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CHAPTER 1

THE CONCEPT OF CORPORATE GOVERNANCE AND ITS IMPORTANCE

1.1

1.11

BACKGROUND

Business enterprise is the lifeblood of Hong Kong and small and medium
enterprises (SMEs) are a dynamic part of the economy. In the past two
decades labour intensive manufacturing has been relocated to Southern
China and Hong Kong is now dominated by service industries which
are less labour intensive. The past history of Hong Kong has shown the
viability of Chinese family businesses but according to The Family and the
Business Survey conducted in 2002 by Grant Thornton and the University
of Hong Kong, the recent trend is towards more personal ventures than
family business. The emphasis is shifting to preservation of personal
wealth rather than dynastic succession. Growth enterprises, particularly
emerging ones with good business ideas and potential, often do not fulfill
the profitability/track record requirements of the Main Board of the Stock
Exchange of Hong Kong (“Main Board”). For them the Growth Enterprise
Market of the Stock Exchange of Hong Kong (“GEM") has been designed
to bridge this gap.

According to the Survey carried out for these Guidelines the majority of
Hong Kong SMEs are sole traders, partnerships, family companies and
private companies. These are typically small business units with 10 or
less staff and highly centralised management with the decision making
vested in a few individuals. Perception and knowledge of governance
issues tend to be at a most basic level but corporate governance systems
become more sophisticated as firms grow in size and their operations
become more complex.
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1.2

1.21

1.2.2

1.2.3

1.2.4

1.25

FUNDAMENTAL CONSIDERATIONS

In designing appropriate corporate governance for Hong Kong it is
important to consider international trends but at the same time to guard
against impractical and costly reforms. The corporate system in Hong
Kong follows the UK rather than the US model and concentrates on a
combination of legal and self regulation. In any event, to date, both the
US and UK models are designed for listed public companies, not SMEs.

Corporate governance is about control and accountability. The UK
Cadbury Report on the Financial Aspect of Corporate Governance (1992)
defined corporate governance as “the system by which companies are
directed and controlled”.

Corporate governance is also about the advancement of shareholder
wealth through greater efficiency resulting from the accountability
of management and the board to shareholders and creditors. Good,
performance driven, governance thus supports wealth creation, which in
turn drives more investment and employment. The key is to ensure that
the corporate governance agenda is focused on improving performance
and not just bogged down in conformity and compliance.

Fundamental corporate governance, as it stands currently in Hong Kong,
consists of a core of legal rules which are contained in the Companies
Ordinance. These deal mainly with the board of directors and meetings of
shareholders and duties and remedies. Listed Companies are regulated
by the Securities and Futures Commission and the Stock Exchange
of Hong Kong. In addition there is a growing system of self regulation
promoted by professional bodies such as The Hong Kong Institute of
Directors and the Hong Kong Institute of Certified Public Accountants
to supplement the letter of the law and regulations. Finally, there are of
course business ethics.

Corporate governance as its name suggests, is primarily designed for
companies. Indeed in the past, corporate governance codes have been
drafted with listed public companies in mind. However, these guidelines,
while drafted with companies in mind, contain provisions which will
be helpful to those SME businesses which are not incorporated. We
also deal separately with specific issues concerning sole traders and
partnerships.




1.3

1.3.1

1.3.2

1.3.3

SMALL AND MEDIUM ENTERPRISES IN HONG KONG

The Hong Kong SAR Government generally defines small and medium
enterprise (SME) as any manufacturing business which employs fewer
than 100 persons in Hong Kong or any non-manufacturing business
which employs fewer than 50 persons in Hong Kong. This covers
a variety of types of business; sole traders, partnerships, listed and
unlisted, family and closely held companies. Listed companies are
subject to more rules including the SEHK Listing Rules for the Main
Board or GEM and the systems of corporate governance mandated by
them.

SMEs numbered about 260,000 as at September 2008. They are 98%
of the total business establishments and provide jobs for about 1.2
million people which is about 50% of total employment (excluding the
civil service). A majority are in the import/export business, followed by
wholesale and retail traders, restaurants and hotels. It has been thought
necessary to develop these guidelines for all SMEs to ensure that all
significant businesses in Hong Kong aim towards a standard of corporate
governance unprecedented in other countries. SMEs are a significant
source of economic growth in Hong Kong and it is important that they too
share the good reputation of bigger businesses in Hong Kong .

SMEs in Hong Kong currently face new challenges from fast changing
market conditions and globalisation. They need to attract equity and
debt finance. Many seek greater opportunities in Mainland China and
need more sophisticated business structures. The SME Development
Fund, a fund which has been established by the Government of the
Hong Kong Special Administrative Region and administered by the Trade
and Industry Department to provide financial support to projects which
will enhance the competitiveness of Hong Kong's SMEs, has therefore
provided the funding for the drafting of these Guidelines. The aim of
the Guidelines is to provide basic guidance for SMEs to assist them
in achieving structures which will facilitate and enhance growth and
profitability.

13




14

1.34

14

1.41

1.4.2

In the majority of SMEs, ownership and control are in the hands of
a single individual and issues of accountability normally do not arise
unless the business becomes insolvent or acts in breach of the general
law. However, even in such cases, appropriate systems and practices
will increase the probability of further success. SMEs which are family
companies have their own structural complications which are discussed
in Chapter 3.

THE ECONOMIC IMPORTANCE OF GOOD GOVERNANCE

The importance of supplementing law by a good system of self regulation
has been recognised in Hong Kong for some time and Hong Kong has
been recognised as having one of the best systems in South East Asia
for public listed companies. The OECD and World Bank have stressed the
importance of good corporate governance for the following reasons:

(@) There is the link between corporate governance and investment
and economic growth. It is not only the quantity of investment
which matters. It is how efficiently this is allocated and monitored.
Corporate governance has a crucial impact on all three.

(b)  The legal component influences how we mobilize capital by
defining property rights and guaranteeing credible information.

(c)  Corporate governance as a whole is seen as a constituent element
of equity risk. Bad corporate governance signals misuse of
information and a high probability of expropriation of shareholder
value.

A McKinsey & Co study of July 2002 Global Investor Opinion Survey
showed the average premiums that the overwhelming majority of
investors will be willing to pay for companies with good corporate
governance. These averaged 12-14% in North America and Western
Europe and 20-25% in Asia. More than 60% of investors state that
governance considerations might lead them to avoid companies with
poor governance and a third would avoid countries with that reputation.
Surveys done by Wiltshire Associates of the USA in the companies
targeted by Californian Public Employees Retirement Fund (CalPERS)
for poor governance showed that they subsequently improved their
performance considerably. More recently, a report by CLSA (Credit




1.4.3

15

1.51

1.5.2

Lyonnais Securities Asia) on Emerging Markets around the world
indicates that in many markets, companies with good corporate
governance have outperformed their indices in recent years and move to
valuation premia. The research shows that companies with governance
are also those with high ROEs (return on equity) and the largest value
creators on an EVA (Economic Value Added) analysis. Governance
issues in the survey included: management discipline, transparency,
independence, accountability responsibility, fairness and social
responsibility.

The market can only make the best decisions regarding allocation of
capital if there is proper disclosure. Effective monitoring depends on
sound procedures, clear lines of authority and incentive schemes.
Globalisation affects this because of the

o Growing importance of the private sector.

° Growing international institutional investment.

° Growing international interdependence through technology.

° Changing patterns of competition.

CORPORATE CULTURE AND BUSINESS TRADITIONS

Hong Kong inherited the British model and the Companies Ordinance has
been strongly influenced by the UK model but increasingly Hong Kong

as an international financial centre, pays attention to other international
influences.

As the system of law fosters business entrepreneurism with modest
restraints, a strong element in the corporate system of Hong Kong in
the past has been the prosperity of the Chinese family business. It is
important that such entrepreneurism continues and is not enmeshed
in unnecessary regulation. Good governance is best when it is adopted
voluntarily. An established track record of good governance will ultimately
pay off.

15




1.6 INTERNATIONAL DEVELOPMENTS

1.6.1 In the past, corporate governance has been regarded as part of the
social governance of a particular society. Hong Kong inherited the UK
model which was then adapted to the needs and interests of Hong
Kong business. Other major systems are the US model which combines
considerable freedom of transactions in its Business Corporations
legislation while enforcing a tough system of securities regulation for
listed corporations; the German model with its two tier board system,
considerable bank involvement and more emphasis on debt capital; and
the Japanese model which is based substantially on the Keiretsu system
of interlocking companies as satellites around a main bank.

1.6.2 With the growth of a market economy in the PRC, a diminishing
proportion of China’s economy is dominated by State capital and
public ownership. Since the early 1990s there has been an increase in
globalisation and as part of this, there has been increasing stress on
improving corporate governance. The South East Asian Financial Crisis
pointed to defects in governance in the region. Hong Kong was given
a good rating but was still prejudiced by the effects of the Crisis in the
region.

1.6.3 In 1998 the OECD prepared a report on corporate governance based
on the work of an international committee. This identified certain
fundamental parameters, namely:

° The maximisation of shareholder value.

° Increased transparency and independent oversight of management
by boards.

° Voluntary adaptation and evolution of good practice in an
environment of globally understood minimum standards.

o The possibility of universal minimum standards in areas such as
accounts.

16




1.6.4

1.6.5

1.6.6

The OECD Principles have been taken up as a useful international
benchmark by many countries. They have also been endorsed by the
IMF and World Bank. They have been followed by Regional Round
Table meetings and Hong Kong has participated in these meetings. The
OECD Principles have been used by the China Securities Regulatory
Commission of the PRC in drafting its Principles for Listed Companies.

Corporate governance systems set out rules aiming at:
o Defining governance roles and
o Improving the governance process.

The first deals with matters such as the role of a board of directors
and its relationship to the general meeting and shareholders and
management; the role of the chair and individual directors including the
CEO. It also deals with board meetings, board committees and general
meetings and relates to best practice which supplements the legal
requirements.

Improving the governance process deals with determining appropriate
responsibilities for strategy; delegation; monitoring, compliance and risk
management.

Many of the developments in international corporate governance
have been made in connection with listed public companies. Only a
small proportion of SMEs in Hong Kong fall into this category. For this
reason some of the principles and procedures recommended for such
companies have little or no relevance to many SMEs in Hong Kong. It is
important, therefore, to discern those principles and procedures which
are of relevance and which can be adapted to the needs of SMEs. We
shall deal specifically with that question in Chapter 2.

17



CHAPTER 2

WHAT GOVERNANCE PRACTICES DO HONG KONG SMEs NEED?
2.1 THE NEED FOR GOOD GOVERNANCE

2.1.1 Corporate Governance, as we saw in Chapter 1, is the system by which
companies and like organisations are controlled and made accountable.
All companies, even those owned and operated by a single entrepreneur
are controlled and governed somehow; some well and some poorly.

2.1.2 The basic purpose of all commercial companies is to preserve and
enhance the investment which created them, not just in the short term
but in perpetuity. Good governance practices can increase the chances
of wealth creation in the short term, but they can make a much greater
difference in the longer term, partly through creating confidence in those
on whom the company depends.

The fundamental reason for seeking to improve the governance of
companies is to help them preserve and enhance their investment, to
create wealth more efficiently — in the long term as well as the short.
In all cases better governance helps companies achieve their chosen
objectives more effectively, and at lower cost, and it also reduces the
risk of insolvency and other disasters which can prevent them from
achieving their objectives. Structures and practices that help companies
to be successful in the short term are complex enough, but longer term
success and the avoidance of disaster involves additional considerations.
In addition the support, or at least the acceptance, of the company’s
stakeholders [usually customers, creditors, suppliers, employees and the
community within which the company operates] must be maintained, and
as the company grows, more has to be done in this area.

2.1.4 In most SMEs, ownership and control are in the hands of a single
individual and issues of accountability do not arise. In such companies
the intuition and experience of a brilliant entrepreneur can go a long
way to create wealth and control risks, but in all companies the use
of appropriate systems and practices will increase the probability of
success. Indeed, family companies have their own special problems,
mainly associated with succession and the mixture of family and
business roles, which can lead to disaster if they are not well managed.
[See Chapter 3]
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2.1.7

In those companies in which ownership is separated from control,
effective accountability is essential to good corporate governance.
Shareholders delegate most of the powers of ownership to the boards
they elect, and the boards appoint managements and delegate some
powers to them. Since some managements and boards tend to neglect
their responsibilities, by acting in their own interests or by failing to fulfill
their duty of care, governance mechanisms which enhance accountability
become important. This issue becomes central for listed companies
and it is now recognised, not only that most shareholders will pay a
substantial premium for the shares of well governed companies, but that
the credibility of all companies listed on a given stock market depends, in
part, on the standards of governance maintained.

This is of particular importance to Hong Kong which must compete
with powerful neighbours. The availability of foreign capital, its price,
and the readiness of foreign counterparties to enter into commercial
relationships depend, to a considerable extent on trust and a reputation
for good corporate governance will go a long way to strengthening the
Region’s economic position and to making Hong Kong a more attractive
place to do business. While this is principally a matter for the larger listed
companies, a reputation for good governance among the SMEs is also
important.

As companies expand and become more complex, good governance
becomes more difficult and more important. Larger companies usually
have a larger set of stakeholders, and they employ more managers
and executives to whom they delegate authority. Managing these
relationships requires systems and policies. As soon as ownership is
divided and other shareholders appear, issues of accountability emerge,
until in large listed companies with a fragmented shareholding, they
become dominant.

19
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The Response

2.1.8

2.1.9

For many decades and in many countries, companies have been
developing and improving the systems and practices of good governance.
Most of the advances have been made in large listed companies where
substantial resources have been committed to the task, where the abuse
of power has been more obvious, and where collapses have had more
serious consequences. Some of the sophisticated systems which have
been developed are not appropriate for most SMEs, but many practices
developed in large companies have been found valuable even in smaller
companies, though often in a simplified form. Larger and more complex
SMEs usually find that their performance is enhanced by adopting more
of the sophisticated governance practices worked out in the large listed
companies.

There are substantial differences in the ways in which companies are
governed and it is important to recognise that there is no single approach.
No simple blueprint applies to all situations, and differences in firm size,
ownership structure, complexity, traditions and the personalities involved
can, and should, make a great deal of difference to the way companies
are governed. Nevertheless there are important underlying principles of
proven worth which are likely to increase the chances of survival and
success.

2.1.10 The most fundamental are that all companies must:

(a)  Comply with the law.
(b)  Earn the respect, or at least the tolerance, of their stakeholders —
customers, creditors, employees, suppliers, and the communities

within which they operate.

(c) Lower the cost of capital by establishing and maintaining a sound
reputation.

(d)  Identify and manage the risks facing them.

(e)  Adopt and develop systems which enhance the quality of decision
making.




2.1.11 Many practices have been developed which will assist toward these
ends. It is for each company to review what has been developed
elsewhere and to ask “does this apply to us?” To provide guidance on
which practices are likely to be appropriate to a particular company it is
helpful to divide them into five categories.

PRINCIPAL CHARACTERISTICS

2.2 CATEGORY 1: Small entities owned by single individuals. Operations
may involve a few family members.

2.2.1 The smallest enterprises are owned and managed by a single individual
who, in some cases, is assisted by a small number of family members;
most enterprises in Hong Kong are of this type. Some are registered as
companies but many are operated as sole traders without the benefit of
limited liability. In such enterprises the owner has no need to consider
other shareholders or non-family employees, but will certainly have to
satisfy customers, maintain the confidence of suppliers and possibly
creditors, and will have to establish a sound reputation in the community
in which the enterprise operates. Unless the entrepreneur is able
to provide all the necessary capital for expansion the most pressing
problems may be ensuring that the company creates and sustains
credibility in the eyes of its bankers or other lenders. However successful
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the entrepreneur is, he must face the possibility that he may become
temporarily or permanently incapacitated, and if the business is to survive
and be carried on by other family members there must be sufficient
records and documentation to allow them to understand it. If the founder
wishes to sell the business at any stage its value will depend on what a
purchaser can earn from it, and good systems and documentation will
make a great difference.

For these purposes the following systems and practices will be important
for governing the company well, and will constitute a minimum standard
of good governance:

(a)

(b)

Credible accounts and a simple system of internal control which
enable the entrepreneur to know what is really going on in the
business, and also enable the lenders to accept them as reliable.
Similar to large companies, it is equally important for small
companies to keep accurate and up to date records of revenue,
expenditures, debtors and creditors, and as companies grow and
become more complex, these categories will be sub-divided and
additional measures will be found to be useful. Record keeping
is likely to develop from a simple hand written ledger to quite
sophisticated computer programmes. Such accounts may be
important for taxation purposes. Their preparation will frequently
require the part time assistance of a professional accountant who is
able to advise on record keeping and presentation.

A simple, written business or strategic plan which defines the
company’s objectives and the chosen route for reaching them.
Good plans usually include an analysis of the company’s strengths
and weaknesses, and the opportunities and threats which it faces
[a SWOT analysis]. A good plan may make use of any industry
statistics or inter-firm comparisons which are available, and prudent
entrepreneurs will check what sources of relevant government
information are available. Such a plan will assist the entrepreneur
to improve business decisions, and a coherent and logical plan will
contribute to the company’s credibility in the eyes of lenders. The
effort of putting the plan down in writing and reviewing it each
year will probably be well worth the while, even for very small
enterprises.




CASE STUDY 1: Bank Loan

An entrepreneur started a street stall with his personal savings and
through good personal relations with his customers and a canny knack of
buying the right products at the right time, built his business rapidly. He
realised that his success could be repeated in several other local areas but
he lacked the capital necessary to buy equipment and stock. His family
was unable to lend him enough to expand and he turned to his bank for a
loan. The bank manager was sympathetic but wanted reassurance about
interest and repayments. He asked for a written plan which set out how
the money was to be used and how much would be earned from it. The
stallholder had always relied on his instincts and had never produced a
plan, let alone a written one, but when he came to set out his thoughts he
was surprised to find that several new ideas came to mind. He talked the
plan through with his brother who pointed out several risks which he was
able to take into account. The bank manager was also helpful and told him
several stories about the steps other entrepreneurs had taken on the way
to success. By the time the loan had been obtained the stallholder felt that
the plan was worth almost as much as the loan.

(c) A simple set of performance indicators, including a budget and a
system for monitoring debtors and creditors, will also be valuable;
it will enable the entrepreneur to monitor whether the company is
performing in accordance with the plan.

(d) A simple analysis of the risks facing the company and basic policies
for managing them will assist the entrepreneur to avoid disaster. All
enterprises face a considerable number of risks which can change
from time to time, and it is well worth the while considering them
and working out what steps can be taken to reduce the chance of
them occurring and the consequences if they do occur.

(e)  One of the most significant risks is that of infringing the law in
such areas as consumer protection and environmental protection.
A well governed enterprise will be aware of the laws with which it
must comply and will adopt appropriate compliance policies; this
may require external professional advice. Compliance with the law
and conformance with community standards will help protect the
company'’s reputation and the respect in which the company is held
in the community in which it operates.
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23

2.3.1

23.2

Those enterprises which are registered as sole proprietorships need not
have their accounts audited, but those registered as companies must
submit audited financial statements.

A single entrepreneur is not required to have a board of directors, and it
is unlikely that he would find it economic to establish one, but in order
to help the entrepreneur think outside the square, and to take advantage
of a number of perspectives, the involvement of one or more friendly
part time advisers, such as the company accountant, would probably
be valuable. Scheduled meetings between the entrepreneur and his
adviser[s] would create a framework which will focus attention on
objectives and longer term issues and is likely to make a constructive
contribution to the quality of decision making.

Some form of succession plan will also be important. It should make
provision for the continuance of the business if the entrepreneur dies,
becomes unable to manage the business, or wishes to retire. [See
Chapter 3]

CATEGORY 2: Larger entities employing non-family people. Owners
may include a few family members or outsiders.

As enterprises grow in size, they will employ people other than close
relatives, some of whom are likely to be strangers in the first place.
The pattern of ownership may also change with the entrepreneur
bringing one or more family members into the business, perhaps as
designated successors with recognised rights. Some may contribute
additional capital. Some enterprises in category 2 are partnerships whose
partners are exposed to unlimited liability, and many are incorporated as
companies.

Such enterprises will find value in all of the systems and practices used
by those in category 1 but will have to develop them in greater detail:

(@) The larger size of category 2 enterprises makes the accounting and
internal control process more complex and more important. The
entrepreneur may no longer be able to watch over all the operations
and may need formal systems to check on activities he cannot
supervise directly.




(b)

(c)

(d

The business plan is also more likely to be more detailed and it may
need to span a longer time horizon, perhaps three, or even five,
years. It will also be more important to review it annually.

Larger and more complex companies need more performance
indicators and the process of collecting the relevant data and
presenting it in a usable form will require closer attention. Both
financial and non-financial performance indicators will be found
to be valuable. The most important financial indicator is the
budget, and cash flow statements, balance sheets, and regular
reports on the level of debtors and inventories will also be helpful.
Non-financial performance indicators can give early warning of
developing problems and usually cover relationships with the
company's principal stakeholders; they may deal with customer
satisfaction, staff morale, productivity etc.

Because larger companies will probably engage in a wider range
of activities, the number and variety of the risks they face will
be greater. A risk is the chance of something happening which
will prevent the company from achieving its objectives. Risk
identification and risk management will therefore assume greater
importance. A formal process of evaluating the risks facing the
organisation may be worth the while. It is best to evaluate risks
according to the likelihood of occurrence and the consequences if
they do occur. This can be done quite simply by making a list of all
the risks faced by the company and giving them two scores, on the
following basis:

Likelihood of occurrence
almost certain
likely

moderate

unlikely

rare

- N W phro

Consequences of occurrence
catastrophic

major

moderate

minor

insignificant

5
4
3
2
1
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When the scores are multiplied together any risk which has a
combined score of 15 or more probably requires a specific policy to
deal with it.

(e)  Written policies for managing the most serious of the risks are likely
to help avoid disaster.

(f)  If several family members are taking an active role in the company,
the succession plan will assume far greater importance and will
have to be understood and agreed by the up-coming generation.
It may well involve a formal family agreement with recognised
shareholdings and an external valuation of the company.

(@ Whether the founder intends to pass the business to his heirs,
or to sell it to an outsider, controls systems and records that will
allow new managers to understand the business and continue its
prosperity are essential.

CASE STUDY 2: Founder’s Retirement |
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In addition to the governance practices relevant to category 1 enterprises,
the following will be found valuable:

(a)

(b)

(c)

(d

Simple policies covering remuneration and other human relations
issues such as incentives, discipline and dismissal. If these are, and
are seen to be, fair to all, they will help the company attract good
employees and maintain the loyalty and enthusiasm of those who
are employed.

Since these enterprises are likely to be larger and more complex,
some decisions will have to be made by managers or executives
other than the entrepreneur and simple policies to guide decision
making will be necessary so that the company is perceived to be
consistent and reliable. Policies covering purchasing and sales are
likely to be particularly relevant, but careful regard to all issues
which could affect the company’s success and reputation will also
be important.

If family members have been brought in to take positions of
responsibility in the company, consideration should be given to
securing their continued loyalty, and making them feel fairly treated,
by making them part owners of the business and including them
on the board. If the owner dies, or becomes unable to continue to
manage the business, such an arrangement will also help to secure
the future of the company.

If capital has been contributed by anyone other than the original
entrepreneur, a system must be introduced which allows all
concerned to understand the company’s financial situation and feel
comfortable that they are being treated fairly. Since borrowings
are likely to be larger than in the case of category 1 enterprises,
relations with the bank, or other suppliers of loan capital will
probably require greater care and more formal governance
procedures and mechanisms are likely to be required.
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2.3.6

2.3.7

Many category 2 enterprises seek assistance from external accounting
firms and have their accounts audited. All companies are required to
produce audited financial statements, and larger partnerships and sole
proprietorships are likely to find it in their interests to seek an audit
opinion. Valuable external advice can be obtained from professional
accounting firms and the entrepreneur is likely to find it valuable to be
able to take advice on a wider range of issues.

Since any investors, other than the founder, are likely to be few in
number and able to exert influence directly, there is no need for a
representative accountable board, but a simple board structure, perhaps
constituted as a board of advisers, may be valuable.

Boards of advisers can be appointed by those who control enterprises
and asked to provide advice on selected matters. In some cases an
entrepreneur may offer his chosen advisers a formal contract, but more
often appointments will be made on the basis of an oral agreement.
Since the members of a board of advisers are not able to control
management, or ultimately remove the CEO, they should not put
themselves in a position in which they can be held accountable for the
company's performance. It is therefore important that they should be
given specific terms of reference in relevant documentation, such as a
company's Memorandum and Articles of Association to make it clear that
legally the members of the board are advisers and not legally directors. In
some circumstances it may be appropriate for a governing director to be
appointed with clearly designated powers. The entrepreneur is then able
to refer chosen matters to the board for consideration, but is not obliged
to follow their advice.

The establishment of such a board of advisers offers benefits to the
entrepreneur:

(@) The establishment of a framework of board meetings, which
involves the setting of agendas, the preparation of board papers,
the recording of minutes, and the need to explain developments,
opportunities and threats, creates a discipline which causes the
entrepreneur to lift his eyes from day-to-day events and pressures
and to focus on longer term objectives and more strategic issues.




(b)  Effective members of the board of advisers ask tough questions
that management might not ask itself, and thus they provide a
perspective which enhances judgement and decision making by
causing the entrepreneur to consider more deeply and to think
outside the square.

CASE STUDY 3 : Entrepreneur’s New Director

An entrepreneur who had built a printing business employing forty
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people found that the volume of business and the growing complexity
of the company were causing him to focus on the day-to-day pressures
of running the company, and that some of his decisions were becoming
inconsistent. He decided to appoint his accountant as a director and to
hold regular meetings with him. In order to make the meetings effective
he produced agendas, a few papers on important matters and appointed
a part-time company secretary to take minutes of the meetings. The new
director asked many questions about the operations of the company, and
about why major decisions had been taken or were being proposed. The
entrepreneur found that he was being forced to think through the issues in
a more deliberate way than he had done previously, he checked his facts
more carefully and the process of explaining the business led him to a
deeper understanding of it. He found that cost benefit analyses and SWOT
[strengths, weaknesses, opportunities and threats] analyses were valuable
tools. After a year he was asked whether the appointment of the new
director was worth the while. “It was the best decision | ever made"” he
replied. “l am looking for a second director who comes with a different set
of experiences.”

CATEGORY 3: Medium sized companies with several shareholders,

or unincorporated partnerships.

1 Companies which have several shareholders, whether members of the

family or not, have moved into category 3. Many will be family companies
in which second or third generation family members have been granted
legal rights. Some companies may have non-family investors, and this
category also includes some larger unincorporated partnerships. Some
of the companies in this category may be seeking, or have sought, the
investment and assistance of venture capitalists and, as a consequence,
have accepted additional disciplines over their operations. In any event
the additional shareholders bring additional responsibilities: once the
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entrepreneur is no longer the sole owner, he will no longer be able to
do as he pleases with his company; the law requires him to act in the
interests of the company, which for most practical purposes means the
longer term interests of the shareholders as a whole.

2.4.2 Category 3 companies will probably be larger than the enterprises in
categories 1 and 2, and will have more employees, some of whom are
likely to have executive responsibilities. These companies are more likely
to be medium than small companies.

CASE STUDY 4: Founder’s Retirement Il

2.4.3 Category 3 companies will need all the governance systems and
practices outlined for category 1 and 2 enterprises and will need to
develop them more fully. In particular they will need:

(@)  Systems of internal control which are robust enough to support
annual accounts which are sufficiently reliable to maintain
the confidence of investors, and which are capable of helping
management to make good decisions.
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(b)

(c)

(e)

Objectives and plans which are sufficiently clear and consistent to
win and maintain the confidence of investors as well as lenders.

An understanding of the risks facing the business, and a system for
managing the most important of them, which enables the company
to avoid erratic performance.

Arrangements for establishing an extensive network of policies,
such as those relating to compliance with the law, the employment
of non-family members, and reporting systems, which allow
the CEO to be satisfied that the policies are up to date and are
being implemented thoroughly. Most of these will deal with the
management of the risks that the company has identified [see para
2.3.2]. It is good practice for management to formulate, and the
board to ratify, a policy to manage each major risk, and for these to
be recorded in writing and to be retained in a loose leaf manual so
that they can be reviewed whenever necessary.

A system of performance indicators which enables the CEO to
measure objectively how the company is operating in relation to
the plan, and which provides an objective means of assessing
executive performance.

In addition to the governance practices relevant to category 1 and 2
enterprises, category 3 companies will probably need:

(a)

A written Memorandum and Articles of Association [constitution]
which reserves some powers for the exercise by shareholders in
general meeting. Many companies will choose to adopt the articles
set out in Table A of the Hong Kong Government’'s Companies
Ordinance, but they are free to choose other arrangements.

An accountable board of directors which is seen to fairly represent
the interests of all investors. If there are comparatively few
shareholders it may be appropriate for each of them to be a
member of the board, or for the directors to be people who
are personally known to the shareholders and who enjoy their
confidence. Legally the board receives its authority from the
shareholders and is responsible for the management of the
company. Since the board receives its authority collectively it can
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(c)

(d)

(e)

act only when it meets, and since boards meet only periodically
while management requires continuing attention, the board
itself cannot manage and must appoint management which is
accountable to it.

A system for delegating authority from the board to management
so that everyone knows who is responsible for doing what. It is
valuable for this to be set down in writing either in the CEQ’s letter
of appointment, or the CEO's job description, or a board charter, or
a statement of delegations or a statement of matters reserved for
the board. The latter is usually found to be briefer and more flexible
and is therefore the most convenient. The statement of matters
reserved for the board may include perhaps twenty or thirty items,
but the most important are:

(i) Processes which allow the directors to be satisfied that the
accounts are true and fair, and the internal control systems
robust and reliable.

(i) Arrangements for meeting the auditors and satisfying
themselves about the adequacy of the scope of the audit and
the integrity, competence and independence of the auditors.

(i) A system by which the board involves itself in the formation
of strategy.

(iv)  The means by which the board satisfies itself that the risks
facing the company have been identified, assessed, and the
material ones are being managed.

(v)  Some form of succession planning.

A mechanism for ensuring that the board performs the functions
which it has reserved for itself and refrains from hampering
management by second guessing it on matters which have been
delegated to it.

A system for involving the board and management in setting
the goals and strategies for the company, and for agreeing the
performance indicators which are to be used for measuring
progress towards the objectives.
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(f)  If managers or executives have been employed, it will be necessary
for them to have written job descriptions which ensure that all
concerned know who is responsible for what, and which provide
the basis for regular reviews of management performance. It is
good practice for family members in management positions to have
a clear understanding of their responsibilities and the limits of their
authority.

If the company’'s founder or entrepreneur continues to hold shares
[perhaps a majority of the shares], it is likely that he will be a shareholder,
a director and the CEO at the same time.

(@) As a shareholder, the entrepreneur is entitled to exercise the
powers reserved for a shareholder in his own interests, including
the right to requisition a general meeting of shareholders for the
purpose of removing one or more of the directors if he believes that
to be necessary.

(b) In exercising the powers of a director, the entrepreneur must
act in the interests of the company as a whole, even if those
interests conflict with his interests as a shareholder. Of course all
the directors have equal responsibility and their votes have equal
weight, so that a founder and major shareholder could, at least
theoretically, be outvoted on the board.

(c) In exercising the powers of the CEO, which have been delegated
by the board, the entrepreneur is accountable to the board and is
responsible for carrying out its instructions in accordance with the
policies which have been laid down by it.

These different responsibilities are often difficult to understand, and they
can cause major problems if other shareholders or directors insist on their
legal rights.

The directors of the company, whether family members or not, are also
in a difficult position. They will probably have been appointed by the
entrepreneur, may well be receiving remuneration arranged by him, and
are likely to feel some loyalty to him. On the other hand, as company
directors they owe their loyalty to the company and not to a single
shareholder, and they are required by law to exercise their judgement
independently in the interests of the company.
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2.4.7 The appropriate distinctions are often difficult to make and, in many

25

251

companies, breaches of the principle that management must be
accountable to the board and the board accountable to shareholders
cause serious dissatisfaction among shareholders, and possibly damage
to the company. In category 3 companies the strength and independence
of the board, and other corporate governance principles, emphasised for
listed companies, are beginning to become important.

CATEGORY 4: Large medium private or public companies with a
substantial number of shareholders and with representative boards.

Companies with a substantial number of shareholders, whether they are
part of an extended family or include outside investors, can be classified
as category 4. They may be public or private companies, and some may
be considering listing. In this category there are too many shareholders
for all of them to be members of the board and it is therefore necessary
for them to elect directors to represent them. All members of the board
have a clear duty to act in the interests of the company as a whole and
not in the special interests of any shareholder or group of shareholders.
In such companies there is a real possibility that the interests of the
entrepreneur/CEO may differ from those of some other shareholders
and it is important that the directors exercise independent judgement in
deciding matters of difference.




CASE STUDY 5: Change in Direction

After some years of rapid growth it had become clear that the business
needed a substantial increase in capital and the founder asked four of his
friends to invest in the company. In order to persuade them he produced
a written plan which forecast strong growth and attractive profits. The
friends agreed to contribute the necessary capital on condition that the
founder appointed a board on which they would sit as directors.

The board met monthly and the directors were pleased with the progress
of the business, and delighted with their first dividends. At the August
meeting the founder brought to the board a revised business plan which
laid out a major change in direction. He explained that the changes were
urgent and he asked the board to ratify the plan immediately. The other
directors refused, saying that they needed time to study the plan and to
discuss the changes proposed. The founder argued that he understood
the business far better than they did, but they insisted that as the majority
of the board they had the right to consider and approve the company’s
strategy, and that they were not going to be rushed into an instant
decision. The founder had never imagined that he would lose control of his
business and was very upset.

2.5.2 Operations in category 4 companies will be relatively complex and they
will probably employ a substantial number of people, towards the top
of the range of SMEs, i.e. 100 employees in manufacturing and 50
employees in non-manufacturing. There will probably be two or more
levels of management and at least some of the executives will probably
not be family members.

2.5.3 Such companies will need a more sophisticated governance system
than those in categories 1 to 3. Its principal purpose is still to ensure the
ongoing prosperity of the company [that is to preserve and enhance the
investment in perpetuityl, but the presence on the company register
of shareholders who cannot participate directly in control, means that
the main decisions about the company’s future must be made [or at
least reviewed and endorsed] by a board which exercises independent
judgements in the interests of the shareholders as a whole. The board
must be able to provide strategic guidance for the company and effective
oversight of management.

C Y3LdVHD



36

254

255

256

In category 4 companies the principle of accountability is of fundamental
importance: the board must be accountable to the shareholders and
management must be accountable to the board. No single individual
should have unfettered powers.

Category 4 companies which are considering listing on the SEHK will
need to take the principle of accountability very seriously. Prospective
shareholders, who may be considering investing in the company, will be
influenced to a considerable extent by the way in which the company
has been governed. It would be prudent for such companies to establish
a track record of good governance, lasting at least three years, before
applying to list.

Category 4 companies will have developed all the processes and
mechanisms listed for companies in categories 1, 2 and 3 in considerable
detail, and a number of other policies and procedures will be found to be
valuable. The differences in the pattern of ownership make a different
form of analysis of the governance of category 4 companies appropriate.

Shareholders Delegate Power to the Board

257

The governance structure of category 4 companies rests on the
recognition that it is the shareholders’ investment that creates the
company and that the power of ownership rests with the shareholders.
But because there are too many shareholders for them to be assembled
quickly, or for them to take effective decisions on the many complex
issues which occur in the course of business, they must delegate most
of their powers, and the authority to manage the company, to a few
of their number who they elect to represent them on the board. The
authority and responsibilities of the board are set out in the Articles of
Association and it is important that careful thought be given to ensuring
that the Articles are appropriate to the company’s circumstances and
needs.




Buy Sell Arrangements

2.5.8 Since existing shareholders may die, or experience a change in their
circumstances which leads them to wish to sell their shares, and since
it may become desirable to admit new shareholders to the register,
unlisted companies need a mechanism which permits shares to be
bought and sold. There are two broad possibilities:

° Arrangements can be agreed under which the company will buy
back shares from existing shareholders, or issue shares to new
prospective shareholders, in pre-agreed circumstances and on an
objective price basis; the company itself would then be a party to all
share transactions; or

o Rules, including a pricing formula, can be agreed which allow
individual shareholders to buy and sell shares with each other, and
perhaps to sell them to outside parties.

2.5.9 In either case the arrangements must be seen to be objective, consistent
and fair to all. It will usually be desirable for them to be set out in detail in
the Articles of Association or in a separate shareholders’ agreement.

The Composition of the Board

2.5.10 The Articles of Association will normally establish the maximum size
of the board and may lay down some basic rules about its composition
and its operations. While the shareholders formally elect the directors,
the members of the board are in a far better position to know which of
them are performing well, what type of person would contribute most
when a vacancy occurs, and who would best fit the specification of the
ideal candidate. It is therefore good practice for the board to establish
mechanisms for:

(a)  Reviewing the performance of the board as a whole.
(b)  Reviewing the performance of individual members.
(c)  Reviewing the composition of the board.

(d)  Drawing up the specification of the ideal next director.
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(e) Identifying/selecting the best available candidate.
(f)  Recommending that candidate to the shareholders for election.

(@@ Making appropriate appointments when casual vacancies need to
be filled between Annual General Meetings.

The chairman of the board has a particular responsibility to ensure that
these functions are carried out properly, and it has been found that a
Nomination Committee of, say, three senior directors, probably chaired
by the chairman of the board, can make a valuable contribution. If a
Nomination Committee is appointed it is important that it be given
a written charter which sets out its responsibilities, the limits of its
authority, the way it is to operate, and the mechanism by which it reports
to the board as a whole. The Nomination Committee Charter will probably
be similar in structure and outline to the model Audit Committee Charter
shown as Appendix II.G.

2.5.12 Since the shareholders elect the directors, it is important that they be

given sufficient information about the candidates to enable shareholders
to be satisfied that the board is capable of representing them
appropriately and that there is a balance of experience and skills among
the candidates.

2.5.13 The board should be structured so that it makes the maximum

contribution to the overall objective of preserving and creating wealth.
The directors therefore need a proper understanding of, and competence
to deal with, the current and emerging issues of the business. It
is equally important that the board is strong enough to review and
challenge the performance of management and to exercise independent
judgement. Boards are likely to be strengthened if:

(@) A maijority of their members are independent of management, of
any substantial shareholder, and of any other interest or relationship
which could materially interfere with the director’s ability to act in
the best interests of the company as a whole.

(b)  The chairman of the board is an independent director and not the
CEOQ or a controlling shareholder.




(c)  The non-executive directors meet periodically in the absence of
management to review the progress of the company.

(d)  The secretary of the board is able to act independently. His
independence will be enhanced if his appointment, and any
question of his removal, is a matter for the board as a whole.

2.5.14 Directors will be more effective if they understand what is expected of
them and it is valuable for the board to provide each incoming director
with a letter of appointment setting out the key terms and conditions of
appointment. It is useful for this to include information on the term of
appointment, the time commitment envisaged, the powers and duties
of directors, remuneration and expenses and the induction training
programme. The letter may include a copy of the Board Protocol if one
exists [see para 2. 5.19].

2.5.15 The law requires that the chairman of the board be elected by the
directors, from amongst the members of the board, and it permits
the directors to remove the chairman at any time without notice. The
authority of the chairman is not set by the Ordinance but rests on
delegation from the board and may vary from company to company. It is
prudent for the chairman to be delegated extensive power to lead and
manage the board but very little power over the affairs of the company.
The chairman should be able to exercise great authority to control board
meetings, such as authority to determine the agenda, to control the
allocation of the board’s time in meetings, to require that information be
provided to the board and to consider the minutes in draft before they are
sent to the other directors. He should also represent the board between
meetings and make administrative and minor decisions on behalf of the
board, but he should have no authority to decide substantive matters or
to instruct the CEO.

“The chairman manages the board, the CEO manages the company.”

2.5.16 It is usually found that boards function better if they are chaired by
an independent chairman who has no connections with management
or a controlling shareholder. In those companies where a controlling
shareholder, perhaps the founder, insists on taking the chair, it is good
practice for the non-executive directors [NEDs] to elect one of their
number to act as a “lead director” who is able to speak for the NEDs and
to convene and chair private meetings of the non-executive directors.
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Communications with Shareholders

2.5.17 All shareholders have an equal right to be informed of material
matters relating to the company and the board is responsible for
the establishment and monitoring of policies which will ensure that
shareholders are treated equally.

Board Harmony and Teamwork

2.5.18 Since the shareholders delegate authority to the board as a whole, its
members are collectively responsible for its decisions. It follows that a
board will be more effective if it operates harmoniously and as a team.
The chairman has a major role in leading the board to act harmoniously
and, in addition social activities involving board members and reviews
of board performance which focus attention on the board's common
purpose are valuable.

2.5.19 Board harmony will also be enhanced if the major potential causes of
friction are identified and resolved in advance in written agreements. It is
prudent for these agreements to be incorporated in a Board Protocol, or
a Board Charter which provides guidance for directors on the way they
should conduct themselves, and strengthens the position of the chairman
in leading and managing the board. The main matters for inclusion in a
Board Protocol are likely to be:

(@)  Recognition of responsibility and commmon purpose.

(b)  What is expected of directors:
- loyalty.
- confidentiality.
- not acting in a way that brings discredit on the company.
- bringing material matters to the attention of the board.
- induction training.
- ongoing training.
- declarations of conflicts of interest.
- tenure of directors.

(c) Directors’ rights:
- to information.
-  access to executives.
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(d)  Directors benefits:
- remuneration.
- expenses.
- disclosure of other benefits.
(e)  Board leadership and the role of the chairman.
(f)  The position of the company secretary.
A model protocol is included in Appendix II. C.
The Functions of the Board
2.5.20 The board is responsible for the management of the company but,
since it receives its authority collectively, it can act only when it meets;
and since boards meet only periodically, while management requires
continuing attention, the board cannot manage. What the board can do,
and must do, is to:

(@) Appoint management, [see paras 2.5.21-2.5.22].

(b)  Reserve certain decisions and actions for itself and to perform them
effectively, [see paras 2.5.23-2.5.38].

(c) Delegate all other matters to management, [see paras
2.5.39-2.5.41].

(d)  See to it that management is managing properly.

(e)  Monitor the solvency of the company.

(f)  Help management to manage better, [see para 2.5.42].

(@) Ask the penetrating questions that management might not ask
itself.

41




CASE STUDY 6: CEO’s Investment Proposal
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The Appointment of Management

2.5.21 The board has the right and the duty to select the CEO, to appoint him on
whatever terms it considers to be in the best interests of the company,
and to remove him if necessary. In most cases this will require a formal
letter of appointment setting out the requirements of the position, the
basis for remuneration and any conditions of employment. It will provide
the basis for the board to terminate the relationship if that is considered
to be in the best interests of the company. Of course, where a controlling
shareholder wishes to be CEO special problems arise, but it is always
important that the terms of appointment be clearly understood by all
concerned.

2.5.22 The role of the board in the appointment of the second line of
management, those reporting directly to the CEO, can raise difficult
questions. Generally it is important that, if the board is to hold the CEO
accountable for performance, he must have confidence in those who
report to him and to whom he will delegate important responsibilities.
At the same time the quality of the executives reporting to the CEO can
make a significant difference to the performance of the company and
since the board is responsible to shareholders for the performance of the
company, it must be satisfied that they are appropriate for their tasks.
When the question of a successor to the CEO comes up, the quality of
the second line executives becomes a crucial matter.

Delegations to Management and Reserving Matters for the Board

2.5.23 There is no simple rule which determines what matters the board should
reserve for itself, and there are likely to be considerable differences in
detail between individual companies. However there are several matters,
other than management appointments, which must be included in the
board’s functions, though there will be wide differences in the detail of
how boards involve themselves.

2.5.24 Perhaps most important, the law lays down that the accounts of the
company are the directors’ accounts and it is essential that the board
makes arrangements which will allow them to be satisfied that the
accounts are true and fair. As a minimum this will involve regular
reporting, concern with the system of internal control, and some
relationship with the auditors.
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2.5.25 Similarly, the directors are legally obliged to make certain disclosures to
shareholders, as well as arrangements for shareholders’ meetings. There
are also likely to be contractual obligation to make disclosures to lenders.

2.5.26 It is essential that the board is satisfied that the short and medium
term objectives of the company, and the plans for achieving them,
are realistic and will allow them to discharge their duty to maximise
shareholder value. With this comes the need for monitoring and reporting
mechanisms.

2.5.27 The management of risk is an equally important task. The board must
satisfy itself that the risks facing the company have been identified, that
the material ones have been assessed, and that there are policies in
place for handling them. Again there is a need for mechanisms which
allow the board to be satisfied that the policies are up to date and are
being complied with.

2.5.28 The board is responsible for setting the tone and character of the
company and it should clarify the standards of ethical behaviour required
of directors and executives and encourage adherence to those standards.
This may require a written code of conduct.

2.5.29 It is probable that an effective board will reserve some twenty or thirty
matters for its consideration and decision. Some, such as the ratification
of the use of the company seal, will be the sole responsibility of the
board; others, such as the authorization of capital expenditures, will be
a shared responsibility — with the CEO having delegated authority up to
an agreed level and the board making the decision above the level. A pro
forma list of matters reserved for the board is included as Appendix II.B.
See also Appendix II.F on delegation of authority.

2.5.30 In order to avoid confusion it is important that the division of functions
between management and the board should be set out in writing and
reviewed periodically. A Statement of Matters Reserved for the Board is
flexible and will probably be the simplest and shortest, but alternatively a
Board Charter, a Statement of Delegations, the CEQ’s job description or
the CEQO's letter of appointment could be used.
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2.5.31 If the board allows itself, or any individual director, to meddle in the
matters which have been delegated to management, the authority of the
CEO may be undermined and the company damaged. It is important to
stick to the general rule:

“Management formulates, the board ratifies,
Management implements, the board monitors.”

Effective Operating Systems for the Board

2.5.32 The board'’s responsibilities are numerous, varied and onerous, and to be
effective the board needs systems that will facilitate its operations. It is
helpful for it to agree an annual agenda which sets out all the functions
it proposes to carry out in the following year including the major steps
which it proposes to take. For instance, if the board has decided to take
part in a strategic planning conference with management, or if it has
decided to review the succession plan, those items should be allocated
to scheduled meetings and included in the agenda. There may well be
thirty items on the agenda and they should be distributed among the
scheduled board meetings which have been planned for the year; this
will produce a set of pro forma agendas, one for each of the planned
meetings. A pro forma annual agenda is included as Appendix II.E.

2.5.33 The agenda for each individual board meeting should be settled by the
chairman, with the assistance of the CEO, and possibly the company
secretary, about a fortnight before the meeting. Unless there are very
good reasons, the pro forma agenda for the meeting will form the core of
the actual agenda, with additional items proposed by the CEO and arising
from current operating issues, for example, capital expenditure approvals.
It is also good practice for the board to have agreed that each director has
the right and the duty to bring to the attention of the board any matters of
serious concern to the director and for such matters to be raised with the
chairman, who can include them on the agenda.
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2.5.34 Since items which are placed at the top of the agenda tend to be
allocated more time than those at the bottom, the ordering of the agenda
is an important way in which the allocation of the board’s time can be
influenced. Since the chairman is responsible for the management of the
board, he should consider which of the matters for consideration at the
meeting are of the greatest importance and which deserve most time,
and he should order the agenda so that the most important matters are
considered first. Standard agenda orders usually reduce the effectiveness
of the board.

2.5.35 The board’s deliberations will be made more effective if there is a
board paper for every item on the agenda, which provides directors
with all necessary background information and which draws attention
to any significant issues. Each board paper should include a written
recommendation from management [even if it is only that “the board
note the above”] which acts as the motion before the meeting. The
practice of moving and seconding motions during the meeting is usually
found to be unnecessary, time consuming and divisive.

In order to discharge their duties properly, directors must have a right
to identify the information which they need, and to receive it in a timely
manner. [The board may wish to specify the way in which board papers
are to be set out and the amount of time prior to meetings which they
required in order to consider them].

Individual directors have a right to obtain information necessary to
discharge their duties from the executives of the company, but it must
be recognised that questions and requests involving a substantial amount
of work may disrupt the management of the company. Accordingly
the directors should agree on a procedure by which a director seeks
information, which is understood by both the directors and the
management alike.

2.5.36 It is the chairman’s responsibility to control board meetings, to lead the
board’s discussions to clear conclusions, and to satisfy himself that the
company secretary has understood each conclusion reached.
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2.5.37 Since the board is responsible for the management of the company,
the information it receives must be adequate for it to understand what
is really going on and for it to be satisfied that the company is being
managed properly. The directors must therefore be satisfied that the
regular reports on the company’s performance, and the board papers
which they receive on individual agenda items fully satisfy their needs,
that the appropriate executives are in attendance to make presentations
and to answer questions, and that generally they are being properly
informed. Much of the responsibility for carrying out this function is
delegated by the board to the chairman, but the board responsible for
seeing that it is being done effectively. While the board’s information
requirements must be discussed with management, the underlying
principle is that the board must insist on getting the information that it
needs, it should not rely on what information management wishes to
give it.

2.5.38 Not only is it essential that the minutes of board meetings are clear,
concise and complete, but it is valuable for each set to be followed by an
Action Item Sheet which lists all the actions which the board had decided
should be taken. It is good practice for these to show each action to be
taken, the person responsible and the date by which the action is to be
completed. If the actions are listed in the order in which they should be
completed, it is easy for the board to check that those which should have
been completed by the date of the next board meeting have been dealt
with. If the board is rigorous and consistent in checking the Action Item
Sheets at each board meeting, it is likely that it will be in effective control
of management.

Seeing to it that Management is Managing Properly

2.5.39 Since most boards schedule twelve meetings or less per year, and since
the average meeting usually lasts not more than half a day, the amount
of work that can be done by the board is limited and most matters must
be delegated to management. But since the board is still responsible for
the management of the company, it must see to it that management
is managing properly. To discharge this responsibility it needs a set of
yardsticks and benchmarks. While these will vary, the following are
generally found to be useful:

o A clear set of written objectives.
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o A written plan, or set of plans for reaching them.
o A budget and a system for reporting against it.

° A set of financial performance indicators.

o A set of non-financial performance indicators.

2.5.40 For every chosen yardstick a benchmark which sets out what is an
acceptable level of performance is needed. The board should also
agree with management how the data which will be used to monitor
performance is to be presented. The questions which will have to be
answered include:

o The frequency of reporting.
° Whether there is to be a written narrative report.
° Whether charts or graphs are required.

° Whether oral presentations are needed.

o Whether the reports will be made to the board as a whole or to a
committee of the board.
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CASE STUDY 7: Setting KPIs

2.5.41 If the board is sufficiently large it may be desirable for it to establish an
Audit Committee and/or other committees. All such committees should
be given written charters. A model Audit Committee Charter is included
as Appendix I1.G.

Helping Management to Manage Better

2.5.42 The duties of a CEO are complex and stressful and there are such
constant pressures that there is a real danger that urgent problems will
displace consideration of more important ones. If a board is functioning
well, it can help management to manage more effectively in several
ways. The most important are:

(@)  Regular board meetings, and the need to prepare for them, ensure
that management will periodically focus on the longer view and, in
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2.6

2.6.1

(b)

(c)

(e)

(f)

(9)

(h)

particular, be reminded of the objectives of the company and the
progress which is being made towards them.

The board’s attention to shareholders interests will help to ensure
that they are not forgotten.

If the board frequently asks penetrating questions, which
management might not ask itself, a wider range of perspectives will
be considered and the quality of decision making will be improved.

If the board is experienced and knowledgeable, it will be able to
provide management with constructive reactions to its proposals
and will be a valuable source of advice.

If the objectives, plans and budgets are well set, and if performance
is well monitored, management will be stretched and the
company'’s performance improved.

A perceptive board will be able to arrange specific training or
experience which will strengthen the performance of the CEO.

Since there is always a danger that a strong CEO will be surrounded
by sycophants and will become over-confident, a strong board will
help to avoid hubris.

An independent board is in a position to set the CEQO's
remuneration and incentives objectively and effectively.

If the relationship between the chairman and the CEO is healthy,
if it is close but not too close, the chairman will be able to act as a
mentor for the CEO, whose position is usually lonely and exposed.

CATEGORY 5: Companies listed on the Stock Exchange of Hong
Kong (“SEHK").

The few SMEs in Hong Kong which are listed on the SEHK make up
category 5. They are bound by the Listing Rules. All the governance
guidelines set out for category 4 companies are relevant to them and,
in addition, they have substantial obligation to make disclosures and to
comply with the rules.




CHAPTER 3

THE SPECIAL ISSUES OF FAMILY COMPANIES

3.1

3.1.1

CHARACTERISTICS AND ISSUES

Family companies are those controlled by a single individual or a group
of close relatives. In most cases they own all the equity in the business,
but it is useful to include those companies in which a minority of shares
is held by non-family members, but where the family exercises effective
control. In many cases non-family members are employed by family
companies, sometimes in positions of substantial responsibility.

Over three quarters of the world's companies fall into this category
and, while most of them are small, in many countries they employ
around half the workforce and contribute a substantial part of the gross
national product. In Hong Kong their economic significance is of major
importance.

The governance of such companies is relatively simple and, in most
cases, they enjoy several significant advantages over those in which
there is a wider spread of shareholdings:

(@)  Since there is little or no separation of ownership from control,
the identification of objectives, and other decision making, can be
streamlined.

(b)  Since the company controller(s) benefit directly from the successes
of the company, personal incentives are very strong.

(c)  The loyalty of family workers is usually great, particularly if they are
also shareholders.

However the long term survival rate of family companies is low: less
than half are carried on by the second generation, and less than a quarter
are passed on to the third generation. This high failure rate is frequently
associated with several special governance problems which, while they
have been recognised for a very long time, have become more acute in
recent years. Three new factors have come into play:

(a)  The rapid changes in technology, and intensifying competitive
pressures, have meant that many small family companies have
had to gain access to specialized skills. If the necessary experience
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3.1.5

3.2

3.2.1

cannot be provided by training family members, it becomes
necessary to recruit outsiders at such senior levels that they are
effectively involved in the direction and control of the company.

(b) At the same time social and educational changes have provided
new and attractive opportunities, and have led a growing number of
family members to prefer careers outside the family business.

(c)  An additional issue for family companies in Hong Kong has been
created by developments in Mainland China. The emergence of
business opportunities in, and competition from, a country with vast
supplies of low cost labour has caused many Hong Kong companies
to change the pattern of their activities and to focus their efforts
on service industries, or alternatively to complicate their business
activities by establishing manufacturing activities on the Mainland.

The special issues of family companies are potentially serious and it
would be imprudent for company controllers not to take them into
account in establishing their governance structures. Five principal
problems require consideration.

SUCCESSION

Considerable waste is common when companies are taken over
by outsiders, and liquidation involves an even greater dissipation of
resources. The comparatively high proportion of companies which are not
passed on to succeeding generations is therefore a cause for concern.
Seven main reasons can be distinguished:

(@)  Some companies are not successful enough to provide a retirement
income for the founder as well as a sufficiently attractive income
for a family successor, and they therefore have to be sold when the
founder is no longer able to work.

(b)  Some children are not interested in the family business and prefer
to do other things.

(c)  Some children have received training overseas and are influenced
by different life styles. They may look on succession as a sacrifice.




3.2.2

(d

(e)

(f)

(9)

Some are not sufficiently competent, or sufficiently well trained, to
take over.

Sometimes the arrangements for integrating and training family
members, and handing over control to them, are inadequate and
the intended heirs become frustrated and depart to take up other
opportunities.

In some cases disputes arise between heirs who want to split the
business in order to pursue different objectives, or simply to gain
personal independence.

Sometimes death, ill-health or other disasters occur before the
founder has prepared the heir(s) sufficiently for a successful
handover.

To ensure the continuity of a family company it is important that the
following steps be taken:

(a)

(b)

The founder needs to decide whether the interests of the company
or the family are to be given priority. Increasingly, founders are
more concerned about the preservation of their wealth than
establishing a dynasty, and are tending to stay on in the business
after their children are ready to take over. In a growing number of
cases founders intend to sell their business or to hand it over to
professional managers.

If it is intended that the company will be inherited by a member,
or members, of the family, a clear succession plan should be
developed as early as possible. It should be discussed with the
heir(s) and the founder should be satisfied that it is understood and
accepted. From an early stage there should be contingency plans
covering the possible early death or disability of the founder.

The interests and preferences of family members involved in the
business should be taken into account.

53




54

(d

(e)

(f)

(9)

(h)

(i)

The interest and competence of the heir(s), and indeed all family
members involved with the company, should be developed
through careful planning of their education, experience outside
the company, and internal training. Transfers and promotions
that provide experience of different aspects of the company, and
increasing levels of responsibility are important.

The involvement of family members in strategic thinking and
planning, from a relatively early age, will increase their competence
and sense of involvement. This may involve membership of the
board.

Consideration should be given to allocating shares to prospective
heirs, and probably all family members involved in the company.

Since the needs of the company and the circumstances, or
interests, of family members may change, it is important to
establish a system by which shareholders can sell their shares,
and others buy in. It is important that all concerned understand this
system and consider it to be objective and fair. The system wiill
need to be more open if it is intended that control of the company
will be passed to outsiders. [See para 2.5.8].

The CEO successor should be clearly designated.

The date at which the CEO intends to retire should be made clear.




CASE STUDY 8: Founder’s Retirement Il

3.3 FAMILY INTERESTS AND COMPANY INTERESTS

3.3.1 The company’s interests will focus on the preservation and enhancement
of the investment which created it, by the pursuit of the most effective
strategies, and without regard to the ambitions or preferences of
individual shareholders or managers. In many cases family interests are
likely to be more diverse and may include:

(@) Maintaining the living standards of family members in preference to
growing the company.
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3.3.2

(b)

(c)

(d)

(f)

Providing employment for less competent family members. It is
not uncommon for an obligation to be felt towards a relative who,
in the absence of the family connection, would not be considered
sufficiently capable to be employed at an acceptable level. This
issue can raise serious problems if it is felt that the individual's
position in the family requires a company post of some seniority.

Bringing new family members into the business — [particularly
sons-in-law]. New spouses may well have different backgrounds,
interests and ambitions and wish to take the company in different
directions.

Accommodating the developing interests of family members — even
if their chosen direction is not easily aligned to the company’s best
interests.

Paying out family members who wish to leave the company
[perhaps to start another business] — even when the company

needs the capital.

Adjusting for death, invalidity and other family developments.

These problems will be exacerbated if there are personal frictions within
the family, and, as the number of members increases [particularly
when the third generation is reached], the danger of real differences
and conflicts becomes very considerable. Disputes which have little or
nothing to do with the company can often become emotional and can
colour business relationships. Disagreements about company policy can
be magnified by emotions generated outside it. Even non-working family
members such as spouses and relatives can undermine the harmony of a
family business.




CASE STUDY 9: Family Involvement

333

It is important that a formal written agreement, which may take the
form of a Memorandum and Articles of Association, or a Constitution,
be prepared, that it be understood by all members of the family, and
that it be accepted as fair to all. If confidentiality is considered to be
of paramount importance then the arrangements can be put into the
founder’s will, but if younger family members do not feel secure about
the way in which they will be treated they may decide not to join the
family company. It can be prepared by the founder and a copy given to all
family members before they enter the company, or it can be negotiated
and agreed between them. It is desirable that the following matters be
considered and, if appropriate, covered in the document:

(@) The number of shares on issue, the allocation of shares to each
member of the family, and the career stage at which shares will be
allocated.
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3.3.4

(b)

(c)

(d)

The dividend policy and the proposed allocation of resources
to those who work in the company and those who don't.
Confusion can easily develop over the distribution of rewards to
family members by way of dividends or salaries. The retirement
arrangements of the founder and other members of the family also
need to be considered.

The conditions on which family members can have a job in the
company and what is expected of them. This will include:

() whether children’s education should be geared towards the
needs of the company.

(i) the required outside experience before entry.

(i) whether they will be required to start at the bottom or
whether, with suitable qualifications they can enter in a senior
position.

(iv)  training requirements on the job.

(v)  the contribution expected of them.

(vi)  whether, and at what stage, they will be invited onto the
board.

The mechanism by which disagreements will be considered and
resolved. It may be desirable for strategic and policy decisions to
be taken openly by a board of directors, and for the board to include
non-family members, and possibly a non-family chairman.

It is also important that all concerned have a clear understanding of the
value of the company. Independent valuations on an objective basis will
probably be of real benefit. It may be desirable to have the company
valued annually.




3.4

3.4.1

3.4.2
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3.5.1

3.5.2

ATTRACTING NON-FAMILY EXECUTIVES

It is likely that the company will need to recruit non-family executives
who have specialist skills and experience not available within the
family. There is a real risk that they will feel that their careers will be
restricted by preferment given to family members. If they perceive that
incompetent family members are promoted ahead of them, or if the
company's direction or policy is changed for family rather than company
reasons, their loyalty and enthusiasm will be undermined and they may
seek other employment. It is also possible that non-family executives
may be confused by the demeanor of family members if the lines of
authority are not clear.

Many SMEs are finding it increasingly important to be able to attract
and retain good external people, and it is important that clear policies
are introduced which are understood and accepted from the beginning.
Subsequent decisions should be seen to be consistent with those
policies.

PROVIDING PERSPECTIVE

There is a serious risk that family companies will be so restricted in their
vision that their flexibility and competitiveness will be compromised. The
responsibility of directors is to the company as a whole, but when there
is only one owner who has a strong view, the other directors are likely
to accommodate him without challenge. At the same time executives
may well feel too dependent on the owner to question his decisions, and
family members may be too inward looking to provide perspective.

Yet all companies are strengthened if the board is caused to consider its
decisions carefully and if, as a matter of routine, penetrating questions
are asked from an independent perspective. The dominance of a founder,
or the head of a family, may well restrict boardroom discussion and it
is valuable for family companies to consider appointing strong outside
directors, and creating an atmosphere in which constructive questions
and disagreements are welcomed. As competitive pressures drive
companies towards more professional management, the need for good
boardroom practice, which takes advantage of sophisticated governance
techniques, is becoming more pressing.
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3.6 CAPITAL FOR GROWTH AND LOSS OF CONTROL

3.6.1 Successful family companies frequently find that attractive expansion
opportunities require more capital that can be internally generated and
that they are faced with the alternatives of either declining to accept
opportunities and so constraining growth, or seeing family control diluted
as outside shareholders come onto the register and seek to influence the
direction of the company. This dilemma is likely to appear more quickly if
the company’s resources have been used to a large extent to maintain a
high standard of living for the family.

CASE STUDY 10: Expansion Alternatives




3.7 OVERALL INTERESTS OF THE COMPANY

3.7.1 The way in which these five problems are resolved in each particular
case will affect greatly the way in which the company is governed. As
long as a single individual, or a united family, owns a company, they have
the right to subordinate the company's interests to those of the family.
However, once non-family shareholders entrust their investments to the
board, both the law and ethical standards require that the interests of
the company as a whole must take preference over the interests of the
family.

3.7.2 Whatever the pattern of shareholdings, family companies encounter
special governance problems that require careful consideration and
precise understandings among the parties involved.
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CHAPTER 4

MANAGEMENT PRACTICE GUIDELINES

4.1

411

INTEGRATING MANAGEMENT PRACTICES WITH GOVERNANCE

In the case of SMEs there is a close relationship between governance
and management. Indeed in the case of the smaller SMEs they are
usually indistinguishable. The Core Competencies for Directors defined
by The Hong Kong Institute of Directors include five groups of skills and
knowledge required for fulfilling a director’s role:

o Corporate business functions at a strategic management level.
o The role and responsibilities of a director.

o Development of the board.

o Personal and inter-personal skills.

. Business ethics.

As the first group of the required skill-sets, management practice at a
strategic level is an essential part of the Guidelines and is covered in this
Chapter.

Management is about planning and implementation. Implementation
can be further broken down into organising, leading and controlling. The
management practices of different types of business will necessarily
differ but they all involve these concepts.

Essential to effective management is the need to separate the planning
phase from the implementation/operational elements of the role. Larger
enterprises are able to install the planning function in the board, quite
separate from the implementation roles of the CEO and the Management
team. While few SMEs will have this luxury, it is important that even a
sole trader separates these roles. As was seen in a previous case study
(see Ch 2, para 2.2.2 [Case Study 1: Bank Loan]), failure to do so will
often lead to poor decision making.




4.1.3 Therefore, Management can be separated into two roles, Planning and
Operations (implementation). Effective separation of these two distinct
management roles will lead to the following advantages:

4.2

4.2.1

(a)

(b)

(c)

Important strategic decisions being made in a sterile environment,
without the immediate pressures of day-to-day management which
often lead to decisions based on short-term convenience despite
long-term detriment.

Greater accountability — a CEO is accountable to the board, and
the board to its shareholders. Separation in time and space of
these two roles can make even a sole-trader stop and reflect on
his decisions (past and future), and the effect they will have on the
business.

By focus on areas of strategic importance by identifying KPI in the
Planning role, the Management role-player will be accountable and
therefore focused on these areas of strategic importance.

PLANNING

Each SME has to determine its own business strategy objectives.
Professor Michael Porter of Harvard Business School identifies five
environmental forces which affect a new venture. These are:

Barriers to entry.

Bargaining power of customers.
Threat of substitute products.
Bargaining power of suppliers.

Jockeying for position in crowded markets.
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4.2.2

4.2.3

With these forces in mind, each business then implements its strategy
by planning in the following areas:

° Marketing.

° Finance.

° Product/operations.

o Research and development (where appropriate).

° Human resources.

The bridge between the Planning (Planner) and Implementation
(Operator) roles can then be formed by formulation of KPIs in each area
of strategic importance to the Planner. Good KPIs will simultaneously:

(@) Reflect the broad strategy of the business plan.

(b) Focus the Manager's day-to-day decision making on areas of
strategic importance.

(c)  Identify when the business is departing from or suffering in an area
of strategic importance.

(d)  Provide a “snap-shot” for both the Planner and the Operator, of the
health of the business in an area of strategic importance.

(e) Be capable of easy compilation and measurement.
(f)  Be understood to be indicators of performance, not absolutes.
Therefore they are designed to indicate areas needing attention, not

triggers for automatic responses.

() Be measured and reviewed on a constant basis, ie weekly,
monthly, quarterly or annually, depending on their nature.




4.3 EXAMPLES OF KEY PERFORMANCE INDICATORS

4.3.1

Financial

Financial strategies will vary from business to business, depending on the
type of business and its stage of development. They will also be affected
by business cycles and the investment and reinvestment needs of the
business. Some businesses may have substantial capital backing with a
long-term view to profit, whereas others may require almost immediate
profitability or cash-flow to survive. Therefore KPIs will vary according to
the businesses needs.

For example, the business plan for a restaurant could insist that the cost
of goods sold (COGS) immediately reflect a pre-determined percentage
of sales from startup. This is due to the fact that regardless of a
restaurant’s maturity, the cost of raw materials of a meal will not change.
Therefore, the Planner could calculate the costs of providing a meal
and, considering the eventual menu-price, determine what percentage
of the income this would represent (eg 33%). Subsequently a KPI for a
restaurant may be COGS as a percentage of Income. A high figure in this
KPI may indicate any number of operational concerns, from excessive
wastage or over-buying, to register sales not reflecting bills for any
number of reasons.

The same restaurant may also wish to evaluate other costs, such as
rent and wages, as a percentage of income in accordance with existing
business plans or cash-flow projections. However, these would need to
reflect and accept that as a business and its turnover grows, fixed costs
such as rent will proportionally reduce. It is also important to identify that
some costs, such as wages, will be somewhere between the fixed cost
of rent and the variable cost of raw materials; reflecting the fact that the
minimum staff required to operate is fixed regardless of turnover, but
wages will need to expand and contract to meet service needs of cyclical
nature of any service oriented operation.

Therefore a Planner may wish to separate the wage budget into fixed
salaries and casual labour costs. For example, a business plan may allow
for a set percentage of turnover to allocate casual staff costs. Obviously
this will vary from business to business, and industry to industry;
however careful planning may create a useful indicator both for future
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43.2

433

planning (ie staff rosters) and past performance. For example, a KPI
reflecting excessive casual wages may highlight lower than expected
income or poor staff-rostering. Conversely a lower than expected figure
may indicate understaffing and potentially the inability to provide the
expected level of customer service.

Marketing

The Business Plan, or the Planner may allow for a set Marketing
expenditure. Depending on the business and its stage of development,
this may be a set figure, or it may be a percentage of turnover, or
perhaps a combination of the two.

The allocation of a set percentage of turnover gives the Manager an
automatic budgetary control mechanism that he can easily be made
accountable for. This figure is often around 4%, which allows the
Manager of an operation the ability to capitalise on growing turnover
by automatically reinvesting some of that success in more marketing.
Conversely, this set percentage applies an automatic brake on
expenditure in slower than expected periods.

Obviously periods of lower than expected incomes can often be a result
of poor marketing; therefore the opposite response is required. However,
this reduction in the Manager's ability to spend is still an appropriate
response as the Marketing Plan will need to be reassessed at the
Planning rather than Implementation role.

Well planned Marketing campaigns will usually have the ability to
measure their results. This may be done in any number of ways, from
coupons redeemed to growth in revenue on target days. Good Planners
will create a method for measuring the change in the area of the
business they are aiming to improve.

Product/Operations
Operational KPIs will vary significantly from business to business. They

will also overlap considerably with Financial KPIs as any operational
implementation is the result of a financial goal or strategy.
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4.4.2

For example a service related industry such as telephone sales may rely
on KPIs such as the number of outgoing calls made by each salesperson
each day, the number of sales made as a percentage of calls (conversion
rate), the number of calls made by an individual as a percentage of the
sales team, conversion rates during different times of the day, week,
or month. Anything can be used to highlight areas of success or failure
requiring further investigation with a view to eliminating the negative and
capitalising on the positive.

A video shop may measure the average number of videos rented on
average by each customer visit. This may reflect on any number of other
areas of the business plan, such as marketing or customer service.

A restaurant may use the financial measure of the average spending
of each customer as an indicator of staff service levels. Low average
spending may reflect anything from an inadequate dessert menu to slow
table service, which are both operational concerns.

OPERATIONS/IMPLEMENTATION

Chapter 2 referred to a number of important underlying principles likely
to increase chances of survival and success. One of these principles was
the adoption and development of systems which enhance the quality of
decision making (Ch 2, para 2.1.10). Effective management is essentially
the implementation of this principle.

Having identified areas of strategic importance and subsequently
translated those to KPIs, the Planner now has the ability to guide and
measure the effectiveness of the Operator on a consistent basis.
The Operator also has a clear indication of expectations and will be
automatically focused in strategically important areas. Importantly
for smaller businesses where both the planning and operational
roles are undertaken by the same person, KPIs provide an objective
account of performance in areas that have been identified as important
without operational pressures or influences to muddy the decision
making process. KPIs, when used properly, become signposts on a
predetermined route — it is important to remember that they do not
determine the route, they merely flag when there is deviation from it.
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4.5.1

452

453

As indicated at the start of this chapter, implementation can be further
broken down into organising, leading and controlling.

ORGANISING

Each SME must determine its own organisational structure and
management system operating within the basic framework provided by
the law. It is important that the organisational structure is designed with
a view towards bridging the gap between the Planner and the Operator
while simultaneously maintaining the division. The roles are quite distinct,
yet must be able to work in tandem for management of any SME to be
effective.

Much emphasis has been placed on a system of benchmarking tools or
KPIs for the reason that it is an effective manner of achieving this end.
This is particularly important for the Sole Trader, who must effectively
balance the conflicting duties and demands of the separate roles in one
person.

Important elements of organisation can be significantly improved by an
effective management style. Strong organisation, which uses sound
management principles and tools, such as benchmarking and KPIs, will
enhance the following:

(@)  Managing conflict — by using KPIs as a management tool, the
Planner and the Operator will both be measuring the success of the
business in the same manner, reducing the likelihood of conflict
between the roles.

(b)  Coping with necessary change - by marking the trends in
fundamental areas of the business, past performance can be
used to highlight needs for change, increasing the likelihood of
acceptance of change. Tracking fundamentals can also measure the
success of any organisational change.

(c) Effective communication - by focusing both Planning and
Operational roles on the same fundamentals of the business.




4.6

4.6.1

4.6.2

4.6.3

4.7

4.7.1

(d)  Having a sound recruitment policy and human resource
management which complies with the law on matters such as
industrial relations and health and safety at work.

(e)  Providing adequate incentive systems based on KPls automatically
focuses employees on areas important to the Planner.

(f)  Providing for adequate training and individual career development of
employees.

LEADING

It is difficult to define leadership in the abstract. There are various styles
of leadership. A common characteristic of family business is a measure
of paternalism. Leadership style may need to change as the business
develops. The main attributes of leaderships of a business are task
related and employee related.

Management involves allocating tasks, coaching and monitoring
performance, delegation and dealing with conflict. It also involves
motivation and developing a team spirit. This requires effective
communication both formal and informal. Once again, effective
monitoring of KPIs will create a “no-surprises” leadership style, leading
to a more harmonious working relationship between Planner and
Operator.

In the modern world SMEs increasingly need good public relations and
the development of good standards of commercial practice. Leadership
involves an awareness of social responsibility and good corporate
governance is a reflection of this.

CONTROLLING

Governance is about exercising effective control. Management by KPIs
allows the Operator the autonomy to run the business, while the Planner
can be comfortable that the controls set in place will highlight any
deviation from the business plan.
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4.7.2 Control involves:

4.7.3

(a)

(b)
(c)
(d)

(e)

Designing production/operation systems and management
information systems. These have been covered at length in the
previous discussions of KPIs.

Planning and control decisions.

Quality control of goods and services.

Measurement of productivity of employees.

Financial control by:

° The budgetary process.

° Financial statements.
° Inventory control.

° Internal and external.
° Auditing.

Of the five types of control, the bottom line is financial control. Directors
and managers must safeguard the solvency of the SME and run the
risk of personal liability if they fail. It is important to note that the same
principles of benchmarking can be just as effectively applied to financial
management.




4.7.4

4.7.5

Financial indicators will often overlap with operational standards, as was
evidenced in the earlier restaurant examples, i.e. Average Spend per
Customer or Average Cost of Goods Sold per meal were both financial
indicators of operational results. As was indicated earlier, there is no
restriction or definition of how a business should be controlled. The
most effective control mechanisms will be designed for the individual
business. However, as mentioned earlier, the fundamental principles that
should be followed in order to achieve the most effective control include:

(a)  Reflecting the broad strategy of the business plan.

(b)  Focusing the Manager's day-to-day decision making on areas of
strategic importance.

(c)  Identifying when the business is departing from or underperforming
in an area of strategic importance.

(d)  Providing a “snap-shot” for both the Planner and the Operator, of
the health of the business in an area of strategic importance.

(e) Being capable of easy compilation and measurement.
(f)  Being understood to be indicators of performance, not absolutes.
Therefore they are designed to indicate areas needing attention, not

triggers for automatic responses.

(@ Being measured and reviewed on a constant basis, ie weekly,
monthly, quarterly or annually, depending on their nature.

All of the above can be achieved in a vertical relationship, allowing the
paternal figure to maintain overall control of the business, while still
allowing the junior members a strong level of independence which will
encourage business growth. Strong control mechanisms may actually
enhance the independence of the junior members because of the
greater level of confidence that comes with effective Key Performance
measures.
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APPENDIX |

THE LEGAL CORE AND REGULATORY BACKGROUND

The purpose of this part of the Guidelines is to give a summary of the main legal
provisions as a guide. It does not aim to provide legal advice and should not be
relied on for that purpose.

The majority of the SMEs surveyed were sole traders which may represent
characteristics of the sampling rather than the economic significance of the
businesses. Partnerships and companies were the next in significance in the
sampling with the number of companies slightly exceeding that of partnerships.
In this part we will deal first with sole traders, then partnerships followed by
a more extensive discussion of companies, given their innate complexity and
economic significance.

A.

SMEs WHICH ARE SOLE TRADERS

Sole traders are SMEs owned by a single person and registered as
such with the Commissioner of Inland Revenue who issues a Business
Registration Certificate. They are popular in Hong Kong because of
the low start up cost. Many SMEs surveyed were sole traders. They
cover every line of business and profession. There are few formalities
necessary for carrying on business as a sole trader unless the business is
one which requires a licence or is a profession. The sole trader is subject
to normal business regulation such as tax law, consumer protection,
health and safety and workers compensation laws. They are not required
to submit audited accounts.

Subject to the above, there are few requirements for establishing
business as a sole trader.

There are advantages of carrying on business in this way. The main
advantages are:

(@) Independence.

(b)  The business is relatively cheap and easy to run although the
relevant legislation must be complied with.

(c)  The sole trader normally keeps all the net profits after tax.




(d)  Flexibility.

(e)  Privacy.

There are, however, disadvantages. The main disadvantages are:
(@) Unlimited liability for the debts incurred in the business.

(b)  The business is limited to the working life of the sole trader unless
he can sell the business as a going concern.

(c)  Limited access to funds for investment.
(d)  The need to rely on others, particularly for specialist advice.
SMEs WHICH ARE PARTNERSHIPS

Where two or more persons carry on business, they may use the
partnership form. Partnerships are businesses owned by two or more
persons who are registered as such with the Commissioner of Inland
Revenue. These are popular in Hong Kong because of the low start up
costs, but they involve a degree of risk of personal liability. In Hong Kong
partnerships are dealt with by the Partnership Ordinance (Chapter 38
Laws of Hong Kong). This legislation is a codification of the common law
and equitable rules based on contract and agency principles. Under the
Ordinance, a partnership is called a firm.

The Ordinance states that partnership is the relation which subsists
between persons carrying on a business in common with a view to profit.

There are rules in the Partnership Ordinance about when ownership of
property and sharing profits give rise to the existence of a partnership
which need not concern us except to say that they are helpful in
determining whether a joint venture amounts to a partnership. The
consequence of being a partnership is that the duties of the partners
are well defined by the Ordinance. It is important to set out clearly in
a partnership agreement or deed any desired variations of the position
under the Partnership Ordinance (e.g., the division of profits) otherwise
the provisions of the Partnership Ordinance in relation thereto will
automatically apply.
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Each partner has authority to bind the firm for matters in the ordinary
course of business. The partnership is not a separate legal entity but
merely the aggregate of partners. Each partner is liable jointly for
partnership debts and jointly and severally for wrongs committed by
another partner. Liability goes beyond the partnership assets and partners
can be liable to the extent of their personal fortune. It is possible to limit
the authority of a partner internally, but for this to have external effect
there must be notice to creditors and if possible express agreement by
them.

In terms of internal governance the following rules under the Partnership
Ordinance apply in the absence of contrary agreement:

(@)  Equal sharing in profits and losses.

(b)  Right to indemnification for liabilities incurred on behalf of the
partnership.

(c)  Equal participation in management.
(d)  No new partners admitted without unanimous consent.

(e) Differences to be resolved by majority decision, but no change in
the nature of the partnership business without unanimous consent.

(f) ~ No right to expel a partner by majority decision unless expressly
reserved.

(g)  Each partner must render true accounts.

(h)  Each partner must account for private profits derived without
consent from the partnership, its property, name or connection.

(i) Each partner must not compete with the firm.

Most partnerships have written partnership agreements which may vary
some of these governance provisions.

A partnership can be dissolved by notice or effluxion of time or court
order. Death or illegality also terminates a partnership.




1.1

1.2

Professional partnerships are also regulated by legislation and self
regulation which applies to the particular profession.

Except certain designated professions, a partnership cannot have more
than 20 partners (Section 345, Companies Ordinance).

SMEs WHICH ARE COMPANIES
What incorporation means
Separate legal entity that has its own property and powers

As far as the law is concerned, a company, either with or without limited
liability has a separate legal existence that is distinct from that of its
owners, managers, operators, employees and agents. A company has
its own property, its own rights and its own obligations. A company’s
money and other assets belong to the company and must be used for the
company's purposes.

A company has the legal and economic powers of an individual, including
the powers to:

o Own and dispose of property and other assets.

o Enter into contracts.

o Sue and be sued.

Once a company is registered with the Companies Registry, its separate
legal status, property rights and liabilities continue until it is removed
from the register.

Limited liability of shareholders

Shareholders of a company are not liable (in their capacity as
shareholders) for the company’s debts. As shareholders, their only
obligation is to pay the company any amount unpaid on their shares if

they are called upon to do so. However, this limitation may be affected
by other laws and the commercial practices discussed in 1.3 and 1.4.

75




76

1.3

1.4

1.5

1.6

Personal liability for company’s debts

A person who is knowingly party to carrying on the business of the
company with intent to defraud creditors or for other fraudulent purposes
may be liable upon winding up for debts incurred by the company.

A director of a company may be liable to compensate the company for
any losses the company suffers from a breach of certain of the director’s
duties to the company (see 7.3.2).

Director’s liability as guarantor/security over personal assets

As a matter of commercial practice, a bank or anyone else providing
finance or credit to a company may ask a director of the company:

o For a personal guarantee of the company’s liabilities; and

o For some form of security over his house or personal assets to
secure the performance by the company of its obligations.

Taking security of this kind is very common.

The director of a company may, for example, be asked by a bank to give
a mortgage over his property to secure the company’s repayment of a
loan. If the company does not repay the loan as agreed with the bank, the
director may lose the property.

Continuous existence

A company continues to exist even if one or more of its shareholders or
directors sells their shares, dies or leaves the company.

Rules for the internal management of a company

A company has a Memorandum and Articles of Association. The
Memorandum of Association deals with the relationship with the
outside world. The Articles of Association (“Articles”) deal with internal
management and are tantamount to two agreements, one amongst the
shareholders of the company and another between the shareholders and
the company.




1.7

1.8

Table A in Schedule 1 to the Companies Ordinance (Chapter 32 Laws
of Hong Kong) (“Table A") contains a basic set of rules for the internal
management of a company (appointments, meetings etc). These apply
unless excluded or modified by the Articles.

How a company acts

A company is a creature of the law and does not have a physical
existence. It must act through natural persons. Individual directors, the
company secretary, company employees or agents may be authorised to
enter into contracts that bind the company.

In some circumstances, a company will be bound by the acts or
omissions of certain people (see 1.8).

Directors

Unless specifically authorised by the company, a director cannot act for
his company by himself. All corporate decisions are conducted by the
board of directors as a whole: the board of directors of a company are
responsible for managing the company’s business. Generally the board
of directors may exercise all the powers of the company except a power
that the law, or a provision of the company’s Articles (if any) requires the
company to exercise in general meeting. The Articles may however make
the directors’ general power of management subject to directions given
by a special resolution of the shareholders.

The law sets out rules dealing with the calling and conduct of directors’
meetings. Directors must keep written minutes of their resolutions and
meetings. There are 2 ways that directors may pass resolutions of the
board of directors:

° At a meeting; or

° By having all of the directors record and sign their unanimous
decision in a written resolution.

Where a private company has only one director, any decision of that
director must be evidenced by a written resolution or a written record of
the decision must be delivered to the company within seven days after
the decision is made.
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1.9

Shareholders

The shareholders of a company own the company, but the company
has a separate legal existence and the company’s assets belong to the
company and not its shareholders. Shareholders can make decisions
about the company by passing a resolution, usually at a meeting.
Resolutions are either ordinary or special. Ordinary resolutions require
a simple majority, special resolutions a majority of not less than three
quarters of the members entitled to vote and voting in person or by proxy
at a general meeting.

The following matters require a special resolution:

(a)
(b)
(c)
(d)

(e)

(f)

(9)

(h)
(i)
)

(k)

Alteration of the objects (s 8).

Alteration of the Articles (s 13).

Re-registration of an unlimited company with limited liability (s 19).
Change of the company’s name (s 22).

Alteration of conditions in the Memorandum which could have been
contained in the Articles (s 25A).

Unlisted companies providing financial assistance for the acquisition
of their own shares (s 47E).

Listed companies making a general offer to buy back their shares,
which may result in members being compelled to sell their shares
under s 168B and schedule 13, and buy-backs which are neither a
market purchase nor a general offer (s 49BA).

Unlisted companies buying back their own shares (s 49D).
Contingent buy-back contracts (s 49E).

Release from buy-back contracts (s 49F).

A private company redeeming or buying back its shares out of
capital (s 49L).




1.10

() The reduction of the company’s share capital (ss 58-63).
(m) Making the liability of the directors unlimited (s 160).

(n)  Assignment of office by a director (s 164(1)).

(0)  The company be wound up by the court (s 177(1)(a)).

(p)  To wind up the company voluntarily (s 228(1)(b)).

()  To authorise the liquidator to accept shares as consideration for the
sale of the company’s property in a voluntary liquidation (s 237).

There are two ways that shareholders of a company may pass a
resolution:

o At a meeting where the requisite majority of votes is obtained; or

o By having all of the shareholders record and sign their decision in a
written resolution.

A general meeting requires notice unless this is waived by all the
members in the case of an Annual General Meeting (AGM) or
shareholders holding 95% of the shares having the right to attend and
vote in the case of an Extraordinary General Meeting (EGM)..

AGMs and EGMs are normally chaired by the chair of the board of
directors.

A company must keep written minutes of the members’ resolutions and
meetings. All special resolutions and certain ordinary resolutions must be
filed with the Companies Registry of Hong Kong.

What others can safely assume about the company

Anyone who does any business with the company is entitled to assume
that the company has a legal right to conduct that business unless the
person knows, or suspects, otherwise. For example, an outsider dealing
with the company is entitled to assume:
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3.1

3.2

(@)  That a person who is shown in a notice lodged with the Registrar
as being the director or company secretary of a company has been
properly appointed and is authorised to act for the company within
his usual scope of authority and

(b)  That a person who is held out by the company to be a director,
company secretary or agent of the company has been properly
appointed and is authorised to act for the company within his usual
scope of authority.

The usual corporate structure for SMEs

Generally, a private company limited by shares is the most suitable
company structure for use by SMEs. A private company is a company
whose Articles restrict the right to transfer its shares, limit the number of
its shareholders to 50 (not counting employee shareholders) and prohibit
any invitation to the public to subscribe for its shares or debentures. Such
a company is allowed to have just one director who may also be the sole
shareholder.. At the other end of the spectrum, SMEs in Hong Kong
which adopt a listed public company structure have no upper limit on the
number of shareholders.

Setting up a new company

The operators of small businesses can either buy “shelf” companies or
set up new companies themselves.

“Shelf” companies

The operator of a small business may find it more convenient to buy a
“shelf” company (a company that has already been registered but has
not traded) from businesses which set up companies for this purpose or
from some legal or accounting firms.

Setting up a company

To set up a new company, it is necessary to apply to the Companies
Registrar (“Registrar”) for registration of the company.




3.3

3.4

A private company limited by shares may have just one shareholder who
may also be the only director. Where a private company has only one
shareholder and that shareholder is also the sole director of the company,
a reserve director (being a person over 18) can be nominated to act in
place of the sole director in the event of his death. Companies other than
private companies must have at least two directors.

To obtain registration, a person must submit an incorporation form, a
copy of the company’s Memorandum and Articles of Association certified
as true by a founder member of the company and the appropriate fees
to the Registrar. The company comes into existence when the Registrar
registers it.

Contracts entered into before the company is registered

A company can ratify a contract entered into by someone on its behalf
or for its benefit before it was registered. If the company does not ratify
the contract, the person who entered into the contract may be personally
liable.

First shareholders, directors and company secretary

The subscribers of the Memorandum are deemed to have agreed to
become members of the company and their names should be entered in
the register of members on registration of the company. The particulars
of the first directors and the company secretary of the company must be
filed with the Registrar within 14 days of their appointment. If a private
company (not being a member of a group of companies which includes
a Hong Kong listed company) fails to submit a return naming at least
one director, the first person (which may be a body corporate) named
in the list of subscribers to the Memorandum will be deemed to be the
company's director until such a return is sent. If a private company which
is a member of a group of companies which includes a Hong Kong listed
company fails to submit such a return, the only named individual or the
first named individual in the list of subscribers to the Memorandum wiill
be deemed to be its director.

The same person may be both a director of the company and the
company secretary except in the case of a private company having one
director.
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See 7.1 and 7.2 for directors and 7.6 for company secretaries. See 8.1 for
shareholders. It should be noted that where the company has only one
shareholder and director, both being the same person, then the company
secretary must be a different person.

3.5 Issuing shares

The Articles of a company may provide that, before issuing new shares,
a company must first offer them to the existing shareholders in the
proportions that the shareholders already hold. A company may issue
shares at a price it determines.

3.6  Registered office

A company must have a registered office in Hong Kong and must inform
the Registrar of the location of the office and from time to time whenever
it moves to a new location. The purpose of the registered office is to
have a place where all communications and notices to the company may
be sent.

The company must notify the Registrar of any change of address of its
registered office.

3.7  Registers kept by the company

A company must keep registers, including a register of shareholders and
a register of charges. A company must keep its registers at:

o The company’s registered office; or
° The company'’s principal place of business; or

. A place (whether on premises of the company or of someone else)
where the work in maintaining the register is done; or

o Another place approved by the Registrar.
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3.8

3.9

4.1

Register of shareholders

A company must keep in its register of shareholders such information as:
° The names and addresses of its shareholders; and

° Details of shares held by individual shareholders.

Register of charges

A company must keep a register of charges if the company gives a bank,
trade creditor or anybody else security over company assets whether
situated in Hong Kong or outside Hong Kong. Charges are either fixed or
floating charges. Fixed charges attach to specific assets. Floating charges
“float” over assets such as stock in trade until crystallisation which is
usually caused by winding up or the appointment of a receiver.
Continuing obligations after the company is set up

The Companies Ordinance and other laws impose obligations on
companies themselves and on their directors and company secretaries.
Some of the more important obligations imposed under the Companies
Ordinance are discussed below.

Use of company name

The name of a company must be shown at all the company’s business
premises (including its registered office). The company’s name must

appear:

o On some of its public documents such as its letters, notices,
invoices, receipts and other publications; and

o On its cheques and negotiable instruments; and
o On all documents lodged with the Registrar; and

° On its common seal.
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4.2

4.3

Annual return

A company must lodge with the Registrar an annual return which
contains such information as:

(a)

The company name, its registered number and business name (if
any).

(b)  The type of company.

(c)  The address of the registered office.

(d)  The date of the return.

(e) If the register of members or the register of debenture holders is
not kept at the registered office, the address where they are kept.

(f)  In the case of a company having a share capital, particulars relating
to members and share capital and the amount of shares (if any) held
by existing members.

(@ In the case of a company not having a share capital (unless
registered with an unlimited number of shareholders) the number of
members of the company.

(h)  The amount of indebtedness of the company in respect of all
mortgages and charges which are required to be registered with
the Registrar.

(i) Particulars of the directors, reserve director (if any) and secretary,
and particulars of any other person who at the date of the return are
required to be contained in the register of directors and secretaries.

Annual fee

A company must pay an annual fee to the Registrar on lodgement of the
annual return.




4.4 Notification to the Registrar of changes

The company must notify the Registrar if certain basic changes to
the company occur. The following table sets out these notification

requirements.

NOTIFICATION REQUIREMENTS
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5.1

52

5.3

54

The division of power in a company

The ultimate power in a company rests with the shareholders. The
amount of control they have depends on what is required to be done
in the general meeting and how. A simple majority is required for an
ordinary resolution but a three quarters majority for a special resolution.
Unanimous written resolutions can substitute for a meeting.

The shareholders have the right under the Companies Ordinance to
remove directors by ordinary resolution. Shareholders can sell the
control of the company in a takeover by selling their shares. Public
company takeovers are governed by the Code on Takeovers and Mergers
administered by the Securities and Futures Commission.

Most Articles expressly vest the power of management of the company
in the board of directors which operates by majority decision unless there
are special powers of veto in the Articles.

Article 82 of Table A was revised with effect from February 2004 to
provide that the directors’ general power of management is subject to
directions given by a special resolution of shareholders, thus giving the
shareholders a means to control the board. Otherwise, the shareholders
can only intervene in exceptional circumstances. Shareholders can
intervene where there is deadlock on the board or no effective board; by
ratification of an act lacking authority; or under the statutory powers to
remove directors or alter the company’'s Memorandum and Articles.

Boards usually delegate management to a managing director (CEO)
subject sometimes to residual controls. Often in larger companies there
are committees of the board.

The role of the board

The role of the board is not very clearly defined by the law but the
assumption in Article 82 of Table A is that it is to manage or supervise
the management of a company. Corporate governance practice is more
explicit as we saw in Chapter 4.




7.1

7.2

Company directors and company secretaries
Who can be a director

An individual must be at least 18 years old to be a director. Corporate
directors may be appointed in the case of a private company which is not
a member of a group of companies which includes a Hong Kong listed
company. A director must consent in writing to holding the position of
director. The company must send the consent together with notice of
appointment to the Registrar.

Section 2 of the Ordinance defines a director as including any person
occupying the position of director by whatever named called. The
definition includes a shadow director, which means a person in
accordance with whose directions or instructions the directors or a
majority of them are accustomed to act but does not include a person
merely giving professional advice. These definitions, however, do not
extend to employees.

The court may prohibit a person from being a director or from otherwise
being involved in the management of a company if, for example, the
person has persistently breached certain provisions of the Companies
Ordinance.

A person needs the court’s permission to be involved in certain company
affairs if the person has been disqualified.

Generally, a director may resign by giving notice of the resignation to
the company. The company must notify the Registrar of a director’s
resignation. A director who resigns may also notify the Registrar.

Appointment of new directors

Shareholders may appoint directors by resolution at a general meeting.
The board of directors usually has power under the Articles to fill casual
vacancies and to make additional appointments. However, under Table
A, a director appointed by the board only holds office until the next AGM,
but he is then eligible for re-election.
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7.3 Duties and liabilities of directors

7.3.1 In managing the business of a company (see 1.7), each of its directors
is subject to a wide range of duties under the Companies Ordinance and
case law. Some of the more important duties are:

(a)
(b)

(c)

(d)
(e)

(f)

(9)

To act in good faith.
To act in the best interests of the company.

To avoid conflicts between the interests of the company and the
director’s interests.

To exercise care, diligence and skill.
To avoid fraudulent trading.

If the company is being wound up — to report to the liquidator on
the affairs of the company.

If the company is being wound up — to assist the liquidator (by, for
example, giving to the liquidator any records of the company that
the director has).

CASE STUDY 11: Kishimoto Sangyo Co Ltd v Akio Oba




7.3.2 Adirector who fails to perform his duties:

7.4

7.5

o May be guilty of a criminal offence; or

° May be personally liable to compensate the company or others for
any loss or damage they suffer; and

° May be prohibited from managing a company.
Prohibition on loans to directors

There is a basic prohibition on loans to directors of the company or its
holding company or to a company controlled by such a director under
section 157H. The prohibition also extends to guarantees and security
for such loans. Except in the case of a private company which is not part
of a group which includes a Hong Kong listed company, the prohibition
in section 157H also extends to the provision of quasi-loans and entering
into credit transactions as creditors. These prohibitions are also extended
in the case of Hong Kong listed companies and companies which are
members of a group which includes a Hong Kong listed company to
include certain associates of the company’s directors. Breach of these
provisions can lead to civil and criminal consequences. There are limited
exceptions under section 157H. These include, in the case of a private
company which does not have a Hong Kong listed company in its group,
an exception for a loan which has been approved by the company in
general meeting.

A company cannot exempt or indemnify its officers or auditors from
any liability owed to the company or a related company. It can however
indemnify such persons against liabilities owed to third parties, such as
shareholders and creditors. A company can also take out insurance for
its officers and auditors against any liability to the company, a related
company or third parties for negligence, default, breach of duty, or breach
of trust (except for fraud).
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7.6

7.6.1

7.6.2

7.6.3

7.6.4

Company secretaries

A company must have a company secretary. The directors appoint the
company secretary. A company secretary must be a Hong Kong resident
or a body corporate having its registered office or place of business in
Hong Kong. However, a private company with only one director cannot
appoint as secretary a body corporate whose sole director is also the
only director of the private company. The company secretary of a listed
company must have professional qualifications or experience to show
that he is capable of acting as secretary.

A company secretary must consent in writing to holding the position
of company secretary. The company must keep the consent and must
notify the Registrar of the appointment. The same person may be both a
director of a company and the company secretary, except in the case of a
private company which has only one director.

Generally, a company secretary may resign by giving written notice of the
resignation to the company. The company must notify the Registrar of a
company secretary’s resignation. A company secretary who resigns may
also notify the Registrar of the resignation.

The company secretary has specific responsibilities under the Companies
Ordinance, including responsibility for ensuring that the company notifies
the Registrar about changes to the identities, names and addresses of
the company's directors and company secretaries and that the company
lodges its annual return.

A company secretary’s obligations may continue even after the company
has been deregistered.

Shares and shareholders
A private company limited by shares must have a share capital and at

least one shareholder. The Registrar may apply to a court to have a
company wound up if it does not have any shareholders.




8.1

8.2

8.3

8.3.1

8.3.2

Becoming a shareholder and ceasing to be a shareholder

A person may become a shareholder of a company in several ways,
including the following:

o The person who is a subscriber to the Memorandum of Association.
° The company allotting shares to the person.

° The person buying shares in the company from an existing
shareholder and the company registering the transfer.

Some of the ways in which a person ceases to be a shareholder are:

o The person sells all of his shares in the company and the company
registers the transfer of the shares.

° The company buys back all the person’s shares.
Classes of shares

A company may have different classes of shares. The most common
are Ordinary Shares and Preference Shares. The rights and restrictions
attached to the shares in a class distinguish it from other classes of
shares.

Meetings of shareholders

Directors have the power to call meetings of all shareholders or meetings
of only those shareholders who hold a particular class of shares.

Shareholders who hold at least 5% of the votes which may be cast at a
general meeting of a company have the power to require the directors to
call a meeting or, if the directors fail to do so, to call and hold a meeting
themselves. If a company’s Articles allow, a meeting may also be called
by two or more shareholders holding at least 10% of the company’s
issued share capital. Meetings may be held regularly or to resolve
specific questions about the management or business of the company.
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8.3.3

8.3.4

835

8.4

8.5

9.1

The Companies Ordinance sets out rules dealing with shareholders’
meetings.

The company is compelled by law to hold an annual general meeting.
Other general meetings may be called by the directors, members,
auditors, the court, the Official Receiver and the company’s liquidator.

Meetings normally require the full statutory notice unless the
requirement is waived by the requisite majority under section 114(3). As
an alternative to holding a physical class or general meeting, a resolution
may be passed by a written resolution signed by all members entitled to
attend and vote at such meeting. Written resolutions may not however
be used to remove a director or an auditor before the expiry of their term
of office.

Voting rights

Different rights to vote at meetings of shareholders may attach to
different classes of shares. Subject to those different rights, under Article
64 of Table A each shareholder has one vote on a show of hands and, on
a poll, one vote for each share held.

Buying and selling shares

A shareholder may sell his shares but only if the sale would not breach
the company’s Articles (if any). Article 24 of Table A provides that the
directors of a private company have a discretion to refuse to register a
transfer of shares.

Signing company documents

A company’s power to sign, discharge and otherwise deal with contracts
can be exercised by an individual acting with the company’s authority
and on its behalf. A company can deal with contracts without using a
common seal unless a deed is required.




9.2

9.3

10.

10.1

10.2

10.3

11.

Under Article 114 of Table A, a company may execute a document under
seal by having it signed by:

o 2 directors of the company; or
o A director and the company secretary; or

° A director and any person appointed by the directors for the
purpose.

If the document is to have effect as a deed, it should be expressed to be
a deed. A company is required to have a common seal. The seal must
show the company’s name in legible letters. The seal is equivalent to the
company's signature and may be used on important company documents
such as mortgages.

Funding the company’s operations

The shareholders may fund the company’s operations by lending money
to the company or by taking up other shares in the company. Except
if it is raising funds from its own employees or shareholders, a private
company must not engage in any fundraising activity with the public
unless the relevant laws have been fully complied with.

The company may also borrow money from banks and other financial
organisations.

Anyone who has lent money, or provided credit, to the company may
ask for a mortgage or charge over the company's assets to secure the
performance by the company of its obligations.

Returns to shareholders

Shareholders can take money out of the company in a number of ways,
but only if the company complies with its Articles, the Companies
Ordinance and all other relevant laws. If a company pays out money in a
way that results in the company being unable to pay its debts as they fall
due, its directors may be liable:
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11.2

12.

12.1

12.2

o To pay compensation; and

o To criminal penalties.

Dividends

Dividends are payments to shareholders out of the company’s after
tax profits. Unless the Articles contain provisions to the contrary, the
directors decide whether the company should pay a dividend.

Buy-back of shares

Subject to compliance with the applicable laws, a company may buy back
shares from shareholders.

Distribution of surplus assets on winding up

If a company is wound up and there are any assets left over after all
the company’'s debts have been paid, the surplus is distributed to
shareholders in accordance with the rights attaching to their shares.

Annual financial reports and audit
Financial records

Under the Companies Ordinance, all companies must keep sufficient
financial records to record and explain their transactions and financial
position and to allow true and fair financial statements to be prepared and
audited.

Preparing annual financial reports and directors’ reports

The Companies Ordinance requires a company to prepare an annual profit
and loss statement and a balance sheet and a directors’ report (about the
company's operations, dividends paid or recommended, options issued
etc.).




12.3  Accounts of private companies

12.3.1 Some private companies are exempt from many of the provisions

concerning accounts if all the shareholders agree in writing every financial
year.

12.3.2 This does not apply to a private company which:

(@) Has any subsidiary or is a subsidiary of another company registered
under the ordinance or an existing company.

(b)  Carries on banking business and holds a licence granted under the
Banking Ordinance.

(c) Islicensed under Part V of the Securities and Futures Ordinance.
(d)  Carries on any insurance business (other than solely as an agent).

(e) Accepts loans by way of trade or business other than on terms
involving the issue of debentures and securities.

(f)  Owns and operates ships or aircraft engaged in the carriage of
cargo between Hong Kong and other places (section 141D(3)).

12.3.3 Even exempt private companies must keep proper books of account

13.

13.1

and prepare a balance sheet which complies with Schedule 11 of
the Ordinance together with a basic directors’ report. These must be
authenticated by an auditors’ report.

Disagreements within the company
Special problems faced by minority shareholders

There are remedies available to a shareholder of a company if the
affairs of the company are being conducted in a manner that is
unfairly prejudicial to the shareholders generally or to some part of the
shareholders including him. A court may, for example, order the winding
up of a company or the appointment of a receiver or a buyout by the
other shareholders. The court may also order a company itself to buy
back the shares of a shareholder or order the payment of damages to
shareholders whose interests have been unfairly prejudiced.
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Shareholders also have the right under the Companies Ordinance to bring
an action, or intervene in proceedings, in respect of any expropriation or
other wrongs done to the company.

CASE STUDY 12: Yun Jip Auto Services Ltd v Yuen Sau Fai

14.

14.1
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13.2  Selling shares

A shareholder in a company who wants to sever his relationship with
the company may decide to sell his shares. However, the shareholder
may not be able to sell his shares readily — particularly if he wants to sell
the shares to someone who is not an existing shareholder. Some of the
difficulties such shareholder may face in that case are:

° Under the Articles, the directors may have a discretion to refuse to
transfer the shares; and

° Restrictions in the company's Articles (if any) on transferring
shares.

Subject to compliance with the applicable laws, it may be possible to get
the company itself to buy back the shares.

Companies in financial trouble
Monitoring solvency
There is increasing recognition by the courts that an important part of

directors’ duties is to monitor solvency. The modern cases on negligence
are often concerned with situations which end in insolvency.




14.2

14.3

14.4

Fraudulent and insolvent trading

The current statute law as we have seen is limited to participation
in fraudulent trading. There were proposals by the Law Reform
Commission Insolvency Review to impose liability on directors and senior
management who were at fault when a company traded while insolvent
but these have not been enacted. However, based on the experience
of other common law jurisdictions there is an increasing tendency in
the cases on negligence to impose a higher standard of care in cases of
insolvency or near insolvency.

Receivers

A receiver, or receiver and manager, may be appointed by order of a
court or under an agreement with a secured creditor to take over some or
all of the assets of a company. Generally this would occur if the company
is in financial difficulty. A receiver may be appointed, for example,
because an amount owed to a secured creditor is overdue.

Winding up and distribution

A company may be wound up by order of a Court, or voluntarily by a
creditors’ meeting or if the shareholders of the company pass a special
resolution to do so.

A liquidator is appointed:

o When a Court orders a company to be wound up; or

o The shareholders of a company pass a resolution to wind up the
company.

97




98

14.5

14.6

14.7

15.

Liquidators

A liquidator is appointed to administer the winding up of a company. The
liquidator’'s main functions are:

(@)  To take possession of the company’s assets; and

(b)  To determine debts owed by the company and pay the company's
creditors; and

(c) To distribute to shareholders any assets of the company left over
after paying creditors (any distribution to shareholders is made
according to the rights attaching to their shares); and

(d)  Finally, to have the company deregistered.

There is a developing tendency to appoint provisional liquidators under
section 193 of the Companies Ordinance to safeguard the assets.

Order of payment of debts

Generally, creditors who hold security over company assets are paid first
over other unsecured creditors unless their security is voidable.

Cancellation of registration

If a company has ceased trading or has been wound up, it remains on
the register until it is removed. Once a company is removed from the
register, it ceases to exist.

Overseas companies

A significant number of Hong Kong companies are incorporated in
overseas jurisdictions. Operating a place of business in Hong Kong
necessitates compliance with the local laws as well as their domestic
jurisdiction. In addition those which are listed on the Main Board or GEM
must comply with the respective Listing Rules.




16.

Companies trading overseas and in the PRC

SMEs operating outside Hong Kong must comply with the local laws as
regards trading and disclosure obligations. A practical problem is debt
collection.

The main issues facing a Hong Kong SME in doing business with the
PRC are:

(1)

(2)

3)

(4)
(5)
(6)

7

The government control which differs from area to area. Some are
more investor friendly than others.

The different legal system and labour practices.

In particular, less developed protection of property rights, especially
intellectual property rights or in some cases the enforcement of
rights.

The tax and exchange control regimes.

A different culture of management and industrial relations.

Different systems of dispute resolution.

Problems of debt collection and insolvency.

With regard to 7, there has been a tendency to write off bad debts but
now, as a result of reforms of insolvency, the introduction of a security
law and a workable contract law and the rapid development of the legal
profession in the PRC, the position is improving and the future picture is
likely to be more positive for enforcement of debt and restructuring.
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17.

171

17.2

Listed companies

Listed companies are listed on either the Main Board or GEM. As such
they are subject to the Main Board or GEM Listing Rules. Some of
these refer expressly to Corporate Governance Issues. For a summary
of some of the principal obligations of listed companies, see “Listing in
Hong Kong — Continuing Obligations” at the “Issuer Services"” section
of the website of SEHK at www.hkex.com.hk/issuer/listhk/continuing_
obligations.htm.

Substantial amendments were made to the Main Board and GEM Listing
Rules in March 2004 with the aim of raising the corporate governance
standards of Hong Kong listed companies. The amendments:

o Made voting on a poll mandatory in specified situations.

o Made subsequent refreshments of the general mandate subject to
independent shareholders’ approval.

o Tightened the rules on notifiable and connected transactions.

° Increased the minimum number of independent non-executive
directors (“INEDs") from two to three.

° Mandated the disclosure of individual directors’ remuneration in
companies’ annual reports and required shareholders’ approval of
directors’ service contracts for periods exceeding three years.

° Required the establishment of an audit committee comprising non-
executive directors only and a minimum of three members.




17.3

17.4

18.

19.

A new Code on Corporate Governance Practices and a requirement
for listed companies to include a report on their corporate governance
practices in their annual reports were introduced in January 2005. The
Code contains two levels of recommended practices. First, the “code
provisions” with which a listed issuer must comply or explain any
deviation in its corporate governance report. Accordingly, if a company
fails to establish a remuneration committee with INEDs making up a
majority of its members or deviates from the recommendation that
different people should occupy the offices of chairman and chief
executive officer, an explanation must be given. The second level
comprises the “recommended best practices” with which compliance is
encouraged, but disclosure of non-compliance is optional. Examples of
such practices include that INEDs should make up at least one third of
the company’s board and that Main Board listed companies should file
quarterly reports within 45 days of the quarter end.

Other measures in the pipeline include proposals to give statutory
backing to the more important Listing Rules (e.g. the rules relating to
disclosure of price sensitive information, financial reporting and obtaining
shareholders’ approval for certain notifiable and connected transactions).
SEHK has also consulted the market on proposals to introduce mandatory
quarterly reporting for Main Board listed companies.

Corporate governance issues raised by our survey

Our Survey raised issues of governance awareness in family companies,
private companies and one unlisted public company. These are dealt with
in Chapters 2 and 3.

The role of independent non-executive directors

The fashion in international corporate governance is to promote the idea

of independent non-executive directors on listed public company boards.
Such directors can also serve a useful function on the boards of SMEs.
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The basic definition of independence normally excludes directors who
are:

(a) A substantial shareholder.

(b)  Employee or former employee.

(c)  Professional adviser to the company.
(d) A significant supplier or customer.

(e)  Someone who has any other significant contractual relationship
with the company.

The general advantages of appointing independent directors are:
(@)  Independent check on management.

(b)  New perspectives.

(c)  Connections.

(d)  Access to external information.

(e)  Enhanced accountability.

Disadvantages are:

(@) Some are not really independent.

(b)  They may be outnumbered.

(c)  They have limited time to devote to the company.
(d)  They lack detailed knowledge of the business.

(e)  They are insufficiently linked to the shareholders.




In the case of SMEs they may perform the following additional roles:

(a)  Arbitrator of disputes.

(b)  Gap filler of knowledge.

(c)  Additional resource generally.

(d)  Father confessor.

(e)  Devil's advocate to point to a worst case scenario.

(f)  Catalyst for change.

(@ Image builder.

(h)  Networking agent.

At the end of the day, the case for independent directors is more linked
to conformity with the rules than performance, although undoubtedly
the additional roles of independent directors in SMEs may add value to

business development.

RELATED COMPANIES, GROUPS AND OTHER LEGAL
STRUCTURES

SMEs may consist of a single company or a company may be used in
connection with a sole trader or partnership. More often corporate SMEs
consist of a group where a parent or holding company holds a majority of
shares in one or more subsidiaries or controls their board of directors.

Sometimes there is no formal group but a series of related companies
which are totally or substantially under common ownership. The
significance of this distinction is mainly in relation to accounts. Groups
have consolidated accounts.

Companies can also be partners or joint ventures with either natural
persons or other companies. Some, but not all joint ventures are
regarded as partnerships but in some sectors like resources, steps are
taken in the documentation to avoid a partnership relationship, mainly for
tax reasons.
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The main governance questions are:

(@) In a normal group the extent of control exercised by the parent
board over the subsidiaries.

(b)  Related party transactions between the companies where these
might involve breach of directors’ duties and prejudice minority
shareholders or creditors of the companies in question.

(c) in the case of partnerships or joint ventures, possible fiduciary
obligations owed by the partners or joint ventures to each other.
Partnerships or joint ventures may result in strict duties of loyalty
and the need to avoid conflicts of interest.

In the case of (a), where the parent company is active in the business of
the subsidiary it may be regarded as a shadow director or be regarded as
the principal in a transaction. This can expose it to liability to creditors of
the subsidiary.

In the case of (b), related party transactions which consist of providing
a financial benefit to associates may give rise to a breach of directors’
duties.

In our Survey 30% of the family company respondent SMEs had more
than one company. Those tended to be separate entities, not members
of a group. Of private companies, 73% did not respond but of the rest
more than one company was involved. It was difficult to discern the
pattern of ownership. Predictably the unlisted public company and
the listed public company had more companies involved but again it
was difficult to discern the pattern of ownership. Having a series of
companies which are not a legal group leads to complications. For
instance the companies may not work as an integrated economic unit.
Where the companies are owned by different family members, there
may be temptations to engage in related party transactions which are not
for the good of the particular company but are for family reasons or done
in the interests of another company. These transactions may prejudice
minority shareholders or creditors. Also where there is not a legal group,
appropriate tax relief may be lost.




APPENDIX 1l

PRINCIPLES, PROTOCOLS AND PRACTICE
A. THE OECD CORPORATE GOVERNANCE PRINCIPLES

According to the OECD Principles of Corporate Governance dated October 1999,
the corporate governance framework should:

1. Protect shareholders’ rights.

2. Ensure the equitable treatment of all shareholders, including minority and
foreign shareholders. All shareholders should have the opportunity to
obtain effective redress for violation of their rights.

3. Recognize the rights of stakeholders as established by law and
encourage active cooperation between corporations and stakeholders
in creating wealth, jobs, and the sustainability of financially sound
enterprises.

4. Ensure that timely and accurate disclosure is made on all material
matters regarding the corporation, including the financial situation,
performance, ownership, and governance of the company.

5. Ensure the strategic guidance of the company, the effective monitoring
of management by the board, and the board’s accountability to the
company and the shareholders.

B. RESPONSIBILITIES OF THE BOARD

It is important that both the board and management understand their roles and
responsibilities and it is good practice for the board to ratify a written statement
which will make clear who is going to do what. The dividing line will differ
between organisations depending on the size, ownership structure, complexity
and traditions of the company and it will be influenced by the personalities
involved. It is also likely to vary from time to time: as the board gains confidence
in a new CEO, more is likely to be delegated, if a crisis arises the board may feel
the need to take closer control.

The written statement can be prepared in a number of ways: through the CEO's
job description, a Board Charter, a Statement of Delegations or a Statement of
Matters Reserved for the Board. The latter is briefer and more flexible and an
example is set out below.
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Matters reserved for the Board







C. MODEL BOARD PROTOCOL

While not required to adopt protocols, many boards have found them to be
valuable in assisting directors to understand their role and to discharge their
duties effectively. They can also be of use in helping newly elected directors
become accustomed to the way the board operates.




Model Board Protocol













SUGGESTIONS FOR THE CONTENTS OF A DIRECTOR'S LETTER
OF APPOINTMENT

Term of appointment.

Expectation of time commitment.

Power and duties of directors.

Special service attached to the position.

Circumstances in which an office of director becomes vacant.

Participation in committee work.
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7. Remuneration and expenses.
8. Superannuation arrangements.
9. Indemnity and insurance coverage.

10. Requirement to disclose directors’ interests and any matters where
conflict or potential conflicts of interest may arise.

11. Policy governing dealings in securities (including any share qualifications)
and related financial instruments by directors.

12. Induction training. Arrangements for continual professional development.

13. Confidentiality and rights of access to corporate information.

14. A copy of the Memorandum and Articles of Association.

Sample letter of appointment
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| look forward to welcoming you to your first meeting.

Yours sincerely,

Chairman

SAMPLE ANNUAL AGENDA

During the next year the Board plans to deal with the following

matters:

1. Establishing the plan and the criteria for success

(a)

Reviewing the organisation’s strategic plan and settling with
management of the goals and objectives.

(b)  Reviewing the economic and competitive environments and
agreeing the assumptions on which the budget is based.
(c)  Approving the annual budget.
(d)  Approving the non-financial performance indicators and the
annual targets set for each.
(e)  Approving the CEQ'’s personal objectives.
2. Monitoring the performance of the company, management

and committees

(a)

(b)

(c)

Reviewing the financial results for the reporting periods
against the budget and prior periods.

Satisfying itself about the company’s overall financial position.

Reviewing performance against the non-financial performance
indicators.









F. DELEGATION OF AUTHORITY
A SME should expressly deal with the following delegations:

(1) The role of management vis a vis the board of directors or sole traders or
partners.

(2) The authority of the CEO.

(3) The execution of documents.

(4) The signing of cheques and funds transfers.

See generally Table A regulations 82, 83, 87, 104, 109 and 111.

G. MODEL AUDIT COMMITTEE CHARTER

The Board of Directors of [company name] resolves to establish an
Audit Committee with the following terms of reference:
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