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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)

(ii)

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.

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 1l) 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.

(i)  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.

e Professionals should take responsibility for their breaches of duty.

The concern is to avoid the unfairness of professionals having to
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(iii)

(iv)
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pay more than their fair share of loss suffered when they only have
partial responsibility for that loss.

e 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.

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.

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)

(ii)

(iii)

(iv)

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.

This is already standard practice for a number of other professions
and businesses, including accountancy firms in their non-audit

business activities.

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.

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.
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The case for Limited Liability Partnerships (LLPs)

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

2004 (Annex lll) 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.

. 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.

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.

(i) 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.



(iv)

(vi)

(vii)

(viii)
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The introduction of LLPs will at least reduce some concerns of the
bigger accounting firms which consider that incorporation is not

appropriate for them.

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.

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

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

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.

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 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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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:
e Proportionate liability

¢ Ability to limit liability contractually
e Corporate practices

o Statutory liability cap

b. Canada

Based on our findings, Canada has:
e Proportionate liability

e LLPs

c. UK

Based on our findings, UK has/will have:
e Proportionate liability by contract

e LLPs

e Corporate practices

d. Other European Union countries

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

e Ability to limit liability contractually

e LLPs

e Corporate practices

o Statutory liability cap
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e. USA

Based on our findings, the USA has:
e Proportionate liability

e Ability to limit liability contractually
e LLPs

In contrast, Hong Kong currently only allows corporate practices.

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:

e 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

e 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.

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:

e Hong Kong has transformed itself over the last ten years from a local
financial centre to a global financial centre.

e Globalization results in the need for an appropriate liability framework for
the business and other risks arising from cross border transactions.

e 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.

e 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.

10



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

e 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.

e 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.

e 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

11
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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 Il).

3. Submission dated 25 November 2004 on the Introduction of Limited Liability
Partnerships in Hong Kong (Annex lll).

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:

e the audits of subsidiaries of US SEC registrants;

o compliance evaluations in relation to internal controls brought about by the US
Sarbanes-Oxley Act;

e compliance evaluations in relation to internal controls requested by directors of
Hong Kong listed companies due to new Corporate Governance requirements;

o requests to reporting accountants by sponsors of listing companies to produce
“Long Form” reports due to changes in Listing Rules; and

o 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.

15
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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

e 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).

e 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.

e 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).

e 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

e The 8" Directive of the EU provides that all member states should introduce
liability reform provisions in their member states.

e 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.

e Belgium and ltaly 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.

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

»  Proportionate liability
Ability to limit liability contractually
LLPs

Corporate practices

YV V V V

Statutory liability cap

(v) USA

e 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.

e LLPs were introduced in the USA in 1991.

e In summary, some states in the USA have:
» Proportionate liability
» Ability to limit liability contractually
» LLPs
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In contrast, Hong Kong currently only allows corporate practices.

Graphically, this can be illustrated as follows:

Australia | Canada UK Other EU | USA Hong
Countries Kong

Proportionate 4 v v v v
Liability (Proposal)
Ability to v v v
limit liability
contractually
Limited v v v v
Liability
Partnerships
Corporate 4 v v v
practices
Statutory v v
liability cap

24 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:

e 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;

e reporting on internal controls to regulators and shareholders;

e reporting on directors’ remuneration schedules; and

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

interest.

3.3 Proportionate liability provides a more equitable resuit

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.

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.

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
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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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BY HAND

Our Ref: C/PRMC 11(C) , . 16 April 2002

Secretary for Financial Services,

Financial Services Bureau,

Government of the Hong Kong Special
Administrative Region,

18/F., Admiralty Centre, Tower 1,

18 Harcourt Road,

Hong Kong.

Dear Sir,

Review of Professional Liability

The Hong Kong Society of Accountants (HKSA) wrote to the Financial Secretary on 27
September 2001 expressing concerns about the liability of professionals particularly arising from
application of the principle of joint and several liability, and requested an opportunity to present
recommendations for a more equitable system of liability. The HKSA was advised by the Financial
Secretary’s Office, in its interim reply dated 22 October 2001 to the aforesaid letter, to submit the

HKSA'’s specific proposal to you.

— In this connection, please find attached the HKSA’s submission entitled “Proposal for an
Equitable System of Liability” (the “Submission”), which examines in more detail the way in which the
principle of joint and several liability applies. It looks at the problems that arise in practice particularly
for professionals, discusses the advantages and disadvantages of various mechanisms to alleviate the
problems and sets out the HKSA’s proposal in more detail, together with the justification for its

introduction.

Representatives of the HKSA would be pleased to attend a meeting with you to discuss the
Submission if considered necessary. Please contact Ms. Winnie Cheung, our Senior Director,
Professional and Technical Development at telephone number 2287 7037 to arrange a mutually
convenient time for such a meeting. If you have any questions in relation to the Submission, please
contact Mr, Stephen Chan, our Deputy Director (Assurance), in the first instance.

We look forward to hearing from you.

Yours faithfully,

O'fw/

LEE KAI-FAT
REGISTRAR & SECRETARY-GENERAL
HONG KONG SOCIETY OF ACCOUNTANTS

KFL/SSLC/jc
Encl.

AA A World Congress :
%D =58 of Accountants Website: www.wcoa2002.com
v-.,r HOTIgKOTlg2002 Email: info@wco0a2002.com _

The 16th World Congress of Accountants
will be hosted by the HKSA on 18 - 21 November 2002.
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HONG KONG SOCIETY OF ACCOUNTANTS

Proposal for an Equitable System of Liability

On 27 September 2001, the President of the Hong Kong Society of Accountants (“HKSA™)
wrote to the Financial Secretary expressihg concems about the liability of professionals
particularly arising from application of the principle of joint and several liability. The HKSA
has been given an opportunity to present recommendations for a more equitable system of
liability. This paper examines in more detail the way in which the principle of joint and
several liability applies. It looks at the problems that arise in practice particularly for
professionals, discusses the advantages and disadvantages of various mechanisms to alleviate

the problems and finally sets out the HKSA’s proposal in more detail, together with the

justification for its introduction.

Joint and Several Liability

Liability may be several, joint, or joint and several. Several liability arises where the fault of
2 person for loss or damage is distinct from that of anyone else. Accordingly the person
severally liable is responsible independently for loss or damage caused to another. Joint
liability arises where two or more persons are responsible for a single tort, giving rise to loss
or damage to another, and share liability to compensate that loss or damage. The obligation
is indivisible and performance by one discharges the obligation of the other. Joint and
several liability arises where two or more persons act independently so as to cause the same
indivisible loss or damage to another. Where Hability is joint, the plaintiff must usually
proceed against all who share liability in the same action, whereas if liability is joint and

several, the plaintiff may elect io proceed against defendants separately or decide which

defendant to pursue.

The effect of the principle of 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
fault of each defendant. The plaintiff can choose whether to sue one, some or all of the

potential defendants. Any defendant who actually pays the plaintiff’s loss is left to pursue the
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other parties for their contribution reflecting their share of responsibility for the loss suffered.
Whilst the defendant has this right, it is in practice only likely to be exercised where there are

realistic prospects of making a successful recovery.

The principal justification for joint and several liability is generally that the innocent plaintiff
should be compensated in full for loss suffered and that the risk of any one defendant’s
impecuniosity or unavailability should be borne by the defendants as a group rather than by
the plaintiff. The HKSA recognises that this consideration is still important in certain cases,
most particularly personal injury actions. In the commercial and business environment,
however, the HKSA believes that a2 rule which frequently results in liability wholly
disproportionate to the contribution of any particular defendant to the overall loss cannot be
justified. The inevitable consequence of the rule is that a plaintiff will target defendants with

‘deep pockets’ rather than pursue those primarily to blame for the loss suffered.

At the time when the principle of joint and several Hability first developed, any contributory
negligence on the part of a plaintiff was a complete bar to recovery of damages from a
defendant. Further, before 1963, a plaintiff had no cause of action in tort to recover
economic loss based on negligent misrepresentation. The decision of the House of Lords in
Hedley Byrne v Heller paved the way for a new breed of negligence claims against
professionals. Since 1963, the basis for imposing liability in tort has broadened, damage
awards have increased in magnitude and an increasing compensation culture has led to a

surge in the number of claims.

An example of the application of joint and several liability in practice might arise in the case
of a plaintiff who has claims against two defendants (A and B) who are 20% and 80% at fault
respectively. The plaintiff can recover all of the damages suffered from either of the
defendants jointly and severally liable to him. If B is insolvent or has disappeared, however,
the risk of such an event has fallen entirely upon A and not upon the plaintiff. As a result, A
will effectively provide the plaintiff with insurance against the fact of B being judgment
proof. It may be, however, that it was the plaintiff who decided to engage B and had the
chance to check on his financial standing where A had not. Alternatively, B may have had no

connection with A and, as far as A is concerned, the fact of their concurrent wrongdoing was

pure chance.
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Changes brought about in some commeon law jurisdictions by legislation which provides for
apportionment between the plaintiff and defendant (contributory negligence) and between co-
defendants (claims for contribution) have removed one of the main arguments for joint and
several liability. This argument was that the courts were not qualified to apportion fault and
liability for that fault between parties. It is now more common for a plaintiff in a professional
negligence claim to be found to have been contributorily negligent and to have his recovery
reduced in proportion to his degree of fault. Having established this principle, there is no

justification for a defendant to have to make good any shortfall caused by the inability of a

co-defendant to pay his share.

Existing legislation in some common law countries not only recognises the principle of
apportionment of damage according to the degree of fault as between a plaintiff and a single
defendant or as between defendants but also entrusts the courts with the application of the
principle in practice.  This acknowledges that the courts can fairly make such an
apportionment in accordance with the justice of the case. The courts have years of
experience in making apportionments which are just and equitable in all the circumstances of
any particular case. The courts would clearly be well able to do the same thing in the context
of a claim by a plaintiff against multiple defendants if they were not prevented from doing so

by reason of the principle of joint and several liability.

Availability and Cost of Insurance

The current economic climate both in Hong Kong and globally brings the need for a review
of the principle of joint and several liability into sharp focus. Whilst the motivation for a
plaintiff commencing proceedings against a professional is the availability of insurance,

recent events are likely to have a significant impact both on the amount of cover available

and how much it costs.

Accountants and other professionals are widely regarded as being well insured when in
reality the claims experience has made comprehensive cover difficult to obtain, at least at
reasonable prices. The cover of the largest accounting practices, for instance, has been
restricted to excess layers or what might be referred to as catastrophe cover and then only at

substantial premiums. The practices would be self-insured for the smaller claims.
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Although the market for professional indemnity insurance had stabilised for a fow years, last
year alone two major insurance companies providing professional indemnity cover collapsed
with insufficient assets available to meet claims that are likely to arise. The first was HII
Casualty & General Insurance Company, an Australian insurance group which went into
provisional liquidation in March 2001. HIH wrote professional indemnity insurance for
professionals in many jurisdictions including Hong Kong. Australian msolvency rules favour
Australian policyholders when the time comes to distribute assets recovered. Subsequently in
June 2001 the Independent Insurance Company, a UK insurer which also underwrote
professional indemnity risks for insureds in Hong Kong and elsewhere, went into provisional
liquidation. Both collapses have created uncertainty for Hong Kong professionals as to the

extent to which they may be effectively covered by their policies.

The September 11 terrorist attacks on the US have already had a significant impact on the
global insurance market and, in particular, the availability and cost of insurance. There have
been reports of insurers going out of business or ceasing to write new business as a result of
their exposure, whether direct or indirect, to the enormous insurance losses incurred as a
result of the terrorist attacks. The inevitable consequence of the tragedy and its impact on
global insurance markets is that insurance premiums will increase substantially across the

board. This trend had been apparent before September 11 and has accelerated since.

The Litigious Environment

The recent collapse of Enron Corporation has brought into sharp focus the role of auditors in
the context of significant corporate collapses. Soon after Enron had filed for Chapter 11
protection in early December 2001, New York lawyers had advertised in the South China
Morning Post on 13 December 2001 announcing the filing of a lawsuit against Enron and its
auditors on behalf of all persons who purchased or otherwise acquired the common stock of
Enron Corporation between 19 October 1998 and 30 November 2001. The purpose of the
advertisement was to encourage investors interested in participating in the action and/or

serving as a leading plaintiff to contact the law firm concerned.

One of the factors which it is suggested led to the true financial position of Enron being

obscured for so long was the existence of various off-balance sheet partnerships that hid
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Enron’s huge liabilities. Whilst there has been constant press attention given to the role of
Enron’s auditors, this should be contrasted with the subdued attention paid to the other

professional advisers responsible for advising on and establishing the partnerships.

Clearly investigations into the collapse of Enron Corporation are still at a relatively early
stage and it is not possible to reach any conclusions as to what those investigations might
reveal and how the advertised lawsuit and any other lawsuits, including those not yet
commenced, might be resolved. The response to the collapse, however, is instructive in
relation to the business climate in which all professionals operate. Those who suffer loss
need to find a scapegoat on whom to attach blame and a source of funds from which to make
arecovery. That is perhaps natural and justifiable to an extent but only if liability lies fairly

with those responsible according to their respective degree of fault.

The same attitudes can be seen from the events surrounding the collapses of both HIH and
Independent last year. Both collapses happened with great speed and little warning. Press
reports in both cases indicated that attention wés being paid to how the auditors had come to
express clean opinions on the financial statements for the last complete period before each
collapse. UK press reports have specifically reported that a firm of solicitors is investigating

potential class action claims against the anditors of the Independent and seeking new

members to join the action group.

Businesses in Hong Kong are currently suffering from recessionary pressures. The current
economic climate may lead to further insolvencies and, perhaps, the collapse of one or more
high profile companies. In that unhappy event, the role and activities of the auditors and
other professional advisers will no doubt come under the spotlight in the same way as has

been the case with Enron and numerous previous examples.

It is important to make it clear that the HKSA accepts that professionals should take
responsibility for their breaches of duty. The concern is to avoid the unfairmess of
professionals having to pay more than their fair share of loss suffered when they only have
partial responsibility for that loss. It is inappropriate to be held responsible for the mistakes
of co-defendants who are either unavailable or unable to pay their share of any loss especially

if the consequence is that the financial viability of the professional might be threatened.
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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.

Much is made of the in-built protection for plaintiffs to be able to recover their loss in full
when two or more defendants have been negligent but one is unavailable or insolvent. There
is no such protection, however, when a plaintiff suffers loss as a result of the actions of a
single defendant. If that party is insolvent or unavailable, the plaintiff must bear the entirety
of the loss himself. The HKSA believes therefore that there is nothing inherently wrong in
transferring at least some of the risk of a defendant’s insolvency or unavailability from a
‘deep pocket’ defendant to the plaintiff, What is important is to balance carefully the
interests of a plaintiff who has suffered loss as a result of the shortcomings of others and the

interests of negligent professionals who may have caused or contributed to that loss.

Proportionate Liability

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. Loss or damage suffered by a plaintiff may arise from failures on the part of
a number of different defendants but the degree of fault on their part may vary. They may
cach be in breach of some duty which is a direct cause of the loss but one may be fraudulent
or dishonest, another negligent and the third in technical breach of some statutory duty.
Provided that the plaintiff can show that the loss was caused by each of the defendants, the
degree of fault is irrelevant under the concept of joint and several liability. Using
proportionate liability, however, Courts decide on the respective responsibility of various

defendants justly and fairly having regard to all the relevant circumstances.

CANADA

The need to re-evaluate the application of joint and several liability has been recognised in a
number of other jurisdictions. For instance legislation was introduced in Canada in June
2001 implementing a modified proportionate liability regime in respect of claims for

economic loss arising from errors in financial statements. The new legislation limits a
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defendant’s liability to a portion of the loss by reference to his relative degree of fault. Two
cxceptions were introduced, the first relating to claims by certain types of plaintiffs
considered to be more vulnerable than others and the second to cases where fraud or

dishonesty on the part of the defendant is involved.

USA

A number of the States in the USA have also modified the principle of joint and several
liability in favour of some form of proportionate liability. Whilst some have abolished the
principle of joint and several liability entirely, most of them have chosen to modify it. A
form of proportionate liability was adopted at Federal Ievel with the passage of the Private
Securities Litigation Reform Act of 1995. This legislation radically altered the rules
governing actions brought by investors for fraud in connection with the purchase and sale of
securities, one of the principal kinds of legal claim brought against accounting firms. The
effect of the legislation is that accountantsrwho did not knowingly engage in fraud will only
be liable for damages proportionate to their degree of responsibility. Where a plaintiff cannot
collect the share of an insolvent defendant, each of the remaining defendants is also liable for
their proportion of the uncollected share provided that it is not more than 50% of his or her
proportionate share. Proportionate liability does not apply, however, to claims by small

investors. Further the legislation does not apply to claims by the companies themselves.

IRELAND

In Ireland, proportionate liability applies where a plaintiff is contributorily negligent whereas
Joint and several liability applies where no negligence is attributable to the plaintiff. Ireland’s
version of proportionate liability provides that the portion of the total loss attributable to an

insolvent or unavailable defendant is shared rateably among the solvent defendants and the

plaintiff.
BERMUDA

Bermuda has amended its Companies Act to adopt proportionate liability for auditors and

corporate officers in situations where they are found to be liable for damages arising out of
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the performance of any function contemplated by the legislation. Joint and several liability,

however, continues to apply where there has been fraud or dishonesty.

UK

A wide ranging review of company law in the UK has recently been undertaken by a Steering
Group appointed by the Department of Trade and Industry which presented its final report to
the Secretary of State on 26 July 2001. The recommendations in the final report recognise
the difficulties faced by accountants particularly in relation to an auditor’s liability. Although
proposals for proportionate liability have been rejected in the UK, the report recommends that

section 310 of the Companies Act 1985 should be repealed.

Section 310 prevents the auditor of a company from limiting his lability to his client by any
agreement to exempt or indemnify him from liability for any breach of duty in relation to the
company. Under section 310, any such agreement is void. This provision is similar to that in
section 165 of the Iong Kong Companies Ordinance. The recommendations made by the
Steering Group went on to suggest that any agreement between the auditor and company to
limit liability would need to satisfy the test of reasonableness set out in the Unfair Contract
Terms Act 1977 and would also need to be disclosed to and approved by the shareholders in
general meeting. The Department of Trade and Industry has yet to set out its plans for

company law reform in response to the Steering Group’s final report.

Other Protection

In Germany, there is a statutory cap on the amount of damages recoverable from auditors in
the event of a negligent audit. The monetary amount of the cap is necessarily arbitrary and
represents a significant move away from the principle that a plaintiff should be compensated
in full for any loss or compensated by reference to the loss actually suffered as a direct result
of the negligence or breach of duty. As such, this enactment is inherently unfair to a plaintiff
and, perhaps, also to other defendants who might continue to be exposed to full liability.
Further, if the cap is set too low, it might diminish the deterrent effect of full liability and

reduce any incentive to settle litigation through negotiation.
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It has been suggested that mandatory directors’ and officers’ liability insurance might
alleviate concerns on the part of accountants that it is unfair for them to be jointly and
severally liable for the full amount of any loss suffered when such loss was directly caused by

negligence or fraud on the part of the corporation’s directors and officers.

In Hong Kong, section 165 of the Companies Ordinance renders void any provision by a
company in a contract exempting or indemnifying any officer of the company from liability
in respect of negligence, default, breach of duty or breach of trust. This provision is
understood to make void any insurance purchased by the company on behalf of its officers
since this effectively provides them with an indemnity against their liabilities. Traditionally
this difficulty has been resolved by issning an insurance policy in two parts, the first being a
company reimbursement policy and the second being cover for the directors and officers
themselves. It is essential that the officers actually pay for their policy otherwise section 165
may render the policy void. This uncertainty will fall away, however, if the proposed
amendments to section 165 of the Companies Ordinance in the recently gazetted Companies

(Amendment) Bill 2002 are passed into law.

Whilst the requirement for wider insurance cover is superficially attractive, exclusions in the
policy might deny cover for the loss when there has been dishonesty or fraud on the part of
the directors or officers of the company thereby invalidating the requirement for mandatory
cover and placing the onus back on to the accountants or other professional advisers.

Concerns have also been expressed that mandatory insurance cover might impose too heavy a

cost burden on the company.

Auditors and other officers in Bermuda may be entitled under the bye-laws of the company to
an indemnity out of company funds even where they have been negligent in the performance
of their duties. Any provision which provides indemnity for wilful negligence, wilful default,
fraud or dishonesty, however, will be void under the Bermudan Companies Act. Whilst
superficially attractive, the effect is likely to be that plaintiffs will actively look out ways and
means to allege wilful negligence, wilful default, fraud or dishonesty in order to get an action
off the ground. In those circumstances, the protection may only be of limited assistance

especially where the loss suffered is particularly high.



HKSA Proposal for an Equitable System of Liability

In common law jurisdictions there has been a general trend towards defining auditors’
liability for damages more precisely. This has primarily been achieved by a better definition
of the class of persons to whom a duty of care is owed and therefore those entitled to sue.
The recent authorities have brought into focus the purpose for which the advice (including, in
the case of auditors, the audit report) was given. It appears from the decisions that the

relevant policy considerations are:

* Tortious liability should not be owed ‘in an indeterminate amount for an indeterminate

time to an indeterminate class’;

¢ Liability of professional people to others should address the transaction which the
plaintiff had in contemplation; the purpose of the advice given or statement made;
whether the defendant knew that the advice would be communicated to the plaintiff as an
individual or a member of an identified class and would be relied on by him for the

transaction concerned; and whether there was a sufficient relationship of proximity for a

duty of care to arise;

° Where functions performed are prescribed by statute, the purpose for which those

functions are prescribed must be examined to determine to whom a duty of care should be

owed and to what extent.

The law has also used the issue of causation to restrict professionals’ liability for damages.
Cases have distinguished between failures which give rise to the opportunity for loss to be

suffered and failures which can be shown to be the direct cause of the loss claimed.

The need for a plaintiff to establish a causal connection between the breach of duty and loss
will not prevent professionals from being exposed to an amount of liability which is
disproportionate to the extent of their involvement. The most striking example of what is
meant can be seen from the case of ADT v BDO Binder Hamlyn in which the judge at first
instance awarded damages to ADT for an amount well in excess of BDO’s available
insurance cover. BDO’s liability arose in that case from a comment made to representatives
of ADT at a short meeting by the audit partner of a company which ADT was considering

acquiring. The partner knew of the planned acquisition but had not previously been involved
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in it and had not been provided with any agenda or other detailed briefing in advance of the
meeting. The audit partner told the representatives of ADT that he stood by the audit opinion
on the most recent audited financial statements and was not aware of any change in the

company’s financial position since the year end.

Specific Issues for Auditors

Justice requires that compensation should be commensurate with responsibility. Exposing
professionals to damages which are disproportionate to their degree of fault increases the cost
of professional services due to the need to fund the costs of defence and high insurance

premiums. Such costs are inevitably passed on to the client and by the client to its customers.

The amount of damages claimed in some cases is so huge that neither the professionals nor
their insurers could cover them. The effect of joint and several liability is to force even
innocent defendants in such cases to settle in order to avoid the possibility of draconian
liability.

Where a plaintiff company is insolvent, as is often the case with claims against auditors, the
insolvency is frequently the consequence of acts or omissions on the part of the directors or
management. In the absence of fraud on the company itself, the conduct of the directors and
management is treated as the conduct of the company itself. Where the liability of the
directors or management to the company cannot be satisfied, it is neither just nor commercial
sense to impose the consequences on the auditors who do not share in the profits of the
business if it is successful and are not at liberty to restrict their liability. The shareholders
appoint the directors and should bear the consequences of that choice rather than receive fill

protection against the consequences of their choice.

There is a clear and important distinction between the situation of an individual plaintiff who
suffers physical injury as a result of the negligence of a number of defendants and the
position of a corporate body that has suffered loss. Shareholders and other investors are not
innocent victims but conscious risk takers. They should bear some risk in respect of the

choices they have made rather than being entitled to obtain full recovery by virtue of the

principle of joint and several liability.
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Specific Issues for Hong Kong

There is no doubt that professionals play a vital role in the operation of the capital markets
and in helping to promote confidence in good corporate governance generally. 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 the professionals to engage in defensive practice

because they are forever looking over their shoulders and worrying how best to limit their

potential liability.

Professional costs need to remain competitive and be reasonable in relation to the overall cost
of doing business. Further, the professions need talented people at a time when the financial
complexity of business is increasing. Bright graduates must be encouraged to apply to join

the professions and there must be a clear career structure and good prospects for those who

do join.

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 limited track records on the GEM means that the risk exposure is multiplying. The role

of professionals in these areas will be crucial.

The perception of the role of auditors is also key. There is still a widening expectation gap as
to how investigative auditors should be in performing their functions. Courts have held that
auditors are required to be watchdogs not bloodhounds — the reality is that there is a limit to
what can be expected from auditors in unearthing financial fraud and error especially where
deliberate efforts have been made to conceal such matters from the professional advisers and
shareholders. Increasingly, however, auditors are expected to be all-seeing in uncovering and
reporting irregularities and duties have been imposed on them to report suspicions of

wrongdoing in certain circumstances overriding their professional duty of client

confidentiality.
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HKSA Proposal for an Equitable System of Liabilizy

The HKSA’s Proposal

The above analysis shows clearly why the principle of joint and several liability is no lenger
apposite in the current business and economic climate. The HKSA believes that it is
important to introduce a revised system of liability that is fair and balances injustice to a
plaintiff who has lost money and injustice to a defendant whose breach of duty has
contributed only partially to that loss. The proposal set out below represents the HKSA’s
views as to the best way of redressing the balance, specifically tailored to the particular
circumstances of Hong Kong, following a careful analysis of the way that the problem has

been addressed in other jurisdictions.

The proposal does not entail the wholesale displacement or exclusion of the principle of joint
and several liability. The principle can co-exist with that of proportionate liability. This can
be achieved, for instance, by limiting the operation of proportionate liability to specific cases

or classes of cases or by conferring on the Court a discretion. The proposal involves the

following main elements:

(i) ESSENTIAL IDEA — Proportionate liability should be introduced with exceptions.
These exceptions would recognise that there are cases in which the principle of joint
and several liability should continue to operate with normal consequences. For
instance, joint and several liability should still apply where the defendant secking 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.

(i)  THE SCHEDULE OF EXCEPTIONS — The use of the schedule would help facilitate
the inclusion of exceptions designed to restrict the application of proportionate
liability for policy reasons. The schedule could be shortened or extended and certain
types of actions can be excluded altogether. As has been made clear above, the focus
of the proposal is on claims by plaintiffs seeking pure economic loss from defendant

professionals. The HKSA does not suggest that proportionate Hability should apply in

other areas such as personal injury actions.

~13-



HKSA Proposal for an Equitable System of Liability

(iii) A SEPARATE AWARD - No award would be made in favour of the plaintiff against
any defendant unless the case falls outside the exceptions and any other conditions are
satisfied. The Court would apportion as between the defendants the damages assessed
against them in such proportion as may be just and equitable having regard to the
degree in which each wrongdoer was at fault before making any separate award
against the defendant in favour of the plaintiff. Under such a separate award
calculated by reference to propottionate liability, the wrongdoer wbuld be liable to

pay the plaintiff only that sum which corresponds to his apportioned liability.

The HKSA recognises that there may be public concern about the ability of plaintiffs to
recover full compensation for loss suffered if proportionate liability is introduced. The
proposal may need further revision or refinement in order to address any public concern
which arises. This could be addressed, for instance, by ensuring that the reasons for change
are fully explained and publicised at the time or by including specific provisions in the

legislation to safeguard the interests of plaintiffs.

The Public Interest

Hong Kong’s sustainability as a world-class financial market in the 2Ist century is an
established policy and a paramount objective which the HKSAR has committed itself to
pursue. If Hong Kong is to preserve its status as a major world financial centre and keep
pace with developments in the global market place in areas such as corporate governance and
international regulation, it must be able to atiract and retain professionals of the highest

calibre.  This is particularly important now that Chipa has joined the World Trade

Organisation.

Joint and several liability appears to have a negative impac't on the accounting and other
professions which could have adverse implications for the financial reporting system and
capital markets. It also encourages plaintiffs to target ‘deep pocket’ defendants such as
professionals who are known or perceived to be insured or solvent. In the business
environment there is less justification for the law to protect plaintiffs who suffer financial loss
in the same way as plaintiffs who suffer personal injury. The business environment is rapidly

evolving and it is important that the legal principles applied by the Courts should reflect

- 14 -



HKSA Proposal for an Equitable System of Liability

current conditions. Changes to the system of liability proposed by the HKSA are unlikely to

reduce the deterrence factor associated with legal liability either significantly or at all.

September 11 has taught us all to expect the unexpected. Whilst the HKSA acknowledges
that there have been relatively few high profile claims for enormous sums against
professionals in Hong Kong in the last 10 years or so, that has not been the case elsewhere in
the world. With the increase in global trade comes the increased influence of trends from our
trading partners such as an increased litigation culture. It is important that steps should be
taken now to address issues such as the unjust effect of the principle of joint and several
liability on claims against professionals before problems strike in Hong Kong with damaging
effecis on confidence in our capital markets, Hong Kong as a whole and the financial

viability of the professionals on whose skills they are so dependent.

16 April 2002
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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),
15" 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 Il 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 Il 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:

@) 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;
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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 — I ssues with accounting and/or auditing implications
(other than theissue 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 aress:

Auditors Function and Auditing Standards (paragraphs 22.06 — 22.13)
Auditors Remuneration (paragraphs 22.14 — 22.15)

Outgoing Auditors (paragraphs 22.19 — 22.20)

Auditors Independence (paragraphs 22.21 — 22.29)

Rotation of Audit Firms (paragraphs 22.30 — 22.33)

Auditors Duties (paragraphs 22.36 — 22.43)

VVVVYYVY

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 crimina sanctions should be
extended to bring employees of the company within its scope.

Nevertheless, we have concern about the proposal to introduce awider 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 norma standards of directors or auditors care
and skill would require them to recognise that such information is needed; and that crimina sanctions
should be applied to breaches of this wider duty only where the director or auditor knows that the
information concerned is materia 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:

() The rationae and justification for such a proposal for Hong Kong have not been fully
discussed in the Phase |1 Corporate Governance Review consultation paper other than the
understanding that there is a similar proposal in the United Kingdom (“ UK”).

(i) The proposal has been drafted in such away that it contains elements of uncertainty and
ambiguity which may cause practical difficulties for the auditors of a subsidiary undertaking
to comply. Itisunclear asto the intended threshold of the criteria of “where the normal
standards of auditors care and skill require themto recognise that such informationis
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
materidity level may not be appropriate for the audit of the holding company or group



(iv)

(v)

(vi)

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.

In alarge group of companies with different levels of holding companies, an auditor of a
subsidiary undertaking may in practice have difficulty in establishing al the holding
companies and their auditors.

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.

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 “ Principa 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 principa auditors and make available such information as the principa 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 appropriate
means of bringing the matter to the attention of the principa 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 bdlieve that it
would be more appropriate, if considered necessary, to expand the guidance in the HKSA’ s
Professional Standards instead of introducing legidation 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 themto r ecognise 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 al directors
of the company, or a different standard for each individua director with reference to his’her education
and training background, working experience, professiona 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.



Directors of a subsidiary undertaking

We gquestion 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 aso 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 Il Corporate Governance Review consultation paper as to
whether the proposal with respect to rotation of audit partnersis applicable to only listed entities or to
al companiesin genera. 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 internationa references quoted in the consultation
paper, i.e. the Sarbanes-Oxley Act (2002) and the IFAC (International Federation of Accountants)
Code of Ethicsfor Professional Accountants are directed at the audit of listed companies, we would
take it that the SCCLR’ s proposal on rotation of audit partnersis aso intended to be applicable only
to the audit of listed entities.

With respect to the proposal itself, we have the following comments:

() We recognise that the use of the same lead engagement partner on an audit over a prolonged
period may create afamiliarity threat. Under the IFAC Code of Ethics for Professional
Accountants (paragraph 8.151), auditors of listed entities are required to apply the evauation
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).

(i) 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 beneficia 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. aratation period of no more than 7 years). The situation could be
subject to review in 2 - 3years timeto seeif it is necessary to shorten the maximum period
to 5 years or some other duration.

(i) The proposed “ time-out” period of five yearsis considered too long. A shorter period is
considered to be more appropriate given that a period of five years could prove chalenging,
not only for small and medium-sized firms, but also for larger firmsin the case of audits of
specidised 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
gpplicability 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.



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 asimilar proposal made in Phase | 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
principlesin 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:

» create more certainty as to the basic expectations in relation to directors duties;

» give more weight to the principles;

» remind directors of the existence of the legal requirement to exercise fiduciary duties and an
appropriate standard of skill and care;

» 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 |egidative amendments in relation to improving the general legal position
on sef-dealing by directors, as set out in paragraph 8.06 of the Phase |1 Corporate Governance
Review consultation paper (“ consultation paper”), which should be applicable to al listed and
unlisted public companies in Hong Kong.

Section 9 — Shareholders’ Approval for Connected Transactions of Significance involving
Directors

We support the proposed |egidative 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 | ssues (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. ()



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 legidative 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, whichshould 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 | 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 ajoint venture of the investor. “ Significant
influence” is the power to participate in the financia 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. 1n 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 abest practice. We aso agree that thisis 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. Accessto 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 al'so 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 proposd if guidance were to be provided on the chairman’ srole.

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

“ There should be guidelines on the relationship between the company’ sboard of directors
and the company’ s management”



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 “ aretired 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 financia 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 quaifications
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 afew years time. Itis
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 individua director’ s remuneration
packages by name in their annual financia statements, including full details of al elements. We
would aso 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 abjection 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 aso be specific disclosures on key aspects of acompany’ s
remuneration policy. Otherwise, disclosure of individua 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 issuesto be covered
inagenera 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 af Appendix BJ.



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 dong the lines of the UK’ s Directors
Remuneration Regulations 2002 (paragraph 16.25 of the consultation paper). However, if thereisno
requirement to disclose information about remuneration policy, then the question of shareholders
gpprova 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:

() connected transactions must be disclosed and subject to a disinterested shareholders vote;
(i)  thedefinition of a*“ connected person” in relation to controlling shareholder; and

(i)  therule should be subject to certain exceptions and other de minimis exceptions, aong 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 consigtent with those in the Listing Rules in order to avoid confusion. We suggest
incorporating them in rules or subsidiary legidation, which would be easier to amend, rather
than primary legidation.

We dso 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 awaiver to
connected party transaction regquirements, we note that the Stock Exchange would usualy exercise its
discretion to grant such awaiver for expediency or for a series of continuous transactions. We
consider that the waiver isauseful 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 Rulesinto 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.
Thisis 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 criteriafor granting awaiver, whether the
waiver isto 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
fundamenta 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.



Section 18 - Substantial Transactio ns

It is noted that in certain other jurisdictions, requirements to obtain prior shareholders approva or to
disclose before certain (non-connected) transactions are permitted apply to e.g. undertakings,
property or assets generaly, rather than being restricted to fixed assets as in the CO; and that the
specification of the quantitative thresholds in mogt jurisdictions are found in listing rules. It isaso
noted that the term “fixed asset” is not defined in section 155A of the CO.

We consider that the Listing Rules requirementsin relation to “ major transactions’, i.e. any
acquisition/realisation of assets (not limited to fixed assets) by alisted issuer or any of its subsidiaries,
the value of which isin excess of the specified quantitative thresholds, are relatively onerous and
should not be incorporated into law by bringing section 155A into line with it; smilarly to e.g. UK
and Austrdia, 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 dll
local companies unless specifically excluded.

Section 19 - Variation of Class Rights

We would agree with the SCCLR’ s proposal not to recommend legidative changesin this area of the
law.

Section 20 - The Suitability of Judicial Control, Multiplicity of Provisions and Class Votes

@ On class composition (paragraphs 20.08 - 20.17, paragraph 20.36(a)) -

We consider that the question concerning minority rightsis 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 amanner unfairly prejudicia 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 asto 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 legdl 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 minoritiesin an
amalgamation or amerger. Nevertheless, we consider that these provisions serve different
purposes and that the flexibility currently available under the provisions should be preserved
asfar aspossible.



(c) On the suitability of judicial control (paragraphs 20.35 & 20.36(c)) -

We consider that judicia control, which is based on the common law system of precedents,
generaly 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. smplifying the procedures and reducing the costs involved, there is no substitute for
judicia 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 materia facts are not
disclosed in the notice calling the meeting, any resolution passed will be invalidated at the instance
of amember 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 Annua Genera 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 meseting
useful in ensuring that the auditors attend general meetings, but it aso helps to focus
shareholderg/investors  attention on the report, which is especialy important in the case of qualified
reports.

It is noted that at present, Regulation 54 of Table A indicates certain genera business of an AGM
(paragraph 21.35 of the consultation paper). We consider that it is sufficient to include relevant
provisionsin 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
a 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.



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 aso 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.

Ddlivery 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 processto
address the security and authenticity concerns.

A Proxy to Vote on Poll according to their Terms (paragraphs 21.95 - 21.98)

Our initia view isthat, 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 isarisk 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.

10



CHAPTER 6 - CORPORATE REGULATION

Statutory backing for the Listing Rules

It is noted that many of the SCCLR’ s proposasin the Phase Il 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 amore 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 smplify the legidation. Asfar as possible, the CO should be used to
establish minimum requirements applicable to al 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 legidation 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 legidative changes. Furthermore the fundamental
differences in the nature of the approval processes for the Rules and the legidation mean that, in
practice, it may not always be possible to keep the two in aignment 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 Rulesis 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 alarge extent thisis a question of public perception and whether
thereis 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 aready 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 mgjor 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 legidative provisions to protect the interest of
minority shareholders, enabling them to raise concerns and, where necessary, take lega action and
seek remedies, thisis 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 |1 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 severa 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 Financia 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’ sliabilities.

In June 2003, the SCCLR issued a consultation paper on proposals made in phase Il 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 isimportant to bear in mind that the HKSA's original submission was not intended to be limited to
the position of auditors, let aone 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 considerade unfairness
particularly where plaintiffsin 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 severa liability particularly in respect of actionsin 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 origina submission by
reference to recent important developments around the world particularly in relation to auditor’ s
liabilities although the issues impact al professionals, especialy those known to carry professiond
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
ligbility 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. Finaly the paper will summarize the HKSA's views as to why it remains
appropriate to amend the current system of joint and severa liability.

Recent developments

Perhaps the most startling development since the HKSA's submission was origindly 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 previoudly 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 aleading global brand disappeared from the worldwide business community so
swiftly is aclear indication of the risks which all professionals face.
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The SCCLR paper refersin 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 liahility to suchthird 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. Itis 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 potentia liability as
far as possible, that processis 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 auditorsis the recent English Court of
Apped decision in the case of Equitable Life Assurance Society v Ernst & Young. Inthat case,
Equitable claimed damages of some £2.6 hillion from E& Y for negligence in their conduct of the
audit of its statutory accounts for the financia years ended 31 December 1997, 1998 and 1999. The
judge at first instance had struck out the magjority 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 Appea substantially allowed Equitable's appeals. Whilst it expressed
sympathy for E& Y’ s complaint that the sheer size of Equitabl€e's claims represented an unwarranted
burden for alitigant to have to bear in the circumstances, it did not see that it could reach adecision
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 opportunitiesfor E&Y to capitaize
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 Appea was reluctant to decide on a summary basis clams involving
developing areas of the law (which effectively includes most significant professiona 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 appearsthat E& Y will be put to the considerable cost and uncertainty of having to
defend avery significant litigation. This again epitomises the significant difficulties which
professionds face in defending claims, particularly where the basis or amount of the clam 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’ strading. The clam 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 ligbility to the Plaintiff.

The Barings decision appears to stand on its own facts predominantly as aresult 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 trid judge held that there were a number of distinct periods

between the date on which D& T’ sliability 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 fina
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 fina period, the judge applied reductions of 90% and
95%.

The judge aso 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 al 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 ligbility 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 damagesin
the event of negligence causing economic loss. The crisis has arisen as aresult of a significant
contraction in the number of insurers offering professional indemnity insurance, vast premium
increases and significant reductions in the extent of cover provided as aresult of additiona policy
exclusions and increases in gpplicable conditions and self-insured retentions. The difficultiesin
obtaining insurance, a 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 professionals 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 waysin which
it might be resolved. At that meeting, Commonwealth, State and Territory ministers endorsed a
national scheme for Professional Standards Legidation ("PSL") for economic loss in conjunction with
a commitment to implement proportionate liability across Australia.

PSL isintended to protect consumers by making it mandatory for professionals to carry professiona
indemnity insurance and to partake in risk management schemes but permitting safety ceilings or caps
on clams. 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 approva. Once fina
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 eiminate the risk of
catastrophic claims. The intention is that once nationally consistent legidation isin 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 adefendant, 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
Audtrdlia. The important thing to recognize is that both of the major elements of the proposa are
being pursued together rather than separately or as aternatives.

The Australian Government published on 8 October 2003 the CLERP (Audit Reform and Corporate
Disclosure) Bill 2003 <http://www.treasury.gov.au/contentitem.asp?pagel d=& Contentl D=700>
which will amend the relevant legidation to ensure that proportionate liability applies to damages for
economic loss for misleading or deceptive conduct.

The conclusion to be drawn from these recent developmentsis that al professionals, including
auditors, remain exposed to significant potential liability which is all too often exacerbated by the
effect of the principle of joint and severd liability. Whilst the decision in the Baringslitigation
suggests the position may not be as bad as some suggest, it remains a decision at first instance decided
on itsown 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 previoudy 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 equivaent of section
358 of the Companies Ordinance has generaly 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
aready 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,
asystem 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 isthis premise which the HKSA believes should be challenged. Whilst
the HKSA accepts that thisisthe law as it stands, its primary contention is that the effect of this
law, particularly in claims for economic loss, is unfair and inequitable. Thisis 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 caled by the liquidators whether as a result of their
own choice or as aresult 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
wel comes the recommendations of the CLRSG to the effect that the UK equivaent 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 legidation 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
Austraia

An audit firm is aready alowed 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.

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 redlity is that the day-to-day management
of acompany’ 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 asto 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 ligbility isfair 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.

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 sho uld not be
given favourable treatment. The HKSA entirely agrees with this point which iswhy it has
been pressing for awider review of the system of joint and severd liability. That said, the
HKSA submits that an auditor isin 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 aone, however, is potentially mideading and may
giveriseto potentialy irrelevant arguments and other considerations. As mentioned in the
introduction to this paper, the main focus of the HKSA’ s submission isthe review of the
appropriate system of liability for the benefit of all professionals. The Australian government
response has been to address the issue in afar broader context by application to al professions
and other groups. The HKSA urges the HKSAR government to follow suit.

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 atrial without having
access to al potential witnesses and all the best evidence. Thisisthe redlity of dl litigation,
especialy particularly significant and complex litigation. If it were not the case, the litigation
process would in al probability become unworkable in practice. It isthe HKSA’ sview
therefore that this concern is far greater in theory than it would be in practice especidly if a
defendant were required as part of its defence to identify the aleged role of any other potentia
defendants of whom it is aware.

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 suffersloss as aresult of breach of duty by a single defendant which
isinsolvent 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 dight 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 ajudtification for relieving the plaintiff of afinancial 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 aresult 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 partiesis more difficult. Asthereisno privity
of contract between an auditor and third party, the effectiveness of any cap on ligbility asfar asclams
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 hasissued 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 claimsto assist them in managing the risk of inadvertently assuming a duty of
careto third partiesin relation to their audit reports. The Institute of Chartered Accountantsin
England & Wales ("ICAEW") has aso 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 beneficia
but in the HKSA’ s view cannot be the total answer by reason of the continuing uncertainties for an
auditor’ sliability 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 arestricted context
since this can give rise to further unfairness and inequalities between different groups or professions.
Thisis 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 severa liability operates unfairly, particularly in the prof essiona 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 Austraian government in
order to address the professional indemnity crisis there. The proposals extend to al professionas and
have been taken in the name of consumer protection which the HKSA recognizesis essential. The
proposals cal into question the perceived wisdom that the principle of joint and several liability
should be sacred in order to protect aplaintiff’ s position. That requirement no longer appears justified

particularly in respect of claims by commercia 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 severa
liability should be abolished inits 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
sgnificant. The claim by Equitable isacasein point.

It isfar better to address the issue responsibly now rather than be forced to introduce changes hastily
in response to asimilar crisisto that faced in Australia. A number of jurisdictions such as Canada,
certain States in the USA, Irdland, Bermuda and now Australia have “ bitten the bullet” asfar as
proportionate liability is concerned and the HKSA believesthat 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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Our Ref.: C/PRMC 25 November 2004

The Hon. Henry Tang,
Financial Secretary,
Government of the HKSAR,
Central Government Offices,
Lower Albert Road,

Hong Kong.

Dear Mr Tang,

Proposal for the introduction of
Limited Liability Partnerships (“LLPs”) in Hong Kong

The Law Society of Hong Kong (LSHK) submitted a report prepared by its
Working Party on Limited Liability Partnership to Mr. Gordon Jones, Registrar of
Companies and Mr. Bob Allcock, Solicitor General, Legal Policy Division of the
Department of Justice in August 2004. The report made proposals to introduce the
concept of LLPs as part of partnership law in the Hong Kong SAR. The Hong Kong
Institute of Certified Public Accountants (HKICPA) firmly supports the LSHK in this
initiative. :

There is a justifiable concern amongst professionals generally of the increasing
risks they face as a result of the changing business world in which they operate.
CGlobalisation also results in many multinational companies getting bigger and engaging in
transactions involving ever increasing sums of money.

The very existence of professional firms is often at risk where allegations of
professional negligence are made against the firm concerned. As the law stands, all the
partners In the firm face being held liable in the event of a finding of negligence or breach
of duty whether or not they had any direct involvement in the matters complained of. If
the firm’s insurance cover and other assets are Insufficient to meet the claim, the
personal assets of all the partners will be at risk. The increasing professional risk and
exposure has a deterrent effect to entry to the profession.

The Professional Risk Management Committee (“PRMC") of the HKICPA has
been looking into ways in which to achleve a more equitable system of liability in Hong
Kong. Proposals made by the HKICPA for the introduction of proportionate liabllity have
been referred to the Law Reform Commission for consideration, and the capping of
auditors' liability by repealing section 165 of the Companies Ordinance is currently being
considered by the Standing Committee on Company Law Reform. Whilst the HKICPA
urges the Government of the Hong Kong SAR to adopt those proposals, it also believes
that the Government of the Hong Kong SAR should now be taking steps to introduce
LLPs in Hong Kong. LLPs were infroduced in the United States in 1991, in the Isle of .
Jersey in 1997, in Canada in 1998 and In the United Kingdom in 2000.

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
negligence or breach of duty. The HKICPA believes that this results in a fairer distribution
of the risks inherent in the current business climate.

4th Floor, Tower Two, Lippo Centre, Tel BE : (852)’5287 7228 Web 81k : www.hkicpa.org.hk
89 Queensway, Hong Kong Fax {8 : (852) 2865 6776 E-mail BB : hkicpa@hkicpa.org.hk
FHSBEOR H WP = EER (852) 2865 6603
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The HKICPA has been advised by the LSHK that the LSHK had a meseting 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 2287 7026 or schan@hkicpa.org.hk .

We look forward to hearing from ybu.

Yours sincerely,

WINNIE C.W. CHEUNG
CHIEF EXECUTIVE & REGISTRAR
HONG KONG INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

WCC/SSLCljc
Encl.

c.c. The Hon. Elsie Leung, Secretary for Justice, HKSAR Government
The Hon. Frederick Ma, Secretary for Financlal 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

1.2

1.3

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.

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.

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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1.4
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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.

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 Il 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/corporateqov/SCCLR Il.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.

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


http://www.hkicpa.org.hk/professionaltechnical/submissions/docs/proposal-4th.pdf
http://www.hkicpa.org.hk/professionaltechnical/corporategov/SCCLR_II.pdf
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1.6

1.7

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.

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.

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

1.9

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.

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

2.2

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.

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
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2.3

2.4

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.

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.

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

2.6

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.

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

3.2

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.

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:
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3.4

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

¢ willingness to share clients and resources

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

e sharing financial rewards.

Clients benefit from the bonds and business ethics that come from a firm with a
strong partnership culture.

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.

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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3.5

3.6

3.7

3.8

3.9

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.

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.

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.

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

LLPs avoid the legislative burden of incorporation for professional partnerships and
the financial reporting obligations associated with companies.

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

4.1

Argument

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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4.2

4.3

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

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

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

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
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5. THE LAW SOCIETY WORKING PARTY REPORTON LLP

5.1

5.2

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.

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:

o 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.

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

model be as simple as is consistent with public interest.

11
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o 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

6.2

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:

o LLP should be made available to professional firms.

o 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.

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
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Corporate Practice Statistics as at 30 September 2004

No. of practising directors

AIWIN P

5

6to 10

11 or over
TOTAL

13

No. of corporate practices

26
76
40
11
3
3
0
159

Annex A

Percentage of total

16.3%
47.8%
25.2%

6.9%

1.9%

1.9%

0.0%
100.0%



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:

)

)

®3)

1.2

2.2

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

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;

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.

INTRODUCTION

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.

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.

WHY HONG KONG SHOULD CONSIDER LLPS
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.

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:

o the trust that comes from partners' duty of good faith towards each other
o willingness to share clients and resources

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

o sharing financial rewards.

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

14
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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.

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 centre’.

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"?. 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.

! 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, lan 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.

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.

WHY HONG KONG SOLICITORS NEED LLPs IN ADDITION TO SOLICITOR
CORPORATIONS

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.

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.

Companies' financial reporting obligations

A company is a vehicle designed for an infinite number of shareholders® 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.

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 other®. 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 area® 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 directors®. 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 company’.

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.

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.

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.

% Williams v. Natural Life Health Foods Ltd. [1998] 1 WLR 280.

® 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.

" 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.
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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 income®. 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.

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.

MODELS OF LLP
Criteria for the perfect LLP

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

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

o 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

o preserves the privacy of a partnership

o is treated like a partnership for tax purposes everywhere the firm operates, with no tax

Ccosts on conversion

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

o 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

o is simple to legislate for.

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

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:

o who may form an LLP

o how to form an LLP

o the requirement for public registration of an LLP
o the scope of a partner's liability shield.

The legislation may but need not include:
o the domestic legitimacy and registration of foreign LLPs
o 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 model®. 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.

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 LLPs™.

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 2001

® 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

1 An uncontroversial fees order, S12002 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 LLPs'2. 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.

Legal personality?

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.

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:

o 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

o 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).

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.

In coming to our conclusions we drew on the recently published report of the English and
Scottish Law Commissions on the law on general partnerships'®. 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| imited 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 partner'®. 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 instead”. 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.

445 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.

o 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.

o 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.

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

o 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.

45 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.

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

¥ 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.

®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 tort™.

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.

o 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.

o 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.

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

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"'’.

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.

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.

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

o capital gains tax on conversion

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

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

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.

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.
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.

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.

47 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.

o 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
practitioners'®,

o The Ontario legislation on LLPs says the professional body governing the relevant
LLP must establish minimum insurance requirements. The Law Society of Upper

'8 Limited Liability Partnerships and Limited Liability Limited Partnerships by J. William Callison Esg.
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Canada does not require a lawyer practising through an LLP to have more than the
CANS$1million cover that is the minimum for all lawyers.

o Jersey requires that its LLPs maintain £5million in escrow to meet debts arising on its
dissolution.
o 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.

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.

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
conversion®.

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.

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 creditors®.

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.

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.

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.

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 partnerships®.

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.

ANEW 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.

2! per Legal Week, 11 December 2003.
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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
uncertainty?>. 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.

o 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.

o 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.

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:

o 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

o a negligent partner's right to indemnity

o 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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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.

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.

Fifth criterion: straightforward conversion

The Ontario cum New York model of LLP would achieve conversion by agreement among
the partners.

Sixth criterion: simple legislation

The legislation for the Ontario cum New York model of LLP would require simple
amendments to the Partnership Ordinance”. We suggest the amendments in Annex 5. The
Law society might wish to make minor amendments to the rules of the Law Society?”.

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.

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.

2 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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LIMITED LIABILITY PARTNERSHIP

Report of the Working Party on Limited Liability Partnership

List of Annexures
Contribution to Hong Kong’s GDP by Solicitors’ Firms and Barristers Chambers
Singapore’s plans to-attract international professional services firms
Comparison of Ontario, New York and English LLPs
Law Society of Upper Canada: by-law for Ontaric LLPs
Limited Liability Partnerships Ordinance (Draft) for Hong Kon;

Ontario cum New York model: additional questions for legislature

Partnerships Act, R.S.0. 1990 (marked up with amended provisions on LLP)
Bill 6 1998 (Ontario)
Section 26, Article 3, New York State Consolidated Laws on Partnership

Article 8-B, Registered Limited Liability Partnerships, New York State Consolidated
Laws on Partnership

Section 12, Partnership Act, Alberta

Partnership Ordinance in Hong Kong (Cap. 38)

-Limited Partnerships Ordinance (Cap. 37)

* Remarks: Annexures 7 to 13 are available on request
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Value added contribution by establishments* engaped
in the provision of legal services in Hong Kong

% change % contribution
Value added over a vear earlier _ to GDP
(HKS$ Mn)
1990 4,754 43 0.8 .
1591 5,887 238 09
1992 5914 0.5 0.8
1993 6,301 65 0.7
1994 8,361 32.7 0.9
1995 6,507 222 0.6
1996 8,015 23.2 0.7
1997 9,583 19.6 0.8
1998 7,286 -24.0 0.6
1999 6,446 -11.5 05,
2000 6,978 8.3 0.6
2001 6,557 -5.5 0.5
2002 6,522 -1.1 0.5
Notes: (%)

Kong.

Source : GDP by economic activity

Establishments include solicitors and barristers firms in Hong

Annexure 1



t i"ﬂt‘? ?I;

Annexure 2



. .La'd.ll[lUIl_ UL DXPANSI0N ITCCTIIYE JOI FATNEsSD 1dX HICCTILIVE SCIeITC dallld FCUNCINCNLS.. Fdge 1 0L £

il

~Media Releases
Speeches
Publications
Downioadable Brochures
Mews Articles
Media Contacts

Glossary of terms

eNews

M CLICNT SERWICES SURVEYS FORME SEARCH jEntire Ste Tﬁi s

e “%— :Q.M e !
investors Stactups  Why Singapore  industry Opponttnities  Capobilily Development  In theMews  Abost EDE

BRcK To: HOME | In the News | Wediz Reieases | 2004 | Annexure 2

in the News o - .
Launch of Expansion Incentive for Partnership tax incentive , ;
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scheme and refinements to Regional Headquarters Award to {65 £RaE TR
boost Singapore's attractiveness as a regional business location RSO

DATE 31 Mar 2004 Related links
» Headquarters Service

Seven new intemational Headquarters Award recipients from manufacturing 1o emerging
gectors such as food services and non-profit sectors atlest to vibrancy of HQ environment in
ingapore

1. Seven companies from a variety of sectors were presented with the International
Headquarters {IHQ) award by the Singapore Economic Development Board (EDB)
today. Minister of State for Trade & Industry and Nationa! Development, Dr Vivian
Balakrishnan presented the IHQ award at a combined HQ ceremony to the recipients.
The seven companies were BreadTalk Pte Ltd, Cuno Filtration Asia Pte Lid, Emerson
Process Management Asia Pacific Pte Ltd, Helen Keller International“Asia Pacific,
Informatics Hoidings Ltd, Integra Holdings Private Limited and Mercury Marine
Singapore Pte Lid {(see Annex B for company detaits). Together, these companies will
generate an additional total business spending of $140 million annually and employ
some 1,200 skilled and professional workers when their business projects are fully
implemented. ’

2. A strong base of professional services companies is also needed to complement the
business activities of a vibrant and growing community of HQs. As part of EDB's
concerted efforts to develop this industry, 2 new Expansion Incentive for Partnerships
{EIP) programme for audit, accounting and law firms has been launched. This
programmie allows such firms, typically constituted as partnerships, to enjoy a 50% tax
exemption on the qualifying overseas income above a pre-determined base. Previousl;g.
tax incentives were only available to manufacturing and services corporations. The El
programme aims to encourage audit, accounting and law firms to use Singapore as their
central business hub to develop their business and proficiencies locally and service the
regional market from here.

3. EDB remains committed to developing Singapore as the foremost global business
location and has put in place new measures for this. In the recent Budget 2004, it was
announced that the Regional Headquarters (RHQ) award programme given out to
smalier niche companies witl be enhanced. The maximum duration of the RHQ scheme
will be extended from a period of 3 to 5 years, allowing companies to enjoy a
preferential tax rate of 15% for a longer period. The RHQ award criteria have also been
broadened to allow all companies operating in Singapore to be eligible. These changes,
together with the 1HQ award programme, which is a customised incentive package for
companies with substantial level of headquarters activities in Singapore, will allow EDB
to cater to the business needs of a wider spectrum of HQs, big and small, local and
foreign, from across industries.

4. In highlighting these new initiatives, Dr Vivian Balakrishnan said, "The new EIP
Programme and the enhancements to the RHQ programme will strengthen Singapere's
position as an intemnational hub for HQ activities. These programmes, together with our -
excellent global connectivity, strorig IP protection, legal and financial infrastructure will
enhance our ability to betler engage and service the more than 7,000 international
companies that are based here. Singapore is the ideal location for companies to base
their nerve centres in order to tap into the region?s resources and to interact with other
international and local businesses.”

5. The diverse nature of these new HQ investments, from traditional areas of
manufacturing excellence to new emerging areas such as food and non-profit sectors
affirms Singapore's universal appeal as an attractive HQ location across industries.
These seven companies join a growing base of companies who have located their
global and regional HQs in Singapore and have made Singapore their decision-making
centre to manage their businesses in the Asie-Pacific region and beyond. To date, there
are over 4,000 multinational corporations with HQ operations in Singapore. Of these,
EDB has granted 280 headquarters awards since the programme?s inceplion in 1986,

WIN. Sedb- Coh}efib@‘rfl 3 j[@rwkl w\a/ ia_ha_ s / lo*rus ,.'\rllﬂM‘\LS/loﬁf-P/
. \o\“\kcl'\_.ﬂf,_ﬂf-'{)&“ﬁ’"‘ -W_tf‘*(

For media enquiries, pls call Ms Sharon Ang, Marketing Communications at Tel: 6832 6087
{DID) 9005 4818 (HP) or email: sharon_ang@edb.qov.sg

- END -

8 Annex A~ Quotes from Award Recipients

£ Annex B - Company Profiles of Award Recipients
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Annexure 4

in‘Ontario

" Limited Liability Partnerships
The Governance Schame

Amendments 1o the Partmerships Act in force in July 1998 permit professions 1o
practice in the form of limited liability partnerships. Unfike a general pannarship,
where the pariners are liable for debis and liabilities arising rom the negligent acls of
all partners, the partners in a limited liability parinership are nat personally Kable for
the negligenl acis of another partnet or an employee who is direclly supervisad by
snother partner, However, the parinership assels continue o be at riak for the
negligence of the pariners and employees.

The Pertnerships Act establishes the fallowing requirements for professions wishing to
practice as LLPs:

* the act goveming the profession musi expressly penmit praclice as an LLP;
*the pentnership must fegister its firm name under the Business Nemes Act, and
*{he professional governing body must establish minimum Aability nsurance
requirements for the LLP.

The Partnerships Statute Law Amendment Act, 7998 (Bill §) which amends the
Prrnerships Act respecting LLPs may be found at The Legisiative Assembly of
Oniario website at www.ontln.on.cg.

The Law Society Acf permits lawyers o praclice as fimiled kability partnerships. The
registration of the business name of the fimm as "LLF" iz & requirement of the
Partnerships Act. The final requirement of the minimum level of msurance for LLPs is
in By-Law 26, By-Law 26 also requires iswyers to disclose 1o the dlients of the LLP the
neture of the {imitation on the liability of the partners. The iext of By-law 28 appesrs
below, with relevant commentary.

BY-LAW 26

LIMITED LIABIUTY PARTNERSHIPS
FROFESSIO;éAL LIABILITY INSURANCE
Insurance reguirements

1. A limited llability partnership shall maintain profeasional lability insurance
coverage for each pariner in accordance with By-Law 16.

This section of the by-law establishes the minimumn insurance required by a law firm
praciising as an LLF 10 be the coverage now mainlained individually by each member

. who is & partner of the firm. This is curmently in the arnount of $1,000,000 per member.

Accordingly, the requirements in 5. 44.2{b} of the Parnerships Act would be met by
reguiring the LLP 1o meintain the coverage that members who are pariners maintain
pursuant to By-Law 16 on Professional Liahility Levies, Section 1 of the by-law
focuses on the fact that the partners are essenlialty the partnership and that it is the
parinership's obligation, in the language of the Pertnerships Act, 1o ensure that the
insurance at the member level is maintained for each pariher lo satisly the
reguirement. The reference 1o By-Law 16, which requires il members praclising law

. 10 pay ihe insurance levy for professional lisbilty coverage, effeclively links the

scheme to the level of insurance cummently caried by members individually. This
provision, notwithstanding that tor LLPs 11 is the parinership thei is required 1o
maintain the coverage for the pariners, in no way operates to derogate from the
obligation of members individuaily ic comply with the requirements of By-Law 16 1o
pay the insurance levy.

DASCLOSURE
Partnership continued as limited liability parmership

2. {1} Wheon a partnership is continued as a limited liability partnarship, as soon

- a5 is ressonably practical after the continuance of the partnership as » limitad

liabillty partnership, the limited liability partnership shall diacloss to sach
person who was a client Immediately before the continuance and who remains a
client after the continuance the liabillty of the partners of the limited liablity
parmnarship under the Fartnerships Act.
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(2) A limited liability partnarship satisfies the disciosure requirement under
suhsection {1) i it publiahes in a local newspaper notice of the matiers set out
in subsection {1).

{3} in subasction {2), “Iocal newspapar” means any newspapsr distributed in the
area in which the limited lizbiitty partnership carrles on bul_lmss.

While disciosure of 1he fagi that & firm is an LLP and 1he efiec of the iimitation of
parners’ fiability is not a legisislive requirement that must be enacied by a profession,
ihe Law Society believes it is appropriste as & matter of professional responsibility
that at a minimum, ¢lients be told of the nature of the limited liability of the pariners
resulting from the new practice siructure, Although public nofice i effeciively
accomplished through the regisiration as an LLP under ihe Business Namas Act,
clients, within the general public, maintsin urigue relgtionships with law firms.
Aecordingly the by-law obliges Inwyers to make the appropriate disciosure 1o dients st
the fime a firm continues as a LLP. .

If & written form of notice 1o clients is Lo be sent, law finns are encouraged 1o design
their own communications respecting the disclpsure requirement and customize them
Bs they see fit for their perticuler clients. To the extent that lawyers may find it vseful,
2 sample letter, appearing below, may be considered an example of 3 communication
on disclosure. . - .

Sample Disclosure Letter for LLPs
Dear Client:

Effective {date), the firm of — has become a limited liability
parinership, as permitted by amendments to the Partnerships Act
and the Law Society Act. The firm is now know as — LLP.

As the name suggests, the partnership carries on the practice of
law with a degree of iimited liability. The partners in a limited
liability parinership are not personally liable for the negligent acts
of another partner or an employee who is directly supervised by
another partner. Each pariner is personally liable for his or her own
actions and for the actions of those he or she directly supervises
and conirols. The parnnership continues 10 be liabie for the
negligence of its partners, associates and employees, and
accordingly there is no reduction or limitation on the liability of the
parinership. Al of the finrm's assets remain at risk.

Liability insurance protection for the members of the partnership
continues, and minimum insurance requirements, as regquired by
the Partnerships Act, have been established for LLPs by the Law
Society. The Law Society has determined that the liability
insurance coverage for an LLP is that maintained individually by
the partners.

The limitation on fiability is the only change to the parinership
resulting from the jegislative amendments and this change will not
affect our firm's relationship with you as a.client. We would be
happy 1o answer any questions you have about our limited liability
partnership.

Firms may also choose to publish 8 nolice in 2 local newspaper as provided in
subsection 2{2} of the by-law. Such nofices should be complete and clear enough for
clients 1o understand the nalute of the limitalion on the ffabllity of the fim.

Taxation lxsups

Law firms should consuh wilh their 1ax advisors with respect 1o any tax consequences
that mey fiow from continusnce of a general partnership as an LLP, or any other
mitters thal mey impact on the firm because of the new praciice siructure,

http://www.lsuc.on.ca/services/services_liability_en.jsp
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Limited Liabliity Partnerships Ordinance (Drafi)

LIMITED LIABILITY PARTNERSHIPS

To establish limited liability partnerships.

1. Short title

This Ordinance may be cited as the Limited Liability Partnerships Ordinance.

2. Interpretation

(I)  “foreign limited liability partnership” means a limited liability partnership
formed under the laws of another jurisdiction.

(2)  “limited liability partnership” means a partnership, other than a limited
partnership, that is formed or continued as a limited liability partnership
under section 8 or 9.

3. Application

This Ordinance shall apply to partnerships carrying on business in Hong Kong.’

4. Constitution of limited liability partnerships

Limited liability partnerships may be formed in the manner and subject to the
conditions by this Ordinance provided.*

! See article “Limited Liability Partnerships & Limited Liability Limited Partnerships”, J. William Callison,
p.3 II(e)

2 RBill 6, para.l

3 52, Limited Partnerships Ordinance, Hong Kong

§3(1), Limited Partnerships Ordinance

77075v10
(Aug 2004) 1



Limited Liabiftity Parfnerships Ordinance (Draft)

5. Law as to private partnership to apply

Subject to the provisions of this Ordinance, the Partnership Ordinance (Cap. 38), and
rules of equity and of common law applicable to partnerships, except so far as they are
inconsistent with the express provisions of the Partnership Ordinance, shall apply to
limited liability partnerships that are not foreign limited liability partnerships.’ ©

0. Liability of partners

(D

@

(3)

4)

)

Subject to subsection (2), a partner in a limited liability partnership is not
liable, by means of indemnification, contribution, assessment or otherwise,
for debts, obligations and liabilities of the partnership or any partner,’
whether arising in tort, contract or otherwise, which are incurred, created
or assumed by the partnership or any partner while the partnership is a
limited liability partnership solely by reason of being a partner or acting
(or omitting to act) in that capacity or rendering professional services or
otherwise participating in the conduct of other business or activities of the
limited liability partnership.®

Subsection (1) does not affect the liability of a partner in a limited liability
partnership for the partner’s own negligence® or any wrongful act or
misconduct committed by him or her while rendering professional services
on behalf of the limited liability partnership.'°

A partner in a limited liability partnership is not a proper party to a
proceeding by or against the limited liability partnership for the purpose of
recovering damages or enforcing obligations !! arising out of debts,
obligations or liabilities for which, because of subsection (1), he is not
liable.

The protection from liability given to a partner by subsection (1) shall not
be construed as offering any protection from claims against the partner’s

interest in the partnership property'?.

This section does not apply to a foreign limited liability partnership.

% 5.6, Limited Partnerships Ordinance;
% 5.45, Partnerships Act, RSO 1990, Ontario

" Bill 6, para 2(2)

8 526(b), Article 3 of New York State Consolidated Laws on Partnership

? Bill 6, para 2(2)

19 $26(c)(i), Article 3 of New York State Consolidated Laws on Partnership
' Bill 6, para 2(2)
12412, Partnership Act, Alberta
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Rules as to interests and duties of partners™

(H Subject to any agreement, express or implied, between the partners, a
pariner in a limited liability partnership shall not be liable to pay or
contribute toward losses arising from a liability for which the partner is
not liable under section 6; and

(2) a partner in a limited liability partnership is not required to indemnify the
firm or other partners in respect of debts or obligations of the partnership
for which a partner is not liable under section 6.

Formation of Limited Liability Partnerships

A limited liability partnership that is not a foreign limited liability partnership is
formed when two or more persons enter into a written agreement that,

(a) designates the partnership as a limited liability partnership; and

b states that this Ordinance governs the agrccmcnt.14

Continuance of Limited Liability Partnerships

A partnership that is not a foreign limited liability partnership, may be continued
as a limited liability partnership if all of the partners,

(a) enter into an agreement that continues the partnership as a limited liability
partnership and states that this Ordinance governs the agreement; or

(b) if there is an existing agreement between the partners that forms the

partnership, amend the agreement to designate the partnership as a limited
liability partnership and to state that this Ordinance governs the

Upon the continuance of a partnership as a limited liability partnership under

para 4; s24(1) and (2.1) of Partnerships Act, R.5.0. 1590

7.
8.
9,
agreement.
10. Effect of continuance
section 9,
1* Bill 6,
1 Bili 6, para.6 , 44.1(1)
" Bill 6, para.6 , 44.1(2)
77075v10
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11.

12.

13.

(a)

(b)

the limited liability partnership possesses all the property, rights and
privileges and is subject to all liabilities, including civil and criminal and
all contracts, disabilities and debts of the partnership which were in
existence immediately before the continuance; and

all persons who were partners immediately before the continuance remain
liable for all debts, obligations and liabilities of the partnership that arose
before the con’tinua.nce.“5

Registration of business name

No limited liability partnership formed or continued by an agreement governed by
this Ordinance shall carry on business unless it has registered its firm name in
accordance with the Business Registration Ordinance (Cap 310).

Name of limited liability partnerships

The name of a limited liability partnership mentioned in section 11 shall contain
the words “limited liability partnership” or the abbreviations “LLP” or “L.L.P.” as
the last words or letters of its name.!”

Foreign limited liability partnerships

€y

(2

(3)

No foreign limited liability partnership shall carry on business in Hong
Kong unless it has registered in accordance with the Business Registration
Ordinance.

To amend or cancel a registration of its firm name, a foreign limited
liability partnership shall register an amendment or cancellation of a

registration in accordance with the Business Registration Ordinance.

The laws of the jurisdiction under which a foreign limited liability
partnership is formed shall govern,

(a) its organisation and internal affairs; and

(b) the liability of its partners for debts, obligations and liabilities of or
chargeable to the partnership or any of its partners.

' Bill 6, para 6, 44.1 (3)
' Bill 6, para 6, 443 (3)
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(4) Subsection (3)(b) shall not limit the liability of a partner in a foreign
limited liability partnership for tort under the law of Hong Kong.

(5) Every foreign limited liability partnership shall,

(a)  conspicuously exhibit on every place where it carries on business
in Hong Kong the name of the foreign limited liability partnership
and the country or territory in which it is formed; and

(b} cause the name of the foreign limited liability partnership and the
country or territory in which it is formed to be stated in legible
letters in all bill-heads and letter paper, and in all notices and other
official publications of the foreign limited liability partnership.

(6) A person may serve a notice or document on a foreign limited liability
partnership at its Hong Kong place of business, if any, or its address
required to be maintained under the laws of the jurisdiction of formation
or its principal office address.

(N The name of a foreign limited liability partnership shall contain the words
“limited liability partnership” or the abbreviations “LLP” or “L.L.P.” as
the last words or letters of its name.

77075v10
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Annexure 6
LIMITED LIABILITY PARTNERSHIP

Report of the Working Party on Limited Liability Partnership

ONTARIO CUM NEW YORKX MODEL: ADDITIONAL QUESTIONS FOR
LEGISLATURE '

In the previous annex we have proposed simple legislation for a2 Hong Kong LLP, believing
its simplicity is one of its virtues.

In our paper we mention features of partnership models of LLP which,'while not essential,
might attract the legislature. This annex summaries alternative options.

I.

(W3]

77600

The LLP legisiation might allow majority of partners to agree that all or specified
partners are liable for all or specified debts of the partnership, as in section 26(d) of the
New York State Consolidated Laws on Partnership.

This provision could give the LLP valuable flexibility insofar as majority of partners
could waive partners’ protection from liability.

New York law requires the LLP’s registration to state whether all or specified partners
are liable as authorised section 26(d).

Our legisiation follows the Ontario model insofar as it provides that:

. a foreign LLP must register under the Business Registration Ordinance before it
can carry on business in Hong Kong

» the law of the foreign LLP governs its organization and internal affairs and the
liability of its partners for debts, obligations and liabilities of the firm and its
partners.

We though Hong Kong would want foreign LLPs to register, and the recognition of
their law is a quid pro quo. The legislature my wish to consider whether to reply on
the Hong Kong doctrine of conflict of law rather than recognise the foreign law of the
LLP. As there is uncertainty about the applicable doctrine, we thought that the clear
recognition of the foreign law was helpful. :

In the light of our conclusion in paragraph 5.10, we have departed from the precedent
of Ontario and New York law by not limiting the Hong Xong LLP to professional
practice. '

We have disregarded the Ontario Partnerships Act by not requiring that the Hong Kong
LLP have minimum levels of insurance cover. This is consistent with our conclusions
that regulators or market forces will ensure the LLP is appropriately insured.
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