liability in the consultation paper is overly narrow and runs the risk of clouding the more 
fundamental issue, which applies to all professionals.  A number of significant jurisdictions have 
already introduced or are now committed to the introduction of a system of proportionate liability, 
most notably Australia.  We note that the Australian Government published on 8 October 2003 the 
CLERP (Audit Reform and Corporate Disclosure) Bill 2003, which will amend the relevant 
legislation to ensure that proportionate liability applies to damages for economic loss for 
misleading or deceptive conduct.  It is the Society's view that the Government of the HKSAR 
should take steps to introduce a well-thought-out system of proportionate liability to avert the 
possibility of a very damaging professional crisis, which would not be in the public interest and 
would be damaging to Hong Kong's position as a major regional financial centre.   
 
        We hope that you find our comments to be useful and constructive.  If you have any 
questions on them, please contact Peter Tisman, Deputy Director (Business and Practice) at the 
Society in the first instance. 
 
 
         Yours sincerely, 

 
        WINNIE C.W. CHEUNG 
            SENIOR DIRECTOR 

  PROFESSIONAL & TECHNICAL DEVELOPMENT 
       HONG KONG SOCIETY OF ACCOUNTANTS 

 
 
WCC/PMT/cy 
Enc. 



ANNEX A  
 

Comments from the Hong Kong Society of Accountants in response to the 
Standing Committee on Company Law Reform's Consultation Paper in 

Phase II of its Corporate Governance Review 
 
 
Part A – Issues with accounting and/or auditing implications  
    (other than the issue of auditors’ liability)  
 
 
CHAPTER 5 - CORPORATE REPORTING 
 
Section 22 - The Responsibilities, Liabilities and Independence of External Auditors  
 
We agree with the Standing Committee on Company Law Reform (SCCLR)’s proposals with respect 
to the following areas: 
 

Ø Auditors’ Function and Auditing Standards (paragraphs 22.06 – 22.13) 
Ø Auditors’ Remuneration (paragraphs 22.14 – 22.15) 
Ø Outgoing Auditors (paragraphs 22.19 – 22.20) 
Ø Auditors’ Independence (paragraphs 22.21 – 22.29) 
Ø Rotation of Audit Firms (paragraphs 22.30 – 22.33) 
Ø Auditors’ Duties (paragraphs 22.36 – 22.43) 

 
Auditors’ Access to Information (paragraphs 22.16 – 22.18) 
 
We agree with the proposal that the present requirement under section 141(5) of the Companies 
Ordinance (“CO”) on directors and officers of the company to provide such information and 
explanations as the auditors think necessary and the corresponding criminal sanctions should be 
extended to bring employees of the company within its scope.  
 
Nevertheless, we have concern about the proposal to introduce a wider duty on (a) directors as well as 
(b) directors or auditors of a subsidiary undertaking of a company to volunteer information to the 
auditors of the company [holding company] where the normal standards of directors’ or auditors’ care 
and skill would require them to recognise that such information is needed; and that criminal sanctions 
should be applied to breaches of this wider duty only where the director or auditor knows that the 
information concerned is material to the audit [of the holding company].  
 
Auditors of a subsidiary undertaking 
 
We do not support the proposal to impose a duty on the auditors of a subsidiary undertaking to 
volunteer information to the auditors of the holding company for the following reasons:   

 
(i)  The rationale and justification for such a proposal for Hong Kong have not been fully 

discussed in the Phase II Corporate Governance Review consultation paper other than the 
understanding that there is a similar proposal in the United Kingdom (“UK”). 

 
(ii)  The proposal has been drafted in such a way that it contains elements of uncertainty and 

ambiguity which may cause practical difficulties for the auditors of a subsidiary undertaking 
to comply.  It is unclear as to the intended threshold of the criteria of “where the normal 
standards of auditors’ care and skill require them to recognise that such information is 
needed” and “information material to the audit [of the holding company]”. 

 
(iii)  In performing an audit of the subsidiary undertaking, the auditors would consider materiality 

at the subsidiary undertaking level, and not the holding company or the group level. Such 
materiality level may not be appropriate for the audit of the holding company or group 
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accounts and therefore it would be impossible for the auditors of a subsidiary undertaking to 
determine what is considered material to the audit of the holding company or the group. 

 
(iv)  In a large group of companies with different levels of holding companies, an auditor of a 

subsidiary undertaking may in practice have difficulty in establishing all the holding 
companies and their auditors. 

 
(v) The proposal shifts the onus of disclosure from the current reactive obligation on auditors of a 

subsidiary undertaking to respond to auditors of the holding company enquiries to a pro-
active one to volunteer information. This may result in an extension of the scope of the audit 
carried out by auditors of the subsidiary undertaking with cost implications.  We suggest that 
the proposal should be subject to a further “cost and benefit” analysis.  

 
(vi)   We consider that the auditors of the holding company at present already have an effective 

channel to receive material information on a subsidiary undertaking through any 
qualifications/modifications in the audit report of the subsidiary undertaking; and the extant 
HKSA Statement of Auditing Standards (SAS) 510 “Principal Auditors and Other Auditors” 
already requires co-operation between auditors.   

 
  Paragraph 19 of SAS 510 already sets out the basic principles and essential procedures such 

that the subsidiary auditors, knowing the context in which the principal auditors will use their 
work, should co-operate, subject to the necessary consent of the client, with the principal 
auditors.  In principle, the subsidiary auditors would therefore be prepared to co-operate with 
the principal auditors and make available such information as the principal auditors may 
require in order to discharge their duties as auditors of the financial statements audited by 
them.  In addition, paragraph 25 of SAS 510 provides guidance such that if in carrying out 
their audit procedures the subsidiary auditors identify matters which they consider likely to be 
relevant to the principal auditors’ work, they would normally consider the most appropria te 
means of bringing the matter to the attention of the principal auditors. This may be achieved 
through the subsidiary auditors’ direct communication with the principal auditors, providing 
consent is granted by the subsidiary’s management. 

 
In view of the above, we therefore consider that the current requirements are adequate and 
recommend that further research should be carried out before reaching a conclusion on the 
proposal to widen the duty of the auditors of a subsidiary undertaking.  We believe that it 
would be more appropriate, if considered necessary, to expand the guidance in the HKSA’s 
Professional Standards instead of introducing legislation to widen the duty of the auditors of a 
subsidiary undertaking.  

 
Directors of a company 
 
We support the concept to widen the duty of the directors of a company to volunteer information to 
the auditors of the company subject to clarification of certain ambiguities, such as the meaning of 
“where the normal standards of directors’ care and skill require them to recognise that such 
information is needed”.   In respect of the definition of “normal standards of care and skill”, 
clarification is required as to whether it would mean that a single standard would apply to all directors 
of the company, or a different standard for each individual director with reference to his/her education 
and training background, working experience, professional qualifications, etc.  If the latter, it would 
mean too much a pressure on the professionally trained directors as the normal standards of care and 
skill expected of them may be higher.      
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Directors of a subsidiary undertaking 
 

We question the rationale and justification of requiring directors of a subsidiary undertaking to 
volunteer information to the auditors of the holding company, given that such directors would also be 
facing the same problem as auditors of a subsidiary undertaking in determining the materiality level of 
the holding company or the group level in order to carry out a meaningful reporting.   
 
Rotation of Audit Partners  (paragraphs 22.34 – 22.35) 
 
We note that it is not clear in the Phase II Corporate Governance Review consultation paper as to 
whether the proposal with respect to rotation of audit partners is applicable to only listed entities or to 
all companies in general.   We are of the view that extending the requirement to require rotation of 
audit partners in the audit of private companies would be going too far, since there is no public 
interest involved and the issues of perception surrounding independence also centres on listed 
companies.   In addition, given the fact that the international references quoted in the consultation 
paper, i.e. the Sarbanes-Oxley Act (2002) and the IFAC (International Federation of Accountants) 
Code of Ethics for Professional Accountants are directed at the audit of listed companies, we would 
take it that the SCCLR’s proposal on rotation of audit partners is also intended to be applicable only 
to the audit of listed entities.    
 
With respect to the proposal itself, we have the following comments: 
 
(i)   We recognise that the use of the same lead engagement partner on an audit over a prolonged 

period may create a familiarity threat.  Under the IFAC Code of Ethics for Professional 
Accountants (paragraph 8.151), auditors of listed entities are required to apply the evaluation 
process and implement safeguards to reduce the threat to their independence to an acceptable 
level.  The suggested safeguards are: 

 
 • rotation of the lead engagement partner after a predefined period (no longer than 7 years); 
 
 • a partner rotating after a predefined period should not resume the lead engagement partner 

role until a further period of time has elapsed (not less than 2 years).  
 
(ii)  Although rotation of the lead engagement partner may, on the one hand, help to reduce any 

perceived threat to independence, there could, on the other hand, be adverse consequences.  
The efficiency and effectiveness of the audit may be affected, particularly in the case of 
complex corporations, where the acquisition of specialist knowledge may be beneficial in 
understanding and reporting on the business.  Under the circumstances, we would suggest that 
the current requirements under the IFAC Code of Ethics may be a more appropriate starting 
point for Hong Kong (i.e. a rotation period of no more than 7 years).  The situation could be 
subject to review in 2 - 3 years’ time to see if it is necessary to shorten the maximum period 
to 5 years or some other duration.   

 
(iii)  The proposed “time-out” period of five years is considered too long.  A shorter period is 

considered to be more appropriate given that a period of five years could prove challenging, 
not only for small and medium-sized firms, but also for larger firms in the case of audits of 
specialised industries.  Accordingly, we recommend that a “time-out” period of not less than 
two years, as recommended in the IFAC Code of Ethics for Professional Accountants, should 
be adopted. 

 
(iv) We support the SCCLR’s recommendation of a detailed review of the final rules of the 

Sarbanes-Oxley model with regard to other partners to determine their relevance and 
applicability in Hong Kong. 

 
Auditors’ Liability (paragraphs 22.44 - 22.52) 

 
Our views on the issue of auditors’ liability are contained in Annex B of this submission.      
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Part B – Comments on non-accounting/auditing issues  
 
CHAPTER 3 – DIRECTORS 
 
Section 7 – Directors’ Duties  
 
We would like to reiterate our view with respect to a similar proposal made in Phase I of the 
SCCLR’s Corporate Governance Review.   We believe that Hong Kong should aim to underline and 
entrench its position as one of the world’s centres of finance and commerce and, as such, it should be 
seen to be maintaining a high benchmark in terms of corporate governance standards.  We consider 
that this purpose would be better served by including in the CO a broad statement of general 
principles in relation to directors’ duties and standard of care and skill in the performance of their 
functions and exercise of their powers, rather than adopting non-statutory guidelines as proposed.   
 
We consider that a statutory enactment would serve the following purposes: 
 
Ø create more certainty as to the basic expectations in relation to directors’ duties;  
Ø give more weight to the principles; 
Ø remind directors of the existence of the legal requirement to exercise fiduciary duties and an 

appropriate standard of skill and care; 
Ø facilitate monitoring and enforcement by minority shareholders. 

 
We accept that it would not be possible for all directors’ duties to be encapsulated in the statute and 
that any codified statement of directors’ duties would not be exhaustive, nevertheless an express 
provision to this effect could be added in the CO.  Furthermore, it would seem to us that the statutory 
and non-statutory approaches need not be mutually exclusive, and that any statutory statement of the 
basic duties could be supplemented by a more extensive set of non-statutory principles.  
 
 
Section 8 – Voting by Directors in relation to Directors’ Self-dealing  
 
We support the proposed legislative amendments in relation to improving the general legal position 
on self-dealing by directors, as set out in paragraph 8.06 of the Phase II Corporate Governance 
Review consultation paper (“consultation paper”), which should be applicable to all listed and 
unlisted public companies in Hong Kong. 
 
 
Section 9 – Shareholders’ Approval for Connected Transactions of Significance involving 

Directors  
 
We support the proposed legislative amendments with respect to shareholders’ approval for 
significant transactions involving directors, as set out in paragraphs 9.09 – 9.11 of the consultation 
paper, which should apply to listed and unlisted public companies in Hong Kong. 
 
As regards the de minimus thresholds for connected transactions to be incorporated into law, we are 
of the view that these thresholds should be consistent with those in the Listing Rules in order to avoid 
confusion.  As regards the specifics, in our submission to the Stock Exchange’s Consultation Paper 
on Proposed Amendments to the Listing Rules relating to Corporate Governance Issues (January 
2002), we expressed reservations about the way in which the proposed “total assets” test and 
“turnover” test would work in practice.  We were of the view that the existing thresholds for 
notifiable transactions and connected party transactions should be retained. (See Appendix A.) 
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Section 10 - Transactions between Directors or Connected Parties with an Associated Company  
 
We agree with the extension of the Listing Rules requirements relating to connected party 
transactions to an associated company, as well as the proposed legislative amendments with respect 
to transactions between directors or connected parties with an associated company, as set out in 
paragraphs 10.22 of the consultation paper, which should apply to listed and unlisted public 
companies in Hong Kong. 
 
As regards the definition of “associated company”, in order to avoid confusion, we consider that 
there should be one definition in the context of both the Companies Ordinance and the accounting 
standard. 
 
In our submission on the proposals made in Phase I of the Corporate Governance Review, we drew 
attention to paragraph 2 of Statement of Standard Accounting Practice (SSAP) 10 “Accounting for 
investments in associates”, which defines an “associate” as an enterprise in which the investor has 
significant influence and which is neither a subsidiary or a joint venture of the investor.   “Significant 
influence” is the power to participate in the financial and operating policy decisions of the investee 
but is not control over those policies.    
 
Due to difference in the nature of “subsidiary” and “associate”, we consider that it is not appropriate 
to adopt the UK Companies Act definition of “subsidiary”, for the purpose of consolidating accounts, 
which uses the “dominant influence” test of control, and apply it to associates in the context of 
connected transactions.  The concept of “significant influence” used in SSAP 10 to define associate is 
considered to be more appropriate.  In addition, as SSAP 10 is in conformity with the relevant 
International Accounting Standard, the SSAP definition of “associate” is therefore already accepted 
internationally. 
  
 
Section 11 – The Roles and Functions of the Chairman and Chief Executive Officer  
 
We agree that it is sufficient to recommend separation of the roles and functions of the chairman and 
chief executive as a best practice.  We also agree that this is an issue relevant only to listed companies 
and, therefore, that it would be sufficient to introduce appropriate provisions in the Listing Rules and 
the Code of Best Practice.  
 
 
Section 12 - Board Procedures 
 
We note that a number of the proposals in relation to strengthening board procedures set out in this 
section are in line with recommendations made by the Society in our corporate governance 
publications.  We support the suggestion that the various proposals be incorporated into the Code of 
Best Practice of the Listing Rules and, in addition, consider that further guidance should be provided 
on the following matters:  
 

a. Access to the Company Secretary (paragraph 12.19)  
 

“The company secretary should work closely with the chairman in advising directors of their 
duties and responsibilities under applicable rules and regulations” 
 
Noting that there is also a recommendation for separation of the roles and functions of the 
chairman and CEO in section 11, paragraph 11.04, we think that it would be helpful to the 
implementation of the proposal if guidance were to be provided on the chairman’s role. 
 

b. Relationship of Board to Management (paragraphs 12.22 and 12.23) 
 

“There should be guidelines on the relationship between the company’s board of directors 
and the company’s management”  
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While the fundamental relationship between the board and management may be clear, in 
practice, it is sometimes difficult to clearly distinguish the roles of the two.  It would be 
helpful, therefore, if some sample/model guidelines could be provided for reference. 

 
 
Section 13 - Audit, Nomination and Remuneration Committees 
 
We support most of the proposals in relation to audit, nomination and remuneration committees set out 
in paragraph 13.46, except that we believe item (c), i.e. that “a retired partner of the firm auditing the 
company’s accounts should be prohibited absolutely from acting as the chairman or member of an 
audit committee”, to be overly restrictive.   
 
A retired partner of the relevant audit firm could be in a position to make a very positive contribution 
to the work of the company’s audit committee, provided his independence is not open to question.  In 
order to address the question of independence, we consider that a “sanitisation” period of say, 2 – 3 
years, will be sufficient in most cases.  So as to further strengthen the perception of independence, a 
further pre-condition could be added, requiring any retired partner sitting on the audit committee to 
have no financial interest in the audit firm. 
 
 
Section 14 - The Structure of the Board and the Role of Non-executive Directors  
 
We support the proposals with respect to the structure of the board and the role of non-executive 
directors, as set out in paragraphs 14.44 & 14.45 of the consultation paper. 
 
 
Section 15 - Directors’ Qualifications and Training 
 
Whilst we agree that it is not practical or desirable to make directors’ training and qualifications 
mandatory at this stage, we consider that it should be a medium-term goal to make directors more 
professional in their approach and that the situation should be reviewed in a few years’ time.  It is 
important, for example, that directors keep up with changes in company law.  
 
 
Section 16 - Directors’ Remuneration 
 
We support the proposal to require listed companies to disclose individual director’s remuneration 
packages by name in their annual financial statements, including full details of all elements.  We 
would also propose that such details should be further analysed into performance and non-
performance based.   
 
Although we do not see a great demand for extending the above proposal to private companies, we 
would have no strong objection to such an extension.  We would however suggest that the minimum 
threshold for shareholders to be able to direct disclosure should be raised from not less than 5% to 
not less than 10% of the nominal issued share capital of the company (paragraph 16.23(b) of the 
consultation paper). 
 
We consider that there should also be specific disclosures on key aspects of a company’s 
remuneration policy.  Otherwise, disclosure of individual director’s package would not be 
meaningful.  With regard to the key issues to be covered in a general policy statement on directors’ 
remuneration, we suggest that reference could be made to the UK Greenbury Report on “Directors’ 
Remuneration” published in July 1995.  The Greenbury recommendation of key issues to be covered 
in a general policy statement on directors’ remuneration have been set out in the HKSA guide on 
recommendations for enhanced transparency and accountability of directors’ remuneration, published 
in 1999 (extract at Appendix B). 
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We support the proposals with respect to the disclosure of directors’ share options (paragraph 16.23(d) 
of the consultation paper). 
 
If companies are required to disclose key aspects of their remuneration policy, then we would go 
along with the introduction in Hong Kong of requirements along the lines of the UK’s Directors’ 
Remuneration Regulations 2002 (paragraph 16.25 of the consultation paper).  However, if there is no 
requirement to disclose information about remuneration policy, then the question of shareholders’ 
approval of remuneration reports should be revisited at a later time.    
 
 
CHAPTER 4 - SHAREHOLDERS 
 
Section 17 - Self-dealing by Controlling Shareholders  
 
We support the proposal set out in paragraph 17.11 of the consultation paper to incorporate the 
following changes into the law: 
 
(i)  connected transactions must be disclosed and subject to a disinterested shareholders’ vote; 
 
(ii)  the definition of a “connected person” in relation to controlling shareholder; and 
 
(iii)  the rule should be subject to certain exceptions and other de minimis exceptions, along the 

lines of those adopted in respect of director-related transactions.  As regards the appropriate 
thresholds for the de minimis exceptions and the assets thresholds for a disinterested 
shareholders’ vote to be incorporated into law, we are of the view that these thresholds should 
be consistent with those in the Listing Rules in order to avoid confusion.  We suggest 
incorporating them in rules or subsidiary legislation, which would be easier to amend, rather 
than primary legislation.    

 
We also support the proposal that voting on connected transactions must take place on a poll 
(paragraph 17.13 of the consultation paper). 
 
Although the Listing Rules have not set out the criteria for the Stock Exchange to grant a waiver to 
connected party transaction requirements, we note that the Stock Exchange would usually exercise its 
discretion to grant such a waiver for expediency or for a series of continuous transactions.  We 
consider that the waiver is a useful tool.  If the other requirements relating to connected party 
transactions are incorporated in the CO but the waiver is omitted, this would appear to have the effect 
that the Stock Exchange would not be able to exercise a discretion in the case of Hong Kong-
incorporated listed companies, which would be anomalous.  This highlights one of the problems of 
trying to incorporate specific aspects of the Listing Rules into law.  The Listing Rules are able to 
provide for a degree of flexibility that it is difficult, and probably not desirable, to replicate in the law.  
This is one reason for our holding the view, stated in the covering letter and elsewhere in this 
submission, that it would be preferable in principle to give some form of statutory backing to the 
Listing Rules rather than seeking to incorporate particular elements of the Rules into the CO.    
 
Notwithstanding the above views, we consider that the criteria for granting a waiver, whether the 
waiver is to be introduced into the law or to be remained part of the Listing Rules, should be more 
clearly spelt out.   
 
To digress briefly from the issues raised in the consultation paper, we are of the view that one of the 
fundamental problems with the existing system of corporate governance checks and balances is that 
independent non-executive directors (INEDs) are beholden to controlling shareholders for their 
position on the board.  This makes it inherently more difficult for them to be completely disinterested 
in relation, for example, to connected transactions.  We would suggest therefore that the position of 
INEDs, including measures that could be taken, through the law or otherwise, to further support and 
protect their function, as well as related issues, such as their remuneration, should also be examined.   
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Section 18 - Substantial Transactions 
 
It is noted that in certain other jurisdictions, requirements to obtain prior shareholders’ approval or to 
disclose before certain (non-connected) transactions are permitted apply to e.g. undertakings, 
property or assets generally, rather than being restricted to fixed assets as in the CO; and that the 
specification of the quantitative thresholds in most jurisdictions are found in listing rules.  It is also 
noted that the term “fixed asset” is not defined in section 155A of the CO.   
 
We consider that the Listing Rules’ requirements in relation to “major transactions”, i.e. any 
acquisition/realisation of assets (not limited to fixed assets) by a listed issuer or any of its subsidiaries, 
the value of which is in excess of the specified quantitative thresholds, are relatively onerous and 
should not be incorporated into law by bringing section 155A into line with it; similarly to e.g. UK 
and Australia, it is sufficient for listed companies to be bound by relevant requirements under the 
Listing Rules. 
 
Section 155A may be seen as a basic minimum requirement and, therefore, it would be reasonable to 
transfer this provision, modified as may be necessary (e.g. to remove any obvious anomalies) from 
the main body of the CO into Table A in the First Schedule of the CO, to become applicable to all 
local companies unless specifically excluded.   
 
 
Section 19 - Variation of Class Rights  
 
We would agree with the SCCLR’s proposal not to recommend legislative changes in this area of the 
law.   
 
 
Section 20 - The Suitability of Judicial Control, Multiplicity of Provisions and Class Votes 
 
(a) On class composition (paragraphs 20.08 - 20.17, paragraph 20.36(a)) - 
  

We consider that the question concerning minority rights is complex and that a balance has to 
be struck between the ability of minority shareholders to exercise their rights and the ability 
of directors to conduct the business free from undue interference from minority shareholders.  
Minority shareholders should only be able to exercise their rights where e.g. the affairs of the 
company are conducted in a manner unfairly prejudicial to the interests of shareholders 
generally or some part thereof. 

 
We consider that it is not necessary for the definition of class to be defined so as to allow 
minority shareholders to have a greater say in a proposed scheme of arrangement, for 
instance, by having separate class meetings for minority shareholders on the basis of their 
interest rather than legal rights.  In any case, the court could order a separate meeting if it 
considered that the interests of minority shareholders were so dissimilar to those of the 
controlling shareholder. 

 
(b) On the multiplicity of provisions (paragraphs 20.18 - 20.34, paragraph 20.36(b)) -  
 

We note that there are areas of possible overlap between section 166 of the CO, which 
provides for schemes of arrangement; section 58, which provides for a statutory scheme for 
companies to reduce share capital with court and shareholder approval; and section 168, 
which allows a company that has acceptance amounting to 90% in value of the shares for 
which an offer is received, to compulsorily acquire the shares of dissenting minorities in an 
amalgamation or a merger.  Nevertheless, we consider that these provisions serve different 
purposes and that the flexibility currently available under the provisions should be preserved 
as far as possible.   
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(c)  On the suitability of judicial control (paragraphs 20.35 & 20.36(c)) - 
 

We consider that judicial control, which is based on the common law system of precedents, 
generally provides a reasonable degree of certainty and predictability.  Alternatives by way of 
e.g. administrative control by regulators would not necessarily offer more certainty, and 
arbitration would not necessarily reduce costs.  Whilst the judicial system would be improved 
by e.g. simplifying the procedures and reducing the costs involved, there is no substitute for 
judicial control in terms of the impartiality and independence that it offers and is perceived to 
offer. 
 
 

Section 21 - Company General Meetings 
 
Our comments on the proposals in relation to company general meetings are as follows: 
 
Contents of Notice (paragraphs 21.28 - 21.33) 
 
We note that at common law, the information contained in or with the notice must be sufficient to 
allow a member to determine whether or not to attend the meeting.  If the material facts are not 
disclosed in the notice calling the meeting, any resolution passed will be invalidated at the instance 
of a member who did not attend.   
 
We have no objection to the basic principle of requiring minimum information to be given in the 
meeting notices regarding the proposed resolutions, provided the information required to be given is 
reasonable, such as the examples given in paragraph 21.28, i.e. the text of the resolution, a brief 
explanation of the reasons behind any proposed resolution, including relevant biographical details of a 
director proposed for (re-)election, material interests of directors or major shareholders, etc.  
 
Agenda of Annual General Meeting (AGM) (paragraphs 21.34 - 21.38) 
 
We consider that relevant part of section 141(2) of the CO, which requires the auditor’s report to be 
read before the company in general meeting, should be retained unless the members present dispense 
with that requirement.  Not only is the requirement to read out the auditor’s report at the meeting 
useful in ensuring that the auditors attend general meetings, but it also helps to focus 
shareholders/investors’ attention on the report, which is especially important in the case of qualified 
reports. 
 
It is noted that at present, Regulation 54 of Table A indicates certain general business of an AGM 
(paragraph 21.35 of the consultation paper).  We consider that it is sufficient to include relevant 
provisions in Table A and that this practice should continue. 
 
Members’ Resolution (paragraphs 21.39 – 21.48)  
 
We agree with the SCCLR that shareholders’ resolutions and related information should be circulated 
at the expense of the company if they meet certain criteria, e.g. timing, length, minimum threshold 
requirements.  We do not support the concept of deposit system as an alternative approach to dealing 
with members’ resolutions, as it appears to be over-complex. 

 
As regards the right of shareholders to nominate directors for election at general meetings, we 
consider that there should not be any limit on the number of such nominations, and that criteria for 
nomination should be set out in order to prevent abuses, e.g. a shareholder might bombard the 
meeting with nominations in order to obstruct the proceedings.  As regards the percentage of 
shareholding requirement for such nominations, we consider that it would need to be sufficiently low 
to encourage genuine nominations, and high enough to prevent abuse.  
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Voting on a Show of Hands (paragraphs 21.60 - 21.64) 
 
We consider that voting on connected party transactions and contentious issues should be conducted 
by a poll, whereas uncontroversial resolutions or non-contentious matters could be dealt with more 
expeditiously by show of hands.  Rather than to rule out voting by a show of hands, a better approach 
may be to consider lowering the existing criteria (e.g. the threshold requirement) for shareholders to 
demand a poll and also to issue guidance to the chairman as to situations in which a poll should 
normally be conducted.  
 
Absentee and Electronic Voting (paragraphs 21.65 - 21.72) 
 
We support, in principle, absentee voting and electronic voting.  Nevertheless, there would need to be 
an effective monitoring and verification process to ensure security and authenticity in relation to such 
votes. 
 
One proxy for each shareholding (paragraphs 21.73 - 21.79) 
 
We support, in principle, the idea of multiple proxies on the basis that owners should be enfranchised, 
provided that there is some mechanism in place to prevent abuse. 
 
Proxies to vote on a show of hands (paragraphs 21.80 - 21.83) 
 
We agree with permitting proxies to vote on a show of hands. 
 
Proxy Solicitation (paragraphs 21.84 - 21.87) 
 
We consider that proxy solicitation should be regulated to deter abuse. 
 
Delivery of Proxy by Electronic Means (paragraphs 21.88 - 21.94) 
 
We support, in principle, the inclusion of specific provision for the delivery of proxies by electronic 
means.  Nevertheless, as with electronic voting, there would need to be a strong monitoring process to 
address the security and authenticity concerns. 
 
A Proxy to Vote on Poll according to their Terms (paragraphs 21.95 - 21.98) 
 
Our initial view is that, in principle, we would support the introduction of such a requirement.  
However, it appears that not much information is available about the background to this suggestion 
and therefore some further consideration may need to be given to, for example, possible exceptional 
circumstances. 
 
Disclosure of Proxy Voting Information (paragraphs 21.99 - 21.103) 
 
Purely from the perspective of greater transparency, the chairman of the meeting should disclose to 
the meeting before the voting, the number of proxies held by the company and the voting instructions 
(if any) thereunder.  On the other hand, there is a risk that prior disclosure of such information may 
influence the vote.  As such, we would suggest making prior disclosure a best practice in normal 
circumstances rather than a mandatory requirement.  
 
Inspection of Proxy Document (paragraphs 21.104 - 21.107) 
 
We support the proposal that shareholders should be able to inspect votes, but the inspection should 
be made after the meeting so as not to disrupt the proceedings. 
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CHAPTER 6 - CORPORATE REGULATION 
 
Statutory backing for the Listing Rules 
 
It is noted that many of the SCCLR’s proposals in the Phase II Corporate Governance Review 
consultation paper appear to be aimed at aligning the CO with the Listing Rules.  For various reasons, 
referred to in the covering letter to this submission, we consider that, in principle, a better approach 
would be to give statutory backing to, and strengthen enforcement of, the Listing Rules, rather than 
to try to align various requirements in the CO with the Listing Rules on a more ad hoc basis.    
 
Generally, we are not in favour of expanding the category of provision in the CO that are applicable 
to only certain types of companies, this will make it more complex when one of the main aims of the 
1997 consultancy was to simplify the legislation.  As far as possible, the CO should be used to 
establish minimum requirements applicable to all companies.   
 
Secondly, as the Listing Rules are more amenable to change, notwithstanding the need for proper 
consultation, it is more efficient to respond to changes in market situation both locally and 
internationally through the Listing Rules.  If requirements based on the Listing Rules are 
incorporated in the CO, either the legislation could quickly become out of step again, particularly 
where thresholds, asset tests, etc. are concerned, or necessary changes to the Rules may need to be 
delayed pending the introduction of related legislative changes.  Furthermore the fundamental 
differences in the nature of the approval processes for the Rules and the legislation mean that, in 
practice, it may not always be possible to keep the two in alignment in future. 
 
Thirdly, we are also not clear as to how an expanded set of provisions in the CO on corporate 
governance issues, applicable primarily to listed and public companies, would be enforced – whether, 
for example, there would be more than one regulatory and overlapping responsibilities. 
 
Under the circumstances, giving some form of statutory backing and strengthening of the 
enforcement of the Listing Rules is considered to be a more appropriate approach.   We appreciate, 
however, that even this approach will not be without its difficulties and will require careful thought 
to be given to the mechanics and the detailed implementation of such an arrangement, including the 
possible application of similar requirements to unlisted public companies in some cases.    
 
The regulation of unlisted companies 
 
We have no strong view on the question of whether the regulation of unlisted companies should be 
improved at the present time.  To a large extent this is a question of public perception and whether 
there is a public demand for a more proactive enforcement, or at least a stronger capacity to respond 
to complaints.  It is noted that in relation to specific areas of the law, in particular filing defaults, the 
Companies Registry is already adopting a more rigorous approach.  Given the need to find a source of 
funding to strengthen the enforcement capability and the lack of clear-cut evidence of major problems 
in this area, it might be better to review this subject one or two years down the road.  For the present 
time, we believe that, as long as there are adequate legislative provisions to protect the interest of 
minority shareholders, enabling them to raise concerns and, where necessary, take legal action and 
seek remedies, this is sufficient.  
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ANNEX B 
                                                                                                                           
 
Comments on issues of professional liability in response to paragraph 22.52 of the 
SCCLR's Consultation Paper in Phase II of its Corporate Governance Review 
 
 
This paper supplements the submission made on behalf of the Hong Kong Society of Accountants 
("HKSA") dated 16 April 2002 entitled “Proposal for an equitable system of liability”.  That 
submission recommended amendments to the existing system of joint and several liability in Hong 
Kong by the introduction of a modified system of proportionate liability in certain cases. The 
submission was sent in the first instance to the Financial Services Branch of the Government of the 
Hong Kong SAR ("FSB").  In May 2003, the HKSA was informed by the FSB that the Standing 
Committee on Company Law Reform ("SCCLR") had agreed to study the issue of auditor’s liabilities.  
 
In June 2003, the SCCLR issued a consultation paper on proposals made in phase II of the review 
entitled "Corporate Governance Review".  At paragraphs 22.44 to 22.52, the SCCLR considered a 
number of issues arising under the heading "Auditor’s Liabilities".  The SCCLR was unable to reach a 
conclusion on this issue and invited comments on the overall issue of auditor’s liability with particular 
reference to the desirability or otherwise of proportionate liability and proposals made by the 
Company Law Reform Steering Group ("CLRSG") in the United Kingdom.  This paper is submitted 
in response to the SCCLR's invitation.  
 
Introduction 
 
It is important to bear in mind that the HKSA's original submission was not intended to be limited to 
the position of auditors, let alone accountants.  The HKSA believes that the issue is of much wider 
importance to professionals generally.  For the reasons set out in the original submission, the HKSA 
believes that the current system of joint and several liability can give rise to considerable unfairness 
particularly where plaintiffs in claims for economic loss arising from negligent misrepresentation 
target defendants with “deep pockets” rather than those primarily to blame for the loss suffered.  
Whilst the HKSA welcomes consideration of the issue of auditor’s liability in its widest sense by the 
SCCLR, it maintains that a broader debate is still necessary in relation to the fundamental fairness of 
joint and several liability particularly in respect of actions in tort to recover economic loss based on 
negligent misrepresentation. 
 
This paper will start with an update on the various issues raised in the HKSA's original submission by 
reference to recent important developments around the world particularly in relation to auditor’s 
liabilities although the issues impact all professionals, especially those known to carry professional 
indemnity insurance.  It will then address the arguments raised in paragraph 22.50 of the SCCLR's 
paper against the question of both proportionate liability and the ability of an auditor to cap its 
liability in respect of claims.  The paper will then set out the HKSA's arguments in support of repeal 
of section 165 of the Companies Ordinance in as far as it prohibits an auditor from limiting liability in 
respect of audit work.  Finally the paper will summarize the HKSA's views as to why it remains 
appropriate to amend the current system of joint and several liability.  
 
Recent developments 
 
Perhaps the most startling development since the HKSA's submission was originally sent to the FSB 
has been the collapse worldwide of the firm of Arthur Andersen & Co ("AA") largely as the result of 
its ill-fated involvement with Enron.  AA was previously one of the so-called "Big 5" global 
accounting firms.  Whilst it is not appropriate for the HKSA to comment on the reasons for the demise 
of AA, the fact that a leading global brand disappeared from the worldwide business community so 
swiftly is a clear indication of the risks which all professionals face. 
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The SCCLR paper refers in paragraph 22.02 to the recent Scottish decision in the case of Royal Bank 
of Scotland v Bannerman Johnstone Maclay and others.  Although the case was decided on assumed 
facts on an application by the defendant auditor to strike out the claims for failing to disclose a 
reasonable cause of action, the impact of the decision is that an auditor might owe duties of care to 
third parties if it knew, or ought to have known, that they would rely on the audited accounts and the 
auditor did not disclaim liability to such third party.  In that case it was held that a duty might be owed 
even though no allegation had been made that there had been direct contact between the auditor and 
the plaintiff bank.  The suggestion by the court that the auditor could have disclaimed liability in such 
circumstances may therefore have been impractical. 
 
As the SCCLR paper comments, the potential exposure of an auditor is now very great.  It is precisely 
this type of unexpected decision which causes the greatest concern to all professionals.  Whilst it is at 
least possible to adopt appropriate risk management techniques to reduce or avoid potential liability as 
far as possible, that process is thrown into disarray when decisions are made which effectively extend 
the duties of care owed to a completely new category of persons.  
 
Another good example of the potential exposure faced by auditors is the recent English Court of 
Appeal decision in the case of Equitable Life Assurance Society v Ernst & Young.  In that case, 
Equitable claimed damages of some £2.6 billion from E&Y for negligence in their conduct of the 
audit of its statutory accounts for the financial years ended 31 December 1997, 1998 and 1999.  The 
judge at first instance had struck out the majority of Equitable's claims on a summary judgment 
application on the basis that they had no reasonable prospect of success particularly in respect of the 
losses claimed.  The Court of Appeal substantially allowed Equitable's appeals.  Whilst it expressed 
sympathy for E&Y’s complaint that the sheer size of Equitable's claims represented an unwarranted 
burden for a litigant to have to bear in the circumstances, it did not see that it could reach a decision 
on the material available that particular heads of claim could not succeed for more than a given 
amount.  The Court indicated that there might be other procedural opportunities for E&Y to capitalize 
on their scepticism about the size of Equitable's claims but it was not appropriate to adopt the course 
which the judge at first instance took.   
 
It appears that the Court of Appeal was reluctant to decide on a summary basis claims involving 
developing areas of the law (which effectively includes most significant professional indemnity 
claims) nor did it consider it appropriate to decide summarily a case where there were some disputes 
of fact without giving the parties an opportunity to test the evidence on cross-examination.  
Accordingly, it appears that E&Y will be put to the considerable cost and uncertainty of having to 
defend a very significant litigation.  This again epitomises the significant difficulties which 
professionals face in defending claims, particularly where the basis or amount of the claim is 
potentially dubious. 
 
The HKSA, however, has noted the judgment of Mr. Justice Evans-Lombe in the first part of the 
litigation commenced by Barings against their former auditors.  The judgment primarily related to the 
claim of Baring Futures (Singapore) Limited ("BFSL") against Deloitte & Touche (Singapore) 
("D&T") for failing to detect the losses arising from Nick Leeson’s trading.  The claim against D&T 
was for some £150 million.  Whilst the judge found that D&T had been negligent, he made a number 
of findings going to reduce their liability to the Plaintiff.   
 
The Barings decision appears to stand on its own facts predominantly as a result of the very high 
levels of fault by Barings management and staff found by the trial judge and attributed to BFSL.  The 
trial judge applied the significant findings of fault to hold that any damages should be significantly 
reduced by reason of BFSL’s contributory negligence and to say that D&T should bear no liability for 
all losses incurred after a certain date when head office management inexplicably started to fund 
trades entered into by Nick Leeson without seeking an explanation of what the money was for.  
 
In assessing contributory negligence, the trial judge held that there were a number of distinct periods 
between the date on which D&T’s liability commenced and the date on which management’s failings 
were so serious that they eclipsed the causative effect of any breach of duty on the part of D&T so as 
to become the effective cause of the losses suffered thereafter.  For the first period, the judge held that 
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management’s failings should reduce any damages by 50%.  For the second period, the reduction was 
60% and for the third period it was 80%.  The judge went on to apply reductions in respect of the final 
period in case he was wrong in finding that management’s failings had from that date become the 
effective cause of the losses suffered.  For this final period, the judge applied reductions of 90% and 
95%. 
 
The judge also considered the power of the court to grant relief pursuant to the Singapore equivalent 
of section 358 of the Companies Ordinance.  That provision allows a court hearing an action for 
negligence, default, breach of duty or breach of trust against a company’s auditor or officer to grant 
relief either wholly or partly from liability where it appears that the defendant acted honestly and 
reasonably and that he should fairly be excused for the negligence, default, breach of duty or breach 
of trust having regard to all the circumstances of the case.  The judge found that an auditor, even 
though negligent, may have acted reasonably for the purposes of the relevant statutory provision 
provided it acted in good faith and the negligence was technical or minor in character.  D&T only 
invoked the section in relation to two issues on the quantification of damage.  The judge found that if 
the other arguments in relation to those particular items of damage were not sufficient to relieve D&T 
of liability for them, they should be relieved under the statutory provision.  The judge’s approach may 
suggest that the courts could use the statutory provision to try to soften the effect of the rules on 
causation and loss having regard to the overall economic outcome for the interested parties.  This 
development could be significant given the frequent disproportion between the damages that may 
flow from an error and the size of the fee in respect of the work concerned. 
 
The most significant recent developments are perhaps to be found in Australia where there has been 
serious market failure in the professional indemnity insurance market leading to a significant risk that 
services will be carried out by uninsured persons such that there will be no one to sue for damages in 
the event of negligence causing economic loss.  The crisis has arisen as a result of a significant 
contraction in the number of insurers offering professiona l indemnity insurance, vast premium 
increases and significant reductions in the extent of cover provided as a result of additional policy 
exclusions and increases in applicable conditions and self-insured retentions.  The difficulties in 
obtaining insurance, at least at affordable levels, are said to result in consumers being denied access to 
appropriate professional services, losing the ability to obtain compensation where appropriate and 
perhaps being unaware that services might be provided by professiona ls who are not accredited or 
insured and not subject to professional standards.  On 6 August 2003 one of a series of joint 
ministerial meetings was held to discuss the issues arising from the crisis and consider ways in which 
it might be resolved.  At that meeting, Commonwealth, State and Territory ministers endorsed a 
national scheme for Professional Standards Legislation ("PSL") for economic loss in conjunction with 
a commitment to implement proportionate liability across Australia. 
 
PSL is intended to protect consumers by making it mandatory for professionals to carry professional 
indemnity insurance and to partake in risk management schemes but permitting safety ceilings or caps 
on claims.  The representative association of a group or profession will prepare and submit a scheme 
for the scrutiny and approval of the Professional Standards Council ("PSC").  The scheme must 
include a range of risk management and other obligations on the members of the group or profession 
in exchange for a cap on the civil liability of those members which is set out in the scheme.  Once 
approved by the PSC, the scheme is submitted to the relevant minister for final approval.  Once final 
approval is granted, it will apply to all members of the group or profession represented by the 
association with only limited exceptions.  The cap on liability will be set high enough to cover all 
consumer claims and most corporate claims for economic loss but should eliminate the risk of 
catastrophic claims.  The intention is that once nationally consistent legislation is in place for PSL, 
professional indemnity insurance will become more widely available at affordable prices again. 
 
The ministers also endorsed a national model for proportionate liability so that the courts, in 
considering the liability of a defendant, will also have regard to the responsibility of any potential 
defendant not a party to the proceedings.  The model will require defendants to notify a plaintiff in 
writing of the identity and alleged role of any other potential defendants of whom they are aware.  
Defendants who fail to comply with this provision will be at risk of being ordered to pay costs.  
Proportionate liability has already been introduced in certain states within Australia such as New 
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South Wales and Victoria and the impetus now appears to be on achieving consistency across 
Australia.  The important thing to recognize is that both of the major elements of the proposal are 
being pursued together rather than separately or as alternatives. 
 
The Australian Government published on 8 October 2003 the CLERP (Audit Reform and Corporate 
Disclosure) Bill 2003 <http://www.treasury.gov.au/contentitem.asp?pageId=&ContentID=700> 
which will amend the relevant legislation to ensure that proportionate liability applies to damages for 
economic loss for misleading or deceptive conduct. 
 
The conclusion to be drawn from these recent developments is that all professionals, including 
auditors, remain exposed to significant potential liability which is all too often exacerbated by the 
effect of the principle of joint and several liability.  Whilst the decision in the Barings litigation 
suggests the position may not be as bad as some suggest, it remains a decision at first instance decided 
on its own particular facts.  It is not known whether the decision will be subject to appeal.  The fact 
specific nature of the decision can be tested against the fact that previously it had generally been 
accepted that the maximum reduction that might be ordered in respect of contributory negligence 
would be of the order of 30%.  Further the relief granted under the Singapore equivalent of section 
358 of the Companies Ordinance has generally been believed to be of no application since it was 
considered very difficult for a court to find an auditor’s actions to be reasonable if the court had 
already held that he was negligent or otherwise in breach of duty and therefore had not exercised 
reasonable skill and care.   
 
The HKSA welcomes the initiatives taken by the Australian government to address the problem by 
the introduction of PSL which involves caps on liability together with, rather than as an alternative to, 
a system of proportionate liability.  Whilst the catalyst for the changes in Australia is unfortunate, the 
fact that they have become necessary shows that complacency should be avoided and brave action 
should be taken sooner rather than later. 
 
HKSA’s comments on the arguments against proportionate liability and capping 
 
Set out below are the HKSA’s comments on the different arguments identified in paragraph 22.50 of 
the SCCLR paper. 
 
1. The first argument identified is that it would be difficult to limit a defendant’s liability to 

a particular percentage of the damages without having all involved persons before the 
court.  This argument is premised on the basis that each tortfeasor will be liable for the 
whole loss suffered.   It is this premise which the HKSA believes should be challenged.  Whilst 
the HKSA accepts that this is the law as it stands, its primary contention is that the effect of this 
law, particularly in claims for economic loss, is unfair and inequitable.  This is particularly the 
case where the “deep pocket” defendant is only peripherally responsible for the loss claimed.  In 
any event, courts frequently find themselves in situations where findings of fact have to be 
made or inferences have to be drawn on the basis of incomplete information.  Where for 
instance a claim is brought against a defendant auditor by a company in liquidation, invariably a 
number of relevant witnesses will not be called by the liquidators whether as a result of their 
own choice or as a result of circumstance.  The HKSA contends that the situation would be little 
different were the court to be called upon to decide on proportionate liability in the absence of 
other potentially responsible parties.  In any event, the difficulty could be reduced by 
introduction of a requirement on the defendant to notify a plaintiff in writing the identity and 
alleged role of any other potential defendants of whom they are aware at an early stage of 
proceedings or even before proceedings are commenced.   

 
2. The second argument raised is that an auditor should be able to limit its liability either 

contractually or by incorporation as a limited liability company.  The HKSA certainly 
welcomes the recommendations of the CLRSG to the effect that the UK equivalent of section 
165 of the Companies Ordinance should be amended to enable an auditor to limit its liability 
contractually with the company and in tort with third parties.  To date, no amendment to the UK 
company legislation has been enacted and, unless and until section 165 were to be amended, 
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this argument should be given little weight.  In any event, the HKSA believes that the ability to 
cap liability should go hand in hand with proportionate liability as has been proposed in 
Australia. 

 
An audit firm is already allowed to incorporate as a limited liability company in Hong Kong.  
To date, not many practices have taken up this opportunity.  In any event, the HKSA does not 
believe that the ability to incorporate has any bearing on the issue of joint and several liability 
and the significant potential exposures arising therefrom. The size and number of claims made 
will not be affected by the way in which audit firms choose to structure themselves. 

 
3. The third argument raised is that the directors would be responsible for the balance of the 

damages awarded in respect of such liability if an auditor were able to limit its contractual 
liability.  This argument is not fully understood.  The reality is that the day-to-day management 
of a company’s affairs is the responsibility of its directors and officers.  A number of the 
recommendations in the SCCLR paper quite appropriately address the duties that directors owe 
in the exercise of their functions and how such directors should be educated as to their 
responsibilities. The directors and officers know far more about the company and its affairs 
given their role in management than can be expected of an auditor whose function is to report 
the financial position as at a certain date. It seems entirely appropriate that the directors and 
officers should be liable for losses which the company might have suffered as a result of their 
negligently made management decisions. The HKSA believes that the apportionment of liability 
through the system of proportionate liability is fair and equitable in this respect. Further, 
management can purchase directors’ and officers’ liability insurance in order to protect 
themselves against any increased risk of liability. 

 
4. The fourth argument is that the ability to limit liability for negligence should apply to all 

professions, including directors.  The argument goes on that an auditor should not be 
given favourable treatment.  The HKSA entirely agrees with this point which is why it has 
been pressing for a wider review of the system of joint and several liability.  That said, the 
HKSA submits that an auditor is in fact in a different position, given its regulatory role, which 
is not akin to the roles of other professionals.  This has been recognized in paragraph 22.51.  
Consideration of the position of an auditor alone, however, is potentially misleading and may 
give rise to potentially irrelevant arguments and other considerations.  As mentioned in the 
introduction to this paper, the main focus of the HKSA’s submission  is the review of the 
appropriate system of liability for the benefit of all professionals.  The Australian government 
response has been to address the issue in a far broader context by application to all professions 
and other groups.  The HKSA urges the HKSAR government to follow suit.  

 
5. The fifth argument is that proportionate liability is not the same as contributory 

negligence since in the former case the court may be required to rule in the absence of 
some relevant party whereas in the latter case the court has the benefit of hearing the 
arguments of the opposing parties.  The HKSA recognizes that a court will hear evidence 
from the plaintiff before deciding whether it has been contributorily negligent and, if so, to what 
extent.  A court, however, is frequently required to reach decisions at a trial without having 
access to all potential witnesses and all the best evidence.  This is the reality of all litigation, 
especially particularly significant and complex litigation.  If it were not the case, the litigation 
process would in all probability become unworkable in practice.  It is the HKSA’s view 
therefore that this concern is far greater in theory than it would be in practice especially if a 
defendant were required as part of its defence to identify the alleged role of any other potential 
defendants of whom it is aware. 

 
6. The last argument raised is that it may not be  a practical or realistic proposition for a 

plaintiff to pursue all other parties under a proportionate liability scheme.  The example is 
given of a company which has gone into liquidation.  The HKSA recognizes that this may 
present a practical problem for a plaintiff in certain circumstances but it is no different to the 
situation where a plaintiff suffers loss as a result of breach of duty by a single defendant which 
is insolvent by the time that litigation is commenced.  When a plaintiff is harmed by joint 
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tortfeasors, however, he receives an advantage, the logic of which is difficult to justify at least 
in the context of the type of claims which form the focus of this paper.  The justification for 
imposing an inequitable financial burden on a defendant whose contribution to the loss suffered 
may have been relatively slight is unclear and in the HKSA’s view not made out.  In cases of 
economic loss, which often involve commercial entities used to taking risks, there does not 
appear to be a justification for relieving the plaintiff of a financial burden at the expense of a 
defendant.  The equitable solution is for the contribution of each of the parties to be assessed 
according to their relative blameworthiness.  This may mean that a plaintiff does not recover in 
full in certain circumstances but at least it will be able to make some recovery.  At least the 
solvent defendant will not have had to bear an unfair share of the total loss suffered. 

 
Section 165 of the Companies Ordinance  
 
The HKSA would welcome the repeal of section 165 of the Companies Ordinance to the extent that it 
prohibits an auditor from limiting his liability in respect of audit work.  The recommendations of the 
CLRSG in this respect are particularly helpful.  The position of the company and its shareholders will 
not be prejudiced as a result provided that it is a condition that the limit on liability should be 
approved by the company at the AGM. 
 
The HKSA believes that the position in respect of third parties is more difficult.  As there is no privity 
of contract between an auditor and third party, the effectiveness of any cap on liability as far as claims 
by third parties are concerned must remain open to doubt.   
 
The decision in Bannerman highlights a problem.  In that case there was no direct contact between the 
auditor and the plaintiff bank but the court still found it arguable that the auditor might owe the bank a 
duty of care.  The HKSA has issued a Professional Risk Management Bulletin providing guidance to 
auditors on appropriate action which they may wish to take to help protect themselves against 
exposure to third party claims to assist them in managing the risk of inadvertently assuming a duty of 
care to third parties in relation to their audit reports.  The Institute of Chartered Accountants in 
England & Wales ("ICAEW") has also issued a Technical Release following the Bannerman decision 
with guidance on the same subject.  The effectiveness of what has been recommended by the HKSA 
and the ICAEW, however, has not yet been tested by the courts.    
 
The repeal of the relevant part of section 165 of the Companies Ordinance will therefore be beneficial 
but in the HKSA’s view cannot be the total answer by reason of the continuing uncertainties for an 
auditor’s liability that exist particularly in respect of claims by third parties.   
 
The case for proportionate liability 
 
The HKSA is encouraged by the consultation process being undertaken by the SCCLR but suggests 
that the breadth of the issues on which comments have been invited is too narrow.  The HKSA firmly 
believes that there is a danger in seeking to review issues on a piecemeal basis in a restricted context 
since this can give rise to further unfairness and inequalities between different groups or professions.  
This is borne out by the arguments against capping liability and proportionate liability set out in 
paragraph 22.50 of the SCCLR paper.  The HKSA maintains that the case has been made out that the 
system of joint and several liability operates unfairly, particularly in the professional indemnity arena, 
and that a case has been made out for the introduction of a system of proportionate liability.  The real 
issue is where the boundaries of such a system should lie.   
 
The HKSA is encouraged to note the wide-ranging reforms proposed by the Australian government in 
order to address the professional indemnity crisis there.  The proposals extend to all professionals and 
have been taken in the name of consumer protection which the HKSA recognizes is essential.  The 
proposals call into question the perceived wisdom that the principle of joint and several liability 
should be sacred in order to protect a plaintiff’s position.  That requirement no longer appears justified 
particularly in respect of claims by commercial entities for economic loss against a negligent 
professional.   
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Neither the Australian government nor the HKSA is suggesting that the principle of joint and several 
liability should be abolished in its entirety.  What is more important is to establish an equitable system 
of liability particularly in respect of claims for economic loss where the potential damages can be so 
significant.  The claim by Equitable is a case in point. 
 
It is far better to address the issue responsibly now rather than be forced to introduce changes hastily 
in response to a similar crisis to that faced in Australia.  A number of jurisdictions such as Canada, 
certain States in the USA, Ireland, Bermuda and now Australia have “bitten the bullet” as far as 
proportionate liability is concerned and the HKSA be lieves that it is appropriate for the HKSAR 
Government to do so too for the reasons outlined in this paper and its earlier submission. 
 
 
 
 
 
 
 
Hong Kong Society of Accountants 
October 2003 
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The HKICPA has been advised by the LSHK that the LSHK had a meeting with
the Registrar of Companies and the Solicitor General on 2 September 2004 to discuss
the report prepared by its Working Party on LLP. The HKICPA has been supplied 'with a
copy of the LSHK Working Party report and supports its conclusions particularly as to the
type of LLP model that is suitable for Hong Kong. Notably the HKICPA believes that
LLPs should be introduced as part of partnership law rather than company law. This will
also have the benefit of simplifying the legislative amendments required.

---We are pleased to enclose for your consideration the HKICPA's Paper in support
of the introduction of LLPs in Hong Kong. This Paper is intended to supplement the
LSHK Working Party report rather than to go over again the grounds it covered. The
HKICPA believes that the matter requires urgent attention In order to ensure that the
Hong Kong SAR retains Its competitiveness in the region and maintains its position as a
major financial centre.

The HKICPA hopes that you will feel able to support the introduction of LLPs in
Hong Kong and to urge your colleagues to secure the Introduction of the necessary
legislative amendments for consideration by the Legislative Council as quickly as possible.

The HKICPA would welcome an opportunity to meet wIth you once you have had
an opportunity to consider the matters raised in the enclosed Paper. We will be pleased
to further discuss and clarify any questions you may have on our proposals. If you have
any questions, please contact Mr. Stephen Chan, the Institute's Technical Director (Ethics
& Assurance) In the first instance at 22877026 or schan!WhkicRa.org.hk .

We look forward to hearing from you.

Yours sincerely,
I~~;... ~ i

WINNIE C.W. CHEUNG
CHIEF EXECUTIVE & REGISTRAR

HONG KONG INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

WCC/SSLC/jc
Encl.

c.c. The Hon. Elsie Leung, Secretary for Justice, HKSAR Govemment
The Hon. Frederick Ma, Secretary for FInancial Services and the Treasury,

HKSAR Government
The Hon. Mandy Tam, Member of the LegCo for the Accountancy Functional

Constituency
The Law Society of Hong Kong
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PAPER DATED 25 NOVEMBER 2004  
SUBMITTED TO THE HKSAR GOVERNMENT  

ON THE INTRODUCTION OF 
LIMITED LIABILITY PARTNERSHIPS IN HONG KONG 

 
 
1. INTRODUCTION AND BACKGROUND 
 
 
1.1  The Hong Kong Institute of Certified Public Accountants (HKICPA) is the statutory 

licensing body of accountants in Hong Kong responsible for the accounting 

profession. The Professional Risk Management Committee (PRMC) was 

established by the Council of the HKICPA in March 1996. One of the 

responsibilities of the PRMC is to study the feasibility of introducing a proposal for 

an equitable system of liability in Hong Kong. 

1.2 The work of the PRMC in relation to the advocacy for an equitable system of 

liability, over the past eight years, has included reviewing tort reforms in overseas 

jurisdictions, seeking legal advice from Counsel and considering the various 

alternatives, including modified proportionate liability, limitation by contract, 

statutory capping, limited liability partnerships and others.  This resulted in two 

submissions to Government dated 16 April 2002 and 17 October 2003. 

1.3 The HKICPA’s first submission dated 16 April 2002 to the Secretary for Financial 

Services entitled “Proposal for an equitable system of liability” was a 

comprehensive document which examined in detail the way in which the principle 

of joint and several liability applies. It looked at the problems that joint and several 

liability gives rise to particularly for professionals (not only auditors), discussed the 

advantages and disadvantages of various mechanisms to alleviate the problems 

and set out the HKICPA’s proposal in more detail, together with the justification for 
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the introduction of a modified system of proportionate liability in certain areas. The 

submission is available at the HKICPA’s website:  

http://www.hkicpa.org.hk/professionaltechnical/submissions/docs/proposal-4th.pdf. 

1.4 The HKICPA’s second submission dated 17 October 2003 was a response to the 

Standing Committee on Company Law Reform’s Consultation Paper in Phase II of 

its Corporate Governance Review and supplemented the first submission.  The 

HKICPA stressed that given that a number of key jurisdictions had already 

introduced or were committed to the introduction of a system of proportionate 

liability, most notably Australia, the Government of the HKSAR should take steps 

now to introduce a well thought–out system of proportionate liability to avert the 

possibility of a damaging professional crisis, which would not be in the public 

interest and would be damaging to Hong Kong’s position as a major regional 

financial centre. The HKICPA expressed the desire to work with the Government 

on the above proposals and looks forward to doing so as soon as possible. The 

submission is available at the HKICPA’s website: 

http://www.hkicpa.org.hk/professionaltechnical/corporategov/SCCLR_II.pdf. 

 In this regard we note that the UK Government has recently announced that it is 

not going to allow the adoption of contractual limits on auditors’ liability, but it is 

going to look more closely at the possible introduction of proportionate liability by 

contract.  The HKICPA is not in a position to comment on this pending an 

opportunity to review any proposals put forward.  It does appear, however, that it 

will not be as wide ranging as the HKICPA has advocated. 

1.5 In July 1995 the Professional Accountants (Amendment) Ordinance 1995 and the 

Companies (Amendment) (No.2) Ordinance 1995 were passed to enable Certified 

Public Accountants (CPA) practices in Hong Kong to practise as corporations as 
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well as partnerships. These laws became effective on 2 August 1996. Before the 

introduction of the legislative changes, CPAs had to practise as sole practitioners 

or in partnerships and their liability was unlimited and was joint and several.  

Accordingly where a firm is sued for negligence, all the partners face the threat of 

full liability for all damages, regardless of fault. A negligence claim therefore not 

only affects the partner who is responsible for the work in question, but also those 

partners who are not personally involved.  

1.6 The enactment of the legislation mentioned in paragraph 1.5 enabled CPAs to 

practise as corporations so that the personal assets, other than their interest in the 

corporation, of directors who are not negligent will be protected from negligence 

claims against the corporation. However it should be recognized that incorporation 

may not limit the liability of a director arising from his own negligence. Personal 

liability may be incurred if the negligent individual, in the circumstances of the case, 

has assumed a personal duty of care. 

1.7 While incorporation has solved part of the problem for smaller firms, the large 

accounting firms and growing medium-sized accounting firms in Hong Kong have 

not incorporated since incorporation does not fully meet their requirements. As 

reflected in the statistics set out in Annex A, no firms in Hong Kong with more than 

10 partners have incorporated as at 30 September 2004. A business vehicle 

known as a Limited Liability Partnership (LLP) would be more appropriate. A LLP 

offers all its members limited liability while allowing them to retain the flexibility of 

operating the LLP as a “traditional partnership”. A LLP partner is not personally 

liable for the negligence of other partners in the firm. However, he will be 

personally liable for his own negligence and misconduct. Further specific 

arguments in favour of LLPs are set out in section 3 of this Paper. 
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1.8 As part of the HKICPA’s advocacy for an equitable system of liability in Hong Kong, 

the HKICPA would like to see the introduction of LLPs in Hong Kong. LLPs have 

proved to be popular and attractive for certain types of businesses and would also 

be suitable for accounting firms and others. Accordingly, the HKICPA requests the 

Government of the HKSAR to expedite the introduction of LLPs in Hong Kong. In 

some jurisdictions, LLPs have been introduced for professional firms only, while in 

others the LLP business vehicle is available for all types of business. Where 

adopted for all businesses, this is to ensure that a level playing field is maintained 

for all parties carrying on a trade or a business. Based on information made 

available to us, the great majority of the 5,000 LLPs registered in the UK are for 

trading activities such as marketing, joint ventures, property development and 

agricultural cooperatives. 

1.9 This Paper sets out the HKICPA’s arguments as to why the LLP business vehicle 

needs to be introduced in Hong Kong. Whilst this Paper will not go into the 

HKICPA’s previous proposals for the introduction of proportionate liability in Hong 

Kong and the capping of auditors’ liability in Hong Kong through the repeal of 

section 165 of the Companies Ordinance, the HKICPA still strongly believes these 

measures to be totally necessary and should be implemented as well.  

2. WHY IS THE HKICPA URGING THE GOVERNMENT OF THE HKSAR TO 
INTRODUCE LLP IN HONG KONG? 
 
2.1 The HKICPA wishes to draw to the attention of the Government that the LLP is a 

relatively recent vehicle for businesses in a number of major jurisdictions and 

therefore Hong Kong should not be left without such a vehicle for business for too 

long.  

2.2 LLPs were introduced in the United States in 1991, in the Isle of Jersey in 1997, in 

Canada in 1998 and in the United Kingdom in 2000. Consultation Papers 

4 
 



 

proposing the introduction of LLPs were issued in Singapore in the middle of 2003 

and in Malaysia in late 2003. The HKICPA strongly supports the view that Hong 

Kong should maintain its strong position as a leading financial and trading centre in 

Asia by making available a wider choice of business structures. If not, there may 

be a serious risk of business going to other regional jurisdictions which provide 

such a vehicle. This was the same threat that faced the UK when Jersey 

introduced the LLP as a vehicle for business in 1997. 

2.3 There is no doubt that professionals play a vital role in the operation of capital 

markets and in helping to promote confidence in good governance generally in 

Hong Kong. The audit process is particularly important. It is important that high risk 

companies that are most in need of top quality service should be able to obtain that 

service. It is not in the interests of anyone involved in the capital markets for 

professionals to engage in defensive practices because they are forever looking 

over their shoulders and worrying how best to limit their potential liability. With this 

in mind, the introduction of LLPs will at least reduce some concerns of the bigger 

accounting firms which consider that incorporation is not appropriate for them. 

Furthermore, if Hong Kong is to maintain its position as a major financial centre, we 

need to have a sufficient pool of high quality professionals including, in this specific 

case, auditors. An environment where the risk stakes are disproportionately high 

will discourage “the best and the brightest” from entering and remaining in the 

accounting profession. This is not in the public interest. 

2.4 The risks for professionals are increasing as Hong Kong becomes a more 

sophisticated financial centre. The growing amount of cross border business and 

listings of companies with operations overseas on the Hong Kong Stock Markets 

means that the risk exposure is multiplying.  
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2.5  The world has grown more litigious. Whilst Hong Kong may consider itself lucky to 

date, there is no room for any complacency. Over the last 10 years, Hong Kong 

accounting firms have been taking on new work outside their normal jurisdiction, in 

particular to audit companies incorporated in the Mainland China, some of which 

are listed in Hong Kong or other jurisdictions, such as the US and Singapore. Such 

work carries additional risks, such as class action suits by shareholders as in the 

US. Litigation as a common way for plaintiffs to obtain redress reflects the growing 

sophistication of the community and is becoming an acceptable part of how 

business is conducted in many jurisdictions. Auditors, as part of the business fabric 

of Hong Kong, have to accept this new business reality, but seek the alternative 

business structure of a LLP so that they are able to participate on a level playing 

field compared with other jurisdictions. 

2.6  The HKICPA therefore urges the Government to consider the matter urgently.  The 

proposal is consistent with Hong Kong’s position as a vibrant place to do business, 

a world class city and, in particular, as a leading financial and trading centre in Asia.  

3. SPECIFIC ARGUMENTS IN FAVOUR OF LLP 
 
3.1 For accountants in public practice, a LLP goes part of the way towards redressing 

some of the unreasonably high risks that operating in a traditional partnership 

structure brings. The traditional partnership structure is incompatible with today’s 

dynamic business environment. The LLP business structure would help a large 

number of accountants in public practice without diluting public interest and 

improves the profession’s ability to attract the best candidates. 

3.2 LLPs combine the organizational flexibility and tax status of a partnership but with 

limited liability for its members. The structure perpetuates many elements of the 

partnership culture, such as: 

6 
 



 

• the trust that comes from partners’ duty of good faith towards each other 

• willingness to share clients and resources 

• common investment in developing the firm’s business and its people 

• sharing financial rewards. 

Clients benefit from the bonds and business ethics that come from a firm with a 

strong partnership culture. 

3.3 Professional partnerships that desire limited liability will find LLPs attractive. As the 

services provided by professional practices become more complex requiring 

practices to grow in size, concerns over the possibility of unlimited liability will in 

time become a limiting factor to the growth of that professional practice because of: 

 A general increase in the incidence and size of claims for professional 

negligence. 

 The growth in the size of partnerships since in a very large partnership, 

partners will be less aware of, and have less influence over, how other 

partners are running their parts of the business. 

 The increase in specialization among partners and the coming together of 

different professions within a partnership. 

 The risk to a partner’s personal assets when a claim exceeds the sum of 

the assets and insurance cover of the partnership. 

Although these concerns arise most acutely in very large professional partnerships, 

they are relevant to partnerships generally. 

3.4 LLPs go some way towards addressing the above concerns. Members of LLPs 

benefit from limited liability. The LLP, and not its members, will be liable to third 

parties. However, a negligent member’s personal assets will still be at risk. By way 

of example, under general law, a professional person owes a duty of care to his 
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client. Negligent advice given in breach of that duty by a member of an LLP will, in 

general, give rise to a potential liability on the part of that member as well as the 

LLP. Professionals are attracted to the LLP structure to shield them from liability for 

the negligence of their partners, not from the consequences of their own 

negligence. 

3.5 As regards the management of the internal affairs of the LLP there is a parallel with 

the system that operates for partnerships. Members will not be obliged to enter into 

a formal agreement among themselves, although there are advantages to doing so,  

and there will be no obligation to publish any agreement which is entered into.  

3.6 If a LLP is structured as an extension of current partnership law and, assuming no 

change in the taxation laws, there will be no difference in the basis of taxation of a 

LLP compared with a partnership. 

3.7 A change in the membership of an LLP will have the same effect as a change in 

the membership of a partnership.  

3.8 LLPs avoid the legislative burden of incorporation for professional partnerships and 

the financial reporting obligations associated with companies. 

3.9  LLPs address the inequity of unlimited personal liability for the actions of one’s 

fellow partners. Furthermore, it will not substantially affect the rights of the claimant, 

as limited liability of the partners does not prevent recovery against the firm and the 

wrongdoing partner. It merely prevents access to the personal assets of the 

innocent partners, other than their interest in the LLP. 

4. HKICPA COMMENTS ON CERTAIN COMMON ARGUMENTS AGAINST LLP 
 
 Argument 
 
4.1 There is an argument that the benefits of LLPs are limited as the LLP structure will 

not protect against catastrophic losses, which would still wipe out the firm and have 
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a grave effect on its partners, other parties and, indeed, the capital market in which 

the firm operates. Furthermore, it only limits rather than resolves the problems of 

unfairness arising from joint and several liability. As a result, it will not provide 

much help in overcoming the limited availability of professional indemnity insurance 

for the accounting profession. 

 Rebuttal 

The HKICPA accepts that there is some truth in the above and it is for that reason 

that, in 2002 it advocated the introduction of an equitable system of proportionate 

liability. The HKICPA does, however, consider that the LLP structure provides an 

additional safeguard for the continuation of a strong and credible profession if 

introduced separately to, or ideally, alongside, proportionate liability. 

Argument 

4.2 Another argument against the LLP is that, for most of the professions, 

incorporation is already an option, and that structure provides the same level of 

protection as an LLP. 

Rebuttal 

As explained in paragraph 3.1 of this Paper, incorporation is not an attractive 

option for the larger accounting firms or for larger firms in other professions.  

Argument 

4.3 It has been suggested that innocent, unsophisticated clients and the investors of 

public companies that LLPs advise or audit will be adversely affected by the 

limitation of joint and several liability. 

 Rebuttal 

 In response to this suggestion, it should be noted that at present, solicitors and 

accounting firms are already allowed to practise as incorporated entities. This 
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suggests that Hong Kong has satisfied itself that a limitation of the liability of 

solicitors and CPAs is not inconsistent with consumer interests. Furthermore, 

professional people will be no less motivated to meet the standards their clients 

require of them if they practise through a LLP. A partner’s negligence could result 

in the ruin of the firm and all the partners in that firm losing their capital and 

goodwill in the firm. The negligent partner could be bankrupted by a personal suit 

and therefore unable to practise.  We do not consider that it serves the public 

interest that innocent partners who are highly qualified professionals should be 

ruined and unable to provide their services to the business community and practise 

their profession because of being jointly and severally liable with a negligent 

partner. If a large firm were to be eliminated in this way, an unacceptably high 

proportion of partner level professionals in Hong Kong would be prevented from 

practising here, damaging Hong Kong’s capital market credibility. 

Argument 

4.4 There is an argument that a special relationship exists between professionals and 

their clients, as well as between the professionals themselves and it is therefore 

inappropriate for professionals to be able to escape the liabilities and 

responsibilities of their professions. 

Rebuttal 

As discussed elsewhere in this Paper, with LLPs, a partner is not personally liable 

for the malpractice of other partners in the firm. However, he and his partners still 

need to maintain the special relationships as the firm, its reputation and goodwill 

are still at risk and he will still be personally liable for his own negligence and 

misconduct.  

 

10 
 



 

 
5. THE LAW SOCIETY WORKING PARTY REPORT ON LLP 
 
5.1 The Law Society of Hong Kong have provided the HKICPA with a copy of their 

recent Working Party Report on LLP which explains in detail the various types of 

models of LLP, the arguments for and against having a legal personality for a LLP, 

a partnership model of LLP versus a corporate model of LLP, the different taxation 

implications of a partnership model of LLP versus a corporate model of LLP, the 

impact on consumer interests of LLP and the effect of a liquidation of a LLP. The 

Law Society of Hong Kong submitted their Working Party Report on LLP to Mr. 

Gordon Jones, Registrar of Companies and Mr. Bob Allcock, Solicitor General, 

Legal Policy Division of the Department of Justice in August 2004. Accordingly, this 

paper does not endeavour to discuss these same issues again.  A copy of the Law 

Society’s paper is attached as Annex B for ease of reference. 

5.2 The HKICPA has read the Law Society’s paper and fully supports the broad 

principles therein in relation to the introduction of LLPs in Hong Kong. The HKICPA 

in particular endorses the following: 

• A partnership model of LLP for Hong Kong (with full liability shield) and not a 

corporate model of LLP.  The partnership model of LLP preserves the 

existing partnership and partner relationships and requires no changes to the 

firm’s operation. In addition, it should be noted LLP legislation in the United 

States and Canada is based on the partnership model and no common law 

jurisdiction other than the UK has adopted the corporate model of LLP. 

• The partnership model of LLP should not change partners’ tax treatment.  

• It is in the public interest that the LLP legislation based on the partnership 

model be as simple as is consistent with public interest. 
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• The Partnership Ordinance should be changed to allow a new form of 

practice: LLP. 

6. CONCLUSION 
 

6.1 The HKICPA strongly urges the Government to introduce LLP as a new form of 

business entity as soon as possible. Furthermore, the HKICPA is willing to work 

closely with the Government to finalize the details of the suitable type of LLP for 

Hong Kong. The key points of our proposals are: 

• LLP should be made available to professional firms.  

• It is necessary for the Government to act fast in this respect given that other 

jurisdictions have introduced, or are in the process of legislating for, LLPs. 

Hong Kong should not be left behind in the introduction of LLPs if it is to 

retain its status as Asia’s leading financial and trading centre and to prevent 

the risk of business going to other regional jurisdictions. 

6.2 The HKICPA is aware that this is a relatively short paper. This is intentional as the 

Law Society of Hong Kong and various other parties have already carried out 

detailed studies. The HKICPA’s aim is not to repeat the work of these studies but 

to encourage taking the public debate about introducing LLP in Hong Kong to the 

next level by working closely with the Government. In this regard, the HKICPA 

looks forward to receiving an early response to this paper from the Government 

and to meeting with the Financial Secretary to discuss its implementation.            

12 
 



 

          Annex A 

Corporate Practice Statistics as at 30 September 2004 

No. of practising directors  No. of corporate practices  Percentage of total 
1 26 16.3% 
2  76 47.8% 
3  40 25.2% 
4  11 6.9% 
5  3 1.9% 
6 to 10  3 1.9% 
11 or over  0 0.0% 
TOTAL  159 100.0% 
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 Annex B 
  

 

LIMITED LIABILITY PARTNERSHIP 

Report of the Working Party on Limited Liability Partnership (the "Working Party") 

 of the Law Society 

 

TERMS OF REFERENCE OF THE WORKING PARTY:  

(1) to consider the desirability and feasibility of permitting Hong Kong solicitors to practise as 
limited liability partnerships; 

(2) to consider the relevance of the Limited Partnerships Ordinance (Cap 37 of the Laws of Hong 
Kong) to the mode of operation of solicitors' practice in Hong Kong;  

(3) if appropriate, to formulate in draft for approval of the Council, new rules and/or amendments 
to existing legislation to provide a framework for the operation of limited liability 
partnerships. 

 

1. INTRODUCTION 

1.1 A limited liability partnership offers an attractive form of business organisation for businesses that 
thrive as partnerships but which are concerned about the risk of partners having unlimited liability 
for the consequences of another partner's negligence. 

1.2 This report considers the case for legislation that would allow Hong Kong solicitors and others to 
practise through LLPs.  The report examines the issues relevant to the formulation of legislation 
and appraises different models of LLP.  We believe that the case for LLPs is met and suggest the 
legislation that we consider appropriate for Hong Kong. 

 

2. WHY HONG KONG SHOULD CONSIDER LLPS 

2.1 Partnerships: a successful business model 

The partnership has offered professional firms a mode of practice uniquely suited to the 
requirements of clients and the partners. 

2.2 LLPs can perpetuate partnership culture 

LLPs allow different forms of partnership models to exist without affecting other forms of 
partnership models. The expression partnership culture lauds the benefits of a successful 
partnership: 

• the trust that comes from partners' duty of good faith towards each other 

• willingness to share clients and resources  

• common investment in developing the firm's business and its people 

• sharing financial rewards. 

Clients benefit from the bonds that come from a firm with strong partnership culture.  LLPs 
can perpetuate partnership culture. 
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2.3 Consumer interests 

One should not advocate the abrogation of partners' joint and several liability without 
thorough consideration of whether this is in the interests of consumers.  We consider 
consumer protection in paragraph 5.   

Numerous other jurisdictions have adopted legislation that allows LLPs, notably most states 
of the United States of America, Great Britain and Germany. 

The LLPs in these jurisdictions take widely different forms.  The common denominator of 
LLP legislation is that a lawyer who practises as a partner in an LLP is not personally liable 
for the consequences of the negligence of a fellow partner although he remains fully liable for 
his own negligence.  As some other jurisdictions have already adopted this common 
denominator, Hong Kong is not unique in adopting it. Later we consider the extent to which it 
is reasonable and consistent with consumers' interests for the Hong Kong LLP to confer a 
broader shield against liability.  We also offer views on whether it is reasonable and 
consistent with consumer interests for any business - professional or non-professional - to be 
able to operate through a Hong Kong LLP. 

2.4 Competitive threat 

For more than a decade Hong Kong law firms produced in excess of HK$6 billion of GDP per 
annum (Annex 1).  It is in Hong Kong's economic interests to keep professional partnerships 
on-shore and, if consumers' interests are adequately protected, facilitate their practice through 
LLPs.  Professionals who can practise free of personal liability for the negligence of their 
partners are more likely to invest in the development and expansion of their businesses.   

The Jersey LLP provides a cautionary tale.  In the 1990s British accountants lobbied hard for 
LLPs, alarmed at their increasing exposure to negligence claims against auditors.  The British 
government was slow to respond so the accountants offered Jersey the proposition that they 
might move their headquarters to Jersey if Jersey enacted LLP legislation.  Jersey duly did so 
in 1996, seeing the LLP as a way of attracting offshore professionals to the island and 
enhancing its reputation as a financial centre1. 

Jersey's initiative prompted the British government to act.  In its deliberations on the LLP bill, 
the House of Commons Select Committee on Trade and Industry commented on the presence 
of LLP legislation in other jurisdictions:  "By mid-1996, it was plain that the option of 
registration as a Jersey LLP was being seriously considered by a number of the very large 
professional partnerships.  It was this prospect, combined with the perceived possibility that a 
successful mega-claim could in due course precipitate the failure of a major firm, that led to 
the November 1996 decision … to bring forward LLP legislation in the UK.  Whether 
Parliament and Ministers like it or not, what is in no doubt is the real possibility of British 
firms registering offshore; if Jersey statute proves unattractive there may well be other 
offshore options on offer"2.  In 2000, Parliament enacted the Limited Liability Partnerships 
Act (LLPA 2000). 

The Singapore government proposes to legislate to allow LLPs, which may not be 
unconnected with its plan to make Singapore a tax haven for international law firms.  See 
Annex 2.  Malaysia is considering the adoption of LLP legislation.  

 
1 The UK Inland Revenue frustrated the accountants' plans.  The Jersey LLP, like the UK LLP, has legal personality.  The 

Jersey legislation, like the UK legislation, provides that the LLP will nonetheless be treated as a partnership for tax 
purposes.  It remains open to foreign tax authorities to treat an LLP with legal personality as a company for tax purposes, 
with the adverse consequence of double taxation.  The UK Inland Revenue's determination that it would treat the Jersey 
LLP like a company ended the accountants' thoughts of relocating their headquarters.  The Big 4 accountants now operate 
their UK businesses through English LLPs. 

2 As reported in Geoffrey Morse, Paul Davies, Ian F. Fletcher, David Milman, Richard Morris, David A Bennett Palmer's 
Limited Liability Partnership Law (London Sweet & Maxwell 2002) at 7. 
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It is important that Hong Kong react to these competitive threats.  If Hong Kong-based 
international firms move their transactional practices to other financial centres in Asia, Hong 
Kong will cease to be the region's leading provider of legal services. 

2.5 Demand 

The Enron collapse and the ensuing Arthur Andersen debacle have made partners more 
conscious of their business risks.  The world has grown more litigious.  Professional people 
are no longer content to be personally liable for claims against their firms that emanate from 
others' negligence.  Hong Kong should modernise its law to allow LLPs. 

3. WHY HONG KONG SOLICITORS NEED LLPs IN ADDITION TO SOLICITOR 
CORPORATIONS 

3.1 General 

It is true that solicitor corporations offer limitation on professionals' liability.  However, the 
Solicitor Corporations Rules do not offer the right solution for Hong Kong law firms. 

In England, law firms and audit firms were able to operate through limited companies before 
the LLPA 2000: law firms from 1988 and audit firms from 1991.  However, few did so.  It 
was generally agreed that the disadvantages of practising through a company outweighed the 
goal of limited liability.  Not many Hong Kong audit firms have chosen to incorporate  

As professional partnerships are owner-managed businesses, the partnership structure has - 
but for the liability exposure - been ideal for them.  The partnership has no legal personality 
of its own: it is the relationship that subsists between the owner-managers who carry on the 
business with a view to profit.  The corporate structure, by contrast, is ideal for investors who 
do not run the business.  The company has a legal personality of its own, with rights and 
obligations distinct from those of its investors (whether they are shareholders or creditors) and 
its directors. 

These fundamental differences are at the root of the disadvantages of a corporation for 
professional firms. 

3.2 Legislative burden on companies 

The relationship between a company and other parties is regulated by extensive legislation 
intended to uphold the appropriate balance between their interests.  By contrast, the law on 
partnerships is simple and allows partners a great deal of flexibility.  The legislative burden of 
incorporation would be unattractive to professional partnerships. 

3.3 Companies' financial reporting obligations 

A company is a vehicle designed for an infinite number of shareholders3 who are free to sell 
their investment to others and are not expected to be intimate with the company's business.  A 
company is also able to undertake liability without recourse to its shareholders.  It follows 
that its shareholders and the public have statutory rights to certain information about the 
company, notably its accounts.  Many professional partnerships would find the loss of privacy 
too high a price to pay for limiting their liability. 

3.4 Companies do not engender a partnership culture 

While a company has extensive obligations to other parties, the shareholders' common interest 
in the company does not impose fiduciary duties among them nor require them to act in good 
faith towards each other4. Professional firms, whatever their size, value the ethos that is 
reinforced by partners' mutual duty of good faith.  Partners who share knowledge, collaborate 

 
3 Section 29 of the Companies Ordinance provides that a company must be "public" if it has more than 50 shareholders. 
4 Subject to common law concerning the behaviour of a majority of shareholders. 
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on client work and pool their resulting profits feel that clients benefit from the partnership 
ethos.  Professional partnerships would be deterred from incorporating for fear that they 
would lose the partnership culture inherent in partners' mutual duty of good faith. 

Because of this partnership culture, it is important for a professional firm to be able to remove 
a partner with unsatisfactory performance from the legal firm.  However, in case of a 
corporation, it is more difficult to remove a shareholder and director without his agreement.    

Partners want to be "partners", not directors or employees, both in the sense of how they 
define their relationship with each other and so as to encourage a relationship of trust with 
their clients. 

It has been argued that practising through a company offers protection to all lawyers, even the 
negligent lawyer.  The English case law in this area5 shows that a director of a company can 
be personally liable to a third party if he or she "assumes responsibility" towards the third 
party and the third party relied on the director's assumption of liability and was reasonable in 
doing so.  The House of Lords said that these principles applied to determine the personal 
liability in tort of any agent acting on behalf of a principal with a separate legal identity, so 
they do not only apply to directors6.  It may be that if these principles applied in Hong Kong, 
a lawyer practising as a partner of an LLP without separate legal identity might be more 
readily found to have assumed personal responsibility towards a client than a lawyer 
practising as a director or employee of a company7. 

We suggest that such a conclusion would not cause a law firm to prefer a corporate structure 
to conversion to an LLP.  Lawyers are accustomed to taking personal responsibility for their 
advice.  The personal touch is an important element of the relationship of trust that they seek 
to establish with their clients.  Lawyers are attracted to LLPs to shield them from liability for 
the negligence of their partners, not from the consequences of their own negligence.  

3.5 Company: no continuity 

The "conversion" of a law firm to a corporate structure requires a transfer of its assets and 
liabilities to a new company, typically newly incorporated by the partners.  The transfer 
requires the assignment of leases, the negotiation of new bank facilities, the novation of other 
contracts and a time-consuming process. The new company would need a memorandum and 
articles of association instead of a partnership agreement.  Partners would generally want the 
company's constitution to reflect the partnership agreement but because the company is a 
fundamentally different vehicle, a match will be impossible.  The transfer would typically 
require partners to transfer their capital and current accounts to the company and be followed 
by the dissolution of the law firm. 

By contrast, it would be a straightforward matter for a law firm to "convert" into the model of 
LLP that we recommend.  Conversion would be effected by agreement among the partners.  
The law firm would preserve its continuity in every respect. 

3.6 Company: extra taxation 

It makes little difference to the tax treatment of domestic professional firms with no outside 
participation and which operate exclusively in Hong Kong if they practise through a company 
rather than an LLP.  There is, however, a slightly higher rate of corporation tax than the 
corresponding income tax rate. 

 
5 Williams v. Natural Life Health Foods Ltd. [1998] 1 WLR 280. 
6 The Williams case was cited in and applied by Deputy High Court Judge Muttrie in Yazhou Travel Investment Co. Ltd v. 

David Geofrey Allan Bateson and Others [2004] HKCU LEXIS 60; [2004] 103 HKCU 1. 
7 The discussion paper of the Standing Committee on Company Law Reform (document 174-1) suggests that a Hong Kong 

company offers total protection to a negligent lawyer: this is doubted.   

17 



If the company has shareholders (formally partners) resident outside Hong Kong this will 
generally be disadvantageous.  Those partners will be subject to their own country's income 
tax liability on any undistributed profits, as well as suffering the economic cost of the Hong 
Kong profits tax paid by the company.  They will be effectively subject to double taxation on 
the company's income8.  The partnership's "conversion" into a company could trigger capital 
gains tax on the transfer of the foreign partners' interests in the partnership into shares in the 
company.  The company could be liable to foreign corporation tax on its branch profits.  Only 
Hong Kong resident partners, on becoming shareholders, would be largely unaffected: there is 
no Hong Kong capital gains tax charge, and any dividend they receive from a company 
paying Hong Kong profits tax is not chargeable to Hong Kong tax in the hands of the 
shareholders.  

3.7 LLP v. company: conclusion 

Solicitor corporations have a number of features which will lead law firms to eschew them as, 
in the UK, law firms eschewed limited companies.  Solicitor corporations are therefore 
unlikely to assuage lawyers' interest in LLPs.  Lawyers will seek a model of LLP that 
preserves the simplicity, flexibility and privacy of partnerships and with which professional 
firms, their clients and their creditors are familiar.   

4. MODELS OF LLP 

4.1 Criteria for the perfect LLP 

4.1.1 From a partner's point of view, the perfect LLP is one which: 

• protects him from personal liability for the acts and omissions of other partners 
everywhere the firm operates 

• is familiar, in the sense that the firm's partnership culture flourishes and the firm's 
legal structure, management structure and partnership agreement are not significantly 
disturbed 

• preserves the privacy of a partnership  

• is treated like a partnership for tax purposes everywhere the firm operates, with no tax 
costs on conversion 

• makes conversion easy, not requiring the transfer of the partnership's business (and 
therefore its contracts) to a new entity. 

Applying these criteria, there is no such thing as the perfect LLP. 

4.1.2 From a law-maker's perspective, the ideal LLP is one which: 

• without jeopardising consumer interests, enables businesses that are important to the 
economic life of the jurisdiction to practise through an on-shore vehicle that meets 
their needs; and  

• is simple to legislate for. 

4.1.3 Most law-makers have chosen a partnership model of LLP.  We too advocate the partnership 
model of LLP for reasons stated later. 

4.2 Partnership model of LLP 

The partnership model of LLP is one which grafts on to existing partnership law.  Partnership 
law in common law jurisdictions is generally codified on legislation based on the English 

 
8 This is not just an "international law firm" issue: many Hong Kong firms have branches in the PRC, Bangkok, etc. 
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Partnership Act 1890.  Legislation that creates a partnership model of LLP does so by 
amending the existing partnership legislation.  The amending legislation covers: 

• who may form an LLP 

• how to form an LLP 

• the requirement for public registration of an LLP 

• the scope of a partner's liability shield. 

The legislation may but need not include: 

• the domestic legitimacy and registration of foreign LLPs 

• the requirement that the LLP buy a certain level of insurance. 

The relevant legislation can be concise (as in Ontario) or, despite the straightforwardness of 
the matters covered, wordy (as in New York). 

LLP legislation in the United States and Canada is based on the partnership model9.  Some of 
New York's major law firms have been slow to convert but most of them are now LLPs.  
Most of Ontario's law firms have become LLPs, including all the large firms. 

4.3 Corporate model of LLP 

The corporate model of LLP is one which is grafted on to legislation on companies.   

The English LLP is a body corporate established by the LLPA 2000.  With only 25 pages the 
LLPA 2000 is easily read.  This is because it relies on extensive statutory instruments.  Most of 
the regulations are in Statutory Instrument 2001 No. 1090: the Limited Liability Partnership 
Regulations 2001 (LLPR 2001) http://www.legislation.hmso.gov.uk/si/si2001/2011090.htm.  
These regulations run to 118 pages.   

The LLPR 2001 applies provisions of the Companies Act 1985, the Company Directors 
Disqualification Act 1986, the Insolvency Act 1986, and the Financial Services and Markets 
Act 2000 to LLPs with modifications specified in schedules.  The regulations also make 
detailed amendments to 187 statutes so that they apply to LLPs, from the Bills of Sale Act 
(1877) Amendment Act 1882 to the Contracts (Rights of Third Parties) Act 1999. 

The effect of the regulations' application of this legislation to LLPs cannot be understood 
without cross-reference to the legislation itself.  Tolleys has published a book which, in 600 
pages, shows how the Companies Act 1985, the Company Directors Disqualification Act 
1986 and the Insolvency Act 1986 apply to LLPs10. 

Additionally, the regulations apply to LLPs 24 statutory instruments made under the 
Companies Act 1985, the Insolvency Act 1986 and other legislation. 

Other statutory instruments have been published since the LLPR 200111.   

 
9 The Jersey LLP, which has legal personality, derives from discrete legislation, the Limited Liability Partnerships (Jersey 

Law) 1997.  Jersey does not have legislation equivalent to the Partnerships Act 1890.  The Jersey legislation draws on the 
customary law concerning contrats de sociétés.  For this reason, we do not regard it as a helpful model for Hong Kong.  
Nor do we believe that civil law countries' LLPs, such as the German LLP, provide a helpful model. 

10 Tolley's Limited Liability Partnerships, The New Legislation by Douglas Armour, published by Tolley in 2001 
11 An uncontroversial fees order, SI2002 No. 503, and an order to apply to LLPs some 2002 company legislation allowing 

members of an LLP to apply to the Secretary of State for their residential address to be removed from the public register.  
The Secretary of State will only grant the application if satisfied that residents would otherwise be subject to violence or 
intimidation http://www.hmso.gov.uk/si/si2002/20020913.htm 
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Subsequent regulations on LLPs will arise on any amendment to the Companies Act 1985 and 
the Insolvency Act 1986 framework on which they depend. 

The regulations are incomplete.  There will, for instance, be further regulations on overseas 
LLPs. 

No other common law jurisdiction has adopted the corporate model of LLP. 

Only about 90, mostly smaller, UK law firms have become LLPs12.  The other UK law firms 
have been deterred from conversion by the extensive requirements of the legislation as well as 
the features that make the English LLP so different from a partnership. 

4.4 Legal personality? 

4.4.1 A corporate model of LLP has legal personality.  It does not follow that a partnership model 
of LLP does not have legal personality.  Some partnership models of LLP have aspects of 
legal personality.  

4.4.2 The question of whether an LLP has legal personality may not matter domestically where 
there will be law about how to sue a partnership, who is liable for the firm's negligence and 
who pays tax on partnership profits.  However the question of whether an LLP has legal 
personality can be important to a court or tax authority from another jurisdiction.  For 
example: 

• a foreign court considering whether a claim against a New York LLP under the 
foreign law is properly made against the LLP or its partners might disregard the New 
York law limitation on the partners' liability if it concludes that the New York LLP is 
not an entity 

• a foreign tax authority considering how to characterise the profits of a branch within 
its jurisdiction might treat them like company profits potentially giving rise to double 
tax (a risk for an English LLP because it is a body corporate). 

4.4.3 We considered whether, if Hong Kong were to adopt a partnership-style LLP, there was a 
case for providing that the Hong Kong LLP have legal personality. 

This might have the advantage of persuading a court considering a foreign law claim against 
the LLP that the LLP, having legal personality, is contractually responsible for the claim to 
the exclusion of its partners. 

It might have the disadvantage that the LLP, having legal personality, would be taxed on its 
profits (like a company) as well as its partners (like shareholders).  The Hong Kong 
legislature could provide that domestically the LLP is treated like a partnership for tax 
purposes (i.e. the partnership is taxed through its partners, so that the partners' income is taxed 
only once) but such legislation might be disregarded by a tax authority in a foreign 
jurisdiction where the LLP has a branch.  In that case the LLP and its partners could be 
subject to all the tax disadvantages of a corporate structure as were mentioned in paragraph 
3.6. 

A further disadvantage of conferring legal personality on an LLP is that the legislation for 
LLPs would be much more complicated.   

4.4.4 In coming to our conclusions we drew on the recently published report of the English and 
Scottish Law Commissions on the law on general partnerships13.  The extensive report - it 
runs to 500 pages - included a bill comprehensively to replace the English Partnership Act 
1890 and the Limited Partnership Act 1907.  It should be noted that the report did not deal 
with the English LLP which, by virtue of the LLPA 2000, has legal personality.   

 
12 Limited Liability: A Question of Protection by Bob Sherwood in the Financial Times, 26 April 2004.   
13 Law Com No. 283 and Scot Law Com No. 192 
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One of the Law Commissions' most far-reaching proposals was that the English partnership 
have legal personality, as the Scottish partnership does.  The Law Commissions thought this 
proposal would helpfully modernise partnership law.  For example a partnership's legal 
personality would give legislators the chance to assert a partnership's continuity of existence 
on a change of partner14.  Such a change would also enable a partnership to hold property and 
enter contracts.   

The Law Commissions took the view that a partnership's legal personality was incompatible 
with each partner being the agent of each other, so their bill makes each partner an agent of 
the firm instead15.  They said that a partnership's legal personality was consistent, however, 
with partners continuing to have joint and several liability for the partnership's debts and 
obligations, as they do in Scotland. 

4.4.5 While it was tempting to suggest that the Hong Kong LLP have legal personality to help 
partners defend claims under foreign law, we concluded not to make such a recommendation 
for the following reasons. 

• The Hong Kong legislature might want to consider such a proposal only in the 
context of a review of the law on general partnerships enshrined in the Partnership 
Ordinance. 

• The Hong Kong legislature would note that the changes to the Partnership Act 1890 
that the Law Commissions recommend are far-reaching (not least because of the 
proposal that the general partnership have legal personality) and may never be 
enacted. 

• Amendments to the Partnership Ordinance to provide for an LLP with legal 
personality would be much more complicated. 

• A Hong Kong LLP that might be taxed like a company on its foreign profits would be 
unattractive to Hong Kong businesses with significant branches outside the 
jurisdiction. 

4.5 Partnership model v. corporate model 

We recommend a partnership model of LLP for Hong Kong.  Here we draw our reasoning 
together by measuring each of the partnership model and the corporate model against our 
criteria for the perfect LLP. 

4.5.1 First criterion: protection of partners from personal liability for the acts and omissions of 
other partners. 

 
14 There is some doubt about the continuity of a Scottish partnership on a change of partner, despite it having legal 

personality.  In England, partnership, seen as a relationship between individuals or as a contract between individuals, 
ceases when the identity of the partners changes.  The same is true in Hong Kong.  Even an agreement in advance that 
partners will continue to practise in partnership on the retirement of one of their number does not prevent the partnership 
which practises the day after retirement from being a different partnership from that in business on the previous day: 
Hadlee v. Commissioners of Inland Revenue [1989] 2 NZLR 447, 455 per Eichelbaum J. 

15 The UK Inland Revenue suggested that the partners' mutual agency was the justification for taxing partners on their 
partnership income and to the exclusion of taxing the partnership.  The Law Commissions therefore accepted the UK 
Inland Revenue's offer to support the introduction of tax legislation to provide that a general partnership with legal 
personality be treated for tax purposes in the same way as English and Scottish partnerships are currently treated.  The 
LLPA 2000 similarly provides that an English LLP, despite being a body corporate, is treated for tax purposes like an 
English general partnership. The Law Commissions' report indirectly recognised that such legislation could not determine 
a foreign tax authority's treatment of an English partnership with legal personality.  As mentioned, one of the problems 
with the English LLP is that foreign tax authorities may tax it as if it were a company.   
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Hong Kong law 

A Hong Kong LLP based on the partnership model and without legal personality would, 
through an amendment to the Partnership Ordinance, shield a partner from personal liability 
for the consequences of another partner's negligence.  A Hong Kong LLP based on the 
corporate model would mean that the LLP, as a legal person, was contractually responsible 
for its negligence to the exclusion of the partners.  The law might leave the claimant able to 
establish that the negligent partner is liable for his negligence in tort16. 

Under Hong Kong law, the non-negligent partner would be free of personal liability whether 
or not the LLP follows the partnership or corporate model.  This might not be so if the law 
governing the LLP's breach of contract is foreign. 

Foreign law 

If an LLP faces a claim under foreign law, the liability of the LLP and its partners will be 
determined by reference to the foreign law's doctrines on conflicts and these vary from 
jurisdiction to jurisdiction.  In some jurisdictions the court will never have considered the 
liability of an LLP established elsewhere.  Accordingly there may be uncertainty about the 
doctrine that the court would apply to a Hong Kong LLP sued under foreign law.   

• Some jurisdictions that have adopted the partnership model of LLP - New York and 
Ontario for example - provide in their statutes that under certain conditions, the local 
court will apply the law of the jurisdiction in which the LLP was established to 
determine whether one of its partners should be liable to the claimant. 

• Some jurisdictions will take the same approach on the basis of their own doctrines on 
conflicts of law, rather than because of statutory provision on foreign LLPs. 

• Some jurisdictions will determine the question by assimilating the Hong Kong LLP to 
a local entity. 

• Other jurisdictions, as mentioned in paragraph 4.4, might disregard Hong Kong law's 
limitation on partners' liability if the court determines that the Hong Kong LLP is not 
an entity under Hong Kong law.  In that case the foreign law governing the LLP's 
contract with the client would attach responsibility for the breach to all the partners, 
whether they were negligent or not. 

Overall, the corporate model of LLP is a surer shield for non-negligent Hong Kong partners 
facing claims under foreign law. 

There remains a question, though, of whether the Hong Kong court would enforce a foreign 
court's judgment that the non-negligent partners are liable for the Hong Kong LLP's breach of 
contract.  

4.5.2 Second criterion: familiarity 

Our second criterion for the perfect LLP was whether it would allow the partnership culture to 
flourish; and would the LLP be a familiar form of business, in the sense that conversion 
would not significantly disturb the firm's legal structure, management structure or partnership 
agreement?  Partnerships are a successful business model.  It is better for Hong Kong if the 
chosen model of LLP preserves the ingredients of their success.   

The corporate model of LLP is very different from a Hong Kong general partnership, not least 
because the Hong Kong LLP would be a new legal person defined by legislation based on 
company legislation.  We have argued that companies, subject to sophisticated legislation, are 
ideal for investors who do not run the business in question.  Company legislation would 
appear unduly demanding and complicated for an owner-managed partnership.  Bob 

 
16 See paragraph 3.4 for a discussion of the relevant law. 
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Sherwood, writing about the English LLP in the Financial Times recently, said: "Many 
solicitors have been wary that becoming a corporate-style LLP as the legislation demands, 
would mean a fundamental shift in the ethos of partnership that is central to law firms.  
Martin Ellis, director of Alexander Forbes, the professional indemnity insurer, believes many 
law firms are afraid the switch would damage the "family approach" of law firms where all 
partners are "in it together".  Senior managers at law firms may also be wary that they will 
inherit a fiduciary duty similar to that of a corporate executive"17. 

The corporate model of LLP creates a legal person with rights and obligations of its own in 
relation to third parties and partners.  Partners would become agents of the LLP and not of 
each other, undermining the collegiality that flows from the partners' mutual fiduciary duties.  
The partnership agreement would have to accommodate the existence of the LLP and 
acknowledge the new legal relationships that it establishes.   

The partnership model of LLP preserves the existing partnership and partner relationships and 
requires no changes to the firm's operation. 

4.5.3 Third criterion: privacy 

Partnerships value the fact that they can keep the firm's affairs confidential.  Law-makers 
would want to ensure that consumers know what they are dealing with by at least requiring 
the LLP to demonstrate to third parties that the partners' liability is limited.  Law-makers will 
tend to have different requirements for a partnership model of LLP compared with a corporate 
model.   

Laws constituting partnership models of LLP require the LLP to demonstrate that partners' 
liability is limited by using the suffix "limited liability partnership" or "LLP" with the firm 
name and through some form of registration.   

The corporate model of LLP is subject to the same requirements but also to onerous filing 
obligations based on the law of companies.  Commentators have suggested that one of the 
reasons UK firms have been slow to take up limited liability is because the legislation on the 
UK LLP - a body corporate - requires the LLP and its partners to file the partners' names and 
addresses and annual accounts, including the total remuneration paid to the partners and the 
remuneration of the highest paid partner. 

4.5.4 Fourth criterion: tax treatment 

Partners will want the LLP to be treated like a partnership for tax purposes. 

The partnership model of LLP should not change partners' tax treatment.   

The corporate model of Hong Kong LLP would create an entity which, but for specific 
legislation, would prima facie be taxable in its own right with partners being liable to tax on 
their profits as well.  We assume that the Hong Kong legislature would follow the precedent 
set by the UK and say that notwithstanding the LLP's structure as a body corporate, its 
partners are to be taxed as if the body corporate were a partnership.  This would mean the 
corporate model of Hong Kong LLP would not change partners' Hong Kong tax treatment. 

The tax treatment of an LLP in a foreign jurisdiction depends upon the rules in that foreign 
jurisdiction, but foreign tax authorities are more likely to treat an LLP which is a body 
corporate as a company in contrast to a partnership model, with all the possible adverse 
consequences for partners resident outside Hong Kong as were discussed in paragraph 3.6: 

• double tax 

• capital gains tax on conversion 

 
17 Limited Liability: A Question of Protection, Financial Times of 26 April 2004 
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• foreign corporation tax on branch profits. 

The corporate model of LLP is therefore unlikely to be attractive to partnerships with 
operations outside Hong Kong. 

4.5.5 Fifth criterion: easy conversion  

The partnership model of LLP perpetuates the partnership.  The partnership achieves limited 
liability simply by agreement amongst the partners or registering as an LLP.  The regulators 
of law firms would typically require the firm to tell clients that the firm has become an LLP.  
Conversion is therefore straightforward. 

If the LLP is a body corporate, conversion requires partners to establish the new LLP, transfer 
the partnership business, assets and liabilities to the new LLP and wind up the operations 
conducted through the former partnership.  The process will be time consuming and require a 
careful examination of the firm's contracts to see whether they may be assigned and whether 
novation should be sought.   

4.5.6 Sixth criterion: simple legislation 

It is in the public interest that the LLP legislation be as simple as is consistent with public 
interest. 

In paragraphs 4.2 and 4.3 we describe the legislation that creates partnership and corporate 
models of LLP, using the English LLP as our example of the latter.  The partnership model of 
LLP is simple to legislate for; the corporate model of LLP requires complex legislation. 

Also, it is simplier to adopt a LLP model as compared to a limited liability corporate model. 

4.5.7 Seventh criterion: preservation of consumer interests 

Law-makers will want to create a form of LLP that, without jeopardising consumer interests, 
enables businesses that are important to the economic life of Hong Kong to practise in a Hong 
Kong-based vehicle that meets their needs. 

If the legislators are satisfied that consumer interests are appropriately addressed by either 
model of LLP, they are likely to sponsor a model that enjoys the most support from 
partnerships that would like to limit the liability of non-negligent partners. 

We consider that, balancing the judgments on the criteria for a perfect LLP, partnerships will 
be more likely to support the partnership model than the corporate model.   

All criteria 

Judged by these criteria, the partnership model of LLP is the better model for Hong Kong.  It 
prevails over the corporate model in all but one (i.e. the first) of the seven criteria. 

4.6 Full or partial liability shield? 

The earlier statutes creating common law partnership models of LLP in the US generally only 
protect partners from liability for claims arising from other partners' negligence or other 
malpractice.  All partners remain jointly and severally liable for other partnership debts, 
obligations and liabilities.  The Ontario LLP follows this model. 

More recent common law partnership models of US LLP protect partners from all personal 
liability, subject to the proviso that a partner is responsible for his or her own negligence or 
other malpractice or that of a person under his or her direct supervision and control.  The New 
York LLP follows this model. 

The corporate model of LLP offers a full liability shield but may leave a partner exposed to 
personal liability for his own negligence. 
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We suggest that the justification of a full or partial liability shield be tested by reference to 
whether consumers retain adequate remedies against the firm.  

4.7 Different models of LLP 

We conclude this analysis of different models of LLP with a reference to Annex 3.  Annex 3 
summarises the differences among two forms of partnership model - Ontario and New York - 
and the English corporate model, indicating with a plus and minus sign the pros and cons of 
each.  Later we discuss fine-tuning a partnership model of LLP for Hong Kong by reference 
to New York and Ontario legislation. 

5. CONSUMER INTERESTS 

5.1 Balancing the interests 

Those who want to undertake business with joint and several liability for the acts and 
omissions of their partners cannot be allowed to limit their liability unless the interests of 
those with whom they do business are adequately protected. 

Hitherto Hong Kong has required certain professionals to carry on business with unlimited 
liability.  

New rules allowing solicitors to practise through solicitor corporations suggest that Hong 
Kong has satisfied itself that a limitation on liability of solicitors is consistent with consumer 
interests.  

In this section, we state why we believe allowing professionals to practise through LLPs can 
give adequate protection to the interests of those with whom they do business.  We then touch 
on whether non-professionals should be allowed to practise through LLPs. 

5.2 Motivation 

Professional people will be no less motivated to meet the standards their clients require of 
them if they practise through an LLP.  A partner's negligence could result in the ruin of the 
firm and all partners losing their capital and goodwill in the firm.  The negligent partner could 
be bankrupted by a personal suit and therefore unable to practise. 

A partnership model of LLP would leave the negligent partner with contractual and tortious 
liability for his own negligence. Not only does it protect the clients but the innocent partners.  
A corporate model would protect the negligent partner from contractual liability but leave him 
exposed to a claim in tort. 

5.3 Insurance and capital 

A firm will therefore be no less motivated to sustain its business as a going concern and buy 
appropriate levels of insurance if it becomes an LLP. 

Professional regulators may set their own requirements for a firm's professional indemnity 
insurance and there is no reason why such requirements should be any different for an LLP.   

• Some of the earlier LLP statutes enacted in the United States required an LLP to have 
insurance or an escrow account to cover liabilities as to which partners do not have 
personal responsibility.  More recent US LLP statutes typically do not mandate 
insurance, but instead leave insurance issues to the statutes governing the relevant 
practitioners18. 

• The Ontario legislation on LLPs says the professional body governing the relevant 
LLP must establish minimum insurance requirements.  The Law Society of Upper 

 
18 Limited Liability Partnerships and Limited Liability Limited Partnerships by J. William Callison Esq. 
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Canada does not require a lawyer practising through an LLP to have more than the 
CAN$1million cover that is the minimum for all lawyers. 

• Jersey requires that its LLPs maintain £5million in escrow to meet debts arising on its 
dissolution. 

• The English LLPA does not require an LLP to buy insurance, leaving such matters to 
those who regulate the partners of the LLP. 

Caron Wishart of the Lawyers' Professional Indemnity Company in Ontario confirms that the 
company's claims portfolio has not changed since the introduction of LLPs, nor have LLPs 
had an impact on the types or size of claims. 

It seems unnecessary for Hong Kong legislation on LLPs to require a certain level of asset 
backing, either through specifying levels of insurance cover or capital contributions from 
partners.  Those who deal with an LLP - or a partnership - are at liberty to make enquiries 
about the adequacy of the firm's assets and, if they are not satisfied, to deal with competitors 
or require greater protection.  An LLP could respond by buying more insurance or agreeing 
that partners will be personally responsible for a particular transaction, for example by 
guaranteeing the firm's bank borrowings. 

5.4 Professional regulation 

Professional regulators would retain responsibility for setting standards of conduct, 
investigating allegations of misconduct and applying penalties for breach of their rules. 

Professional regulators are likely to have to adapt their rules to accommodate LLPs.  The Law 
Society of England and Wales has made detailed rules for this purpose, drawing from its rules 
for incorporated practice.  The new rules are therefore somewhat complicated but do not 
change the substance of the regulations governing solicitors in general partnership.  The Law 
Society of Upper Canada has made simple changes to its by-laws to accommodate Ontario's 
partnership model of LLPs.  These are shown in Annex 4. 

5.5 Disclosure 

Those who deal with the LLP will know that partners' liability is limited because of the LLP 
suffix to the firm's name. 

Good business practice would lead a firm to publicise its conversion among those with whom 
it does business.  Professional regulators may require that the firm inform its clients of its 
conversion19. 

5.6 Pre-conversion liability 

A firm's conversion to an LLP will not affect partners' responsibility for the acts and 
omissions of the firm and its partners before conversion. 

5.7 Liquidation 

A Hong Kong partnership model of LLP would be dissolved under the Partnership Ordinance 
(as appropriately amended).  The current legislation gives third parties priority over partners' 
claims to the firm's assets.  Partners may therefore have to forfeit their undistributed profits 
and capital if the firm's assets are insufficient to pay the firm's creditors20.      

The UK's corporate model of LLP enables partners to claim amounts that the firm owes them 
alongside third parties' claims to be paid.  The UK LLP is not subject to rules on maintenance 
of capital of the kind that applies to a company but partners can be subject to rules which 

 
19 As in Ontario.  See Annex 4 for the Law Society of Upper Canada's sample disclosure letter. 
20 Section 46 of the Partnership Ordinance 
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allow the liquidator to claw back property, including partnership profits, which a partner has 
withdrawn from the LLP in the two years before an insolvent liquidation.  These powers are 
additional to those that arise from UK company legislation relating to "wrongful trading", 
which are absent from Hong Kong company legislation. 

5.8 Negotiated protection 

Banks, landlords and other suppliers of an LLP are free to insist that partners concede 
individual liability to them by contract.   

The extent to which suppliers do so will depend on the model of LLP.  Some partnership 
models of LLP only shield partners from liability for the negligence of other partners, so 
partners would remain jointly and severally liable to their suppliers.   

Suppliers to LLPs which confer a broader shield may seek recourse against individual 
partners in the form of guarantees of specific obligations. 

The legislation on New York LLPs allows partners by at least a majority to agree that their 
liability shield will not apply to a specific obligation. 

5.9 Conclusions: professional LLPs 

Anecdotal evidence from law firms that have become LLPs suggest that their standards 
remain as high, clients have not objected and the firms remain robust.  For the reasons set out 
above, we suggest that allowing professional LLPs in Hong Kong - either partnership model 
or the corporate model - is not inconsistent with consumer interests. 

5.10 Should LLPs be for professionals only? 

Some states only allow professionals to practise through LLPs.  The United States are divided 
on the issue with more recent LLP statutes tending to allow any business to practise through 
an LLP.   

Canadian LLPs are only available to professionals. 

The UK LLP is available to any trade, profession or occupation.  We suggest that if Hong 
Kong agrees to adopt LLPs, there is no reason why this should only be available to 
professionals but this is a public policy matter for government.  The LLP could offer a useful 
model of practice for all businesses and entrepreneurs.  In the UK the great majority of the 
5,000 LLPs registered are for trading activities such as marketing, joint ventures, property 
development and agricultural cooperatives, rather than for professional partnerships21. 

We see no reason to reserve the LLP to professionals.  The public is accustomed to dealing 
with businesses with limited liability.  Hong Kong law would give customers of non-
professional LLPs remedies against the LLP in contract and against a partner culpable of 
negligence or otherwise.  Regulators and trade associations might require and enforce special 
standards of conduct through, for example, industry regulation of an LLP that is an insurance 
broker or trade regulation of an LLP that fits gas appliances. 

6. A NEW LLP FOR HONG KONG: THE ONTARIO CUM NEW YORK MODEL 

We believe that the model of LLP that would best suit Hong Kong would be the Ontario 
model with the full liability shield conferred by the New York model.  We call this the 
Ontario cum New York model. 

The Ontario cum New York model would fulfil our criteria in the following ways. 

 
21 Per Legal Week, 11 December 2003. 
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6.1 First criterion: protection of partners from personal liability for the acts and omissions of 
other partners 

The Ontario cum New York model would protect partners from all personal liability, subject 
to the proviso that a partner is responsible for his or her own negligence. 

Some US jurisdictions, including New York, add a proviso that a partner is responsible for the 
negligence or other malpractice of the person under his or her direct supervision and control.  
The statutes do not define "direct supervision and control" and the expression creates 
uncertainty22.  We do not believe this second proviso is necessary.  Common law would 
generally attach fault to a partner with ostensible responsibility for negligent advice whether 
the partner actually gave the negligent advice or not, subject to the usual conditions that 
establish whether the partner is liable in tort. 

The "cum New York" feature of the model we propose is that, subject to the proviso that a 
partner is responsible for his or her own negligence, partners are protected from all personal 
liability.  This contrasts with the Ontario model, which only protects partners from the 
consequences of other partners' negligence.   

The imperfection of the partnership model is that partners might be vulnerable to claims 
against their assets under non-Hong Kong law, as described in paragraph 4.5.1.  In paragraph 
4.4 we discussed whether we should propose a Hong Kong partnership model of LLP that 
would have legal personality in order to help partners resist such claims.  We concluded that 
we should resist this temptation for the reasons set out in paragraph 4.4.5.  The vulnerability 
of a Hong Kong partner's assets in these circumstances depends on whether the Hong Kong 
court would enforce the foreign court's judgment that he or she is liable in damages.  We 
believe that, for most Hong Kong law firms, this shortcoming is worth living with. 

• It is not a concern for law firms that advise only under Hong Kong law and the law of 
jurisdictions which would respect Hong Kong law's limitation on partners' liability. 

• While the corporate model of LLP should provide a surer shield against claims under 
non-Hong Kong law, its disadvantages outweigh this advantage.  As judged by the 
remaining criteria, the Ontario cum New York model is superior. 

6.2 Second criterion: familiarity 

The Ontario Partnerships Act is a close descendent of the English Partnership Act 1890 and 
therefore closely resembles the Partnership Ordinance. 

An LLP based on the Ontario cum New York model would offer a familiar entity that would 
allow the partnership culture to flourish and need not significantly disturb the firm's legal 
structure, management structure or partnership agreement. 

A converting firm would want to review its partnership agreement and, in the light of the 
partners' limited liability, amend provisions relating to: 

• partners' liability for losses: it should follow from the LLP status that partners do not 
expect their liability to exceed their share of partnership assets, including capital 

• a negligent partner's right to indemnity 

• the obligation of other partners to contribute if a partner has a right to indemnity. 

 
22 As discussed, for example, in Limited Liability Partnerships & Limited Liability Limited Partnership by J. William 

Callison. 
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6.3 Third criterion: privacy 

The Ontario cum New York LLP would have to register under the Business Registration 
Ordinance.  The firm would be able to keep its affairs confidential.   

6.4 Fourth criterion: tax treatment 

The Ontario cum New York model of LLP should be treated like a partnership for tax 
purposes wherever the firm operates. 

6.5 Fifth criterion: straightforward conversion 

The Ontario cum New York model of LLP would achieve conversion by agreement among 
the partners. 

6.6 Sixth criterion: simple legislation 

The legislation for the Ontario cum New York model of LLP would require simple 
amendments to the Partnership Ordinance23.  We suggest the amendments in Annex 5.  The 
Law society might wish to make minor amendments to the rules of the Law Society24. 

6.7 Seventh criterion: preservation of consumer interests 

We suggest that the framework within which the Ontario cum New York model of LLP 
would operate in Hong Kong appropriately addresses consumer interests.  

7. CONCLUSIONS 

We conclude that it is in Hong Kong's interests to change the Partnership Ordinance to allow 
a new form of practice: the limited liability partnership. 

We believe that the LLP should be available to all but leave government to judge whether 
only professionals should be able to practise through LLPs. 

Having surveyed different legislative frameworks for the Hong Kong LLP, we recommend a 
framework which requires few changes to the existing law and leaves professional regulators 
able to set their own standards of conduct. 

 

Members of the Working Party on Limited Liability Partnership: 

Denis Brock (Chairman) 
David Hirsch 
Andrew Jeffries 
Allan Leung 
Joseph Li 
Janice Chan (Secretary) (Assistant Director, Regulation and Guidance) 

 

This paper is not legal advice.  It may therefore not be construed as legal advice of any member of the 
working party or of the firms they come from. 

 
23 The changes would be much less extensive than those required to allow solicitor corporations because the latter have to 

accommodate practice through a new type of entity with its own legal personality (as would those relating to a corporate 
model LLP). 

24 E.g. confirm that solicitors may practise through LLPs and to cover notification of LLP status to clients. 
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