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orporate governance has

been important since the

corporation, as a separate

legal entity, was recognised
in the 1500 and 1600s.

The Dutch East Indies Company was
already established as a corporation by way
of a Royal Charter in 1602. Joint stock
companies flourished in the 1600s and
early 1700s.

However, a turning point came in 1720
with the passing of the so-called Bubble
Act of 1720. This Act made all directors of
companies without a proper Charter or
Private Act of Parliament criminally liable.
The intention was to ensure that investors
would invest in the stock of the South Sea
Company, which was involved in a grandi-
ose scheme to take over all the
Government’s debts. However, the conse-
quences were that the entire stock market
collapsed and from 1720, until the repeal
of the Bubble Act in 1825, joint stock
companies were viewed with considerable
scepticism.

After 1825 there were several Royal
Commissions that looked into trusts,
incorporated partnerships and again at the
joint stock company. Based on the Royal
Commission Reports, the English Joint
Stock Companies Act 1844 was passed.
This was the first Act under which compa-
nies could be established by simply
registering under the 1844 Act. In the past
it required a Royal Charter or a Private Act
of Parliament for companies to be estab-

lished. However, under this 1844 Act all
shareholders were liable to an unlimited
amount. In other words, if after liquidation
there were still outstanding debts, the
creditors could sue the shareholders
jointly and severally.

It was only with the passing of the Limited
Liability Act 1855 that the “limited liability
company” was established. It meant that
after the company has been formed, share-
holders only stand to lose what they paid
for their shares. In other words, once the
share capital was depleted and there were
still outstanding debts, the creditors had
no further claim against the shareholders.
Whereas “unlimited liability” for share-
holders was an incentive to ensure that
companies were governed properly to
avoid personal liability, “limited liability”
resulted in shareholders becoming
disinterested investors and with that
corporate governance became a serious
problem.

In the early 1930s two famous academics,
Bearle and Means revealed that “owner-
ship and control got separated”; the share-
holders, who were supposed to be the
“owners” of the company did not really
control companies any longer. Powers were
now vested in the board of directors and
managers, and that created particular
problems as far as proper corporate gover-
nance was concerned. Most company law
reforms since the early 1940 in the UK
were aimed at empowering the sharehold-
ers or to provide additional protection to
minority shareholders. In 1952 a provision
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was added to the then Companies Act of
1948, to give shareholders the ultimate
power to remove directors, without cause,
by way of an ordinary resolution, irrespec-
tive of provisions in a company’s articles of
association or a contract between the
company and directors that made
directors “irremovable”. The underlying
corporate law model for most countries
has, and is still seen, as the “shareholder
primacy model”. Not only have the share-
holders the power to appoint and remove
directors, they also have the statutory
power to adopt a company constitution or
to amend the constitution by way of a
special resolution.

In particular in the US, the sole purpose of
a for-profit corporations is seen as profit
maximisation for shareholders. When
directors’ duty “to act in the best interests
of the company” was articulated and
interpreted by the courts, it was held that
“the company” means “the shareholders
as a whole”. As it was put in the famous
case of Dodge v Ford Motor 170 N.W. 668
(Mich. 1919) at 684:

A business corporation is organized and
carried on primarily for the profit of the
stockholders. The powers of the directors
are to be employed for that end.”

Since the early 1990s corporate gover-
nance focussed on voluntary Codes of
Corporate Governance, which was the
brainchild of the UK Cadbury Report of
1992. These Codes are based on the
principle of “comply or explain” or as it is



called in some other jurisdiction the
principle of “If not, why not” or “comply
and explain” (King IV - 2016: South
Africa).

Based on the dominant role of sharehold-
ers, shareholder concerns sparked several
investigations on issues of concern to
them, for instance excessive executive and
director remuneration that resulted in far
more detailed disclosure of remuneration
and remuneration policies of publicly
listed companies. The idea that there
should be proper governance and supervi-
sion by the board over management,
resulted in the encouragement for compa-
nies to appoint more non-executive
directors and nowadays there is an expec-
tation that the majority of the board of
listed companies should be independent
non-executive directors.

Board diversity, with emphasis on gender

diversity, was another area of focus over
recent years, with Norway introducing
legislation that in fact mandated that 40%
of the board to be female, with the possi-
bility of the company being deregistered if
this quota was not reached and
maintained.

Tougher corporate regulation was another
development in recent years, especially
because of the1997 Asia (East Asia) Finan-
cial Crisis; collapses of large companies
like Enron, World.Com (US) and HIH
Insurance (Australia), the collapse of
Lehman Brothers and Global Financial
Crisis (GFC) that followed.

It is important for all directors to be aware
of what the issues of the day are currently
and what they will be for the foreseeable
future. These issues will indeed affect
directors directly or indirectly.

* There is little doubt that there will be
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an expectation that all modern company
law legislation should include wider
protection for “whistleblowers” and
that companies will have to adopt
“whistleblowing policies”. The US
approach of rewarding whistleblowers
(paying them a “bounty”!) if contraven-
tions of the law or corrupt or fraudulent
conduct was uncovered because of the
fact that the “whistleblower” blew the
whistle on these!

There is also little doubt that directors
of listed companies will have to focus
more on the disclosure of and reporting
on non-financial matters and issue.
The investors will demand this to
ensure responsible behaviour by
companies and to allow the investors to
focus on “impact investment”, meaning
that they will not invest in corporations
with a bad reputation for violating
environmental law, involved in breaches
of human rights and action socially




irresponsibly. The bad corporate
citizens will be named and shamed in
future more so than is the case
currently.

¢ Initiatives like GRI (Global Reporting
Initiative), ESG (Environmental, Social
and Governance — Policies and Report-
ing) and Sustainability and Responsi-
bility Reporting will remain important,
but it seems as if the most powerful
international drive at the moment is
Integrated Reporting and integrated
thinking. There is nowadays a focus on
more than just financial capital, but also
on other capitals like manufactured
capital; intellectual capital; natural
capital; human capital; and social
capital.

* Corporate Social Responsibility (CSR)
will remain prominent and the question
will be asked more and more whether
there is nowadays a corporate social
responsibility duty for directors of
corporations. Directors will also have to
focus more pertinently on the interests
of all stakeholders like employees,
creditors, customers, the environment
and the community/society as part of
their duty “to act in the best interests of
the corporation”. It is no longer appro-
priate and desirable that directors just
focus on the shareholders as stakehold-
ers and only try to maximise profits for
shareholders — that was the approach in
the 1800s and 1900s, but cannot be the
underlying basis of a company law
model for the 21st century.

The Hong Kong company law was based
on the UK company law until quite
recently. However, in 1994 the company
law reform commenced with a “clean
sheet approach”. The Standing Commit-
tee on Company Law Reform in its
Fourteenth Annual Report 1997/1998,
enacted many of the recommendations
made in the Consultancy Report/Review.
In 2005 the Hong Kong Corporate Gover-
nance Code was introduced, while Hong
Kong company law entered a new with the
introduction of the Companies Ordinance,
Chapter 622 of the Laws of Hong,

commencing on 3 March 2014.

Hong Kong should also be commended on
some other significant law reforms,

including the Law Reform Commission of |

Hong Kong’s (Sub-committee on
Insolvency) recommendations regarding
“The Winding-up Provisions of the
Companies Ordinance’ (1998); and the
updating of the Corporate Governance
Code and associated Listing Rules imple-
mented by the HKEX in 2012 and
2014/2015 - this came into effect on 1
January 2016.

A very important issue for Hong Kong
directors will be risk management. In this
regard Young and Huo put it succinctly:

[N]ew risk management obligations should
not be treated as another set of procedures
and processes for the board. The code
provisions oblige the board to manage and
monitor the company’s risks. This code also
expects risk management to be embedded
in the issuer’s organisation. Failure to
comply not only attracts sanctions from the
exchange, but has legal implications for
directors under statutory duty of care.
Therefore, any omissions by directors in the
managing and monitoring of the company’s
risk will find themselves exposed to legal
risks.!

In conclusion it should be mentioned that
corporate law and corporate governance
has a long history, but changing times
require  changing approaches: 21st
Century, not 17th Century principles,
should underpin modern corporate law
models. There is little doubt that more
than just profit maximisation for share-
holders will be expected of boards of
directors in future. The challenges of
looking at the interest of all stakeholders,
in the best interests of the company as
separate legal entity, will have to be
considered by all boards of directors.
Long-term and sustainable growth for
companies will have to become the focus
of boards of directors. There is little doubt
that Hong Kong has been pro-active in
reforming its company law and corporate
governance model. However, there are
more challenges that will have to be faced
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to ensure behaviour

companies.

responsible

by

One of the guiding principles of HKIoD
should always be uppermost in the minds
of all directors:

“To promote and practise good corporate
governance (CG), it requires many parties
working in synchronisation. Among them,
directors have the ultimate responsibility

Jfor CG.”

As the premier body representing
directors in Hong Kong and as a member
of the Institute of the Global Network of
Director, The Hong Kong Institute of
Directors (HKIoD) has been playing a
pivotal role in director and public educa-
tion that makes a difference. No doubt,
HKIoD’s significant work in contributing
to the global promotion of good CG will
continue. B0

' Young and Huo, ‘New risk management

requirements in Hong Kong’s Corporate Gover-
nance Code.” (2016) Finance, Rule of Law and
Development in  Asia: Perspective from
Singapore, Hong Kong and Mainland China 261
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