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Case study on legal representative: a good lesson on corporate governance of
companies in China

Description

This is a true case that | am handling.
FACTS:

A European investor set up a wholly foreign-owned trading company in Shanghai, China as its foothold
in China to sell its advanced products. The shareholder appointed three members on the board of
directors who are all foreigners with no regular residence in China. One of the director was appointed
to serve as the general manager of the WFOE company and concurrently as the legal representative of
the WFOE. The WFOE was poorly run by the general manager and legal representative and had been
losing money for all the past a few years. At a point, the European investor was not willing to inject
more fund into the WFOE and started suspecting the misconducts by the general manager. Because of
shortage of operating fund, the WFOE failed to pay office rentals, leading to closure of its office by
landlord who exercised lien over some of the corporate properties including the very important
Business License (an equivalent of Incorporation Certificate in other countries) for the WFOE. In the
meantime, the general manager resigned after not receiving his salaries for months but he kept the
general chop of the WFOE and other chops, refusing to turn over the chops to the shareholder before
being paid of his salaries.

In order to keep this Shanghai WFOE from collapsing, the shareholder wants to replace the current
legal representative. Under Chinese laws, in order to effect the change of legal representative, the
company registration authority needs take back the old Business License which is kept by the landlord.
After being paid the rental in arrears, the landlord said that he shall return the documents and materials
only to the legal representative of the Shanghai WFOE or someone authorized by the legal
representative because the legal rep is supposed to represent the company, which definitely has a
solid point there.

Now there is a standoff in the WFOE company.
WHAT IS WRONG

The standoff arises because the legal representative of the WFOE company has too much control over
the operation of the company, easily breeding the insider control situation. From the accounts of my
client, the shareholder has placed too much trust in the legal representative and leaves everything
about the WFOE to the legal rep. In the meantime, the supposedly supervision mechanism fails to
function. When things go wrong, the shareholder is almost kept in darkness with no access to the
financial conditions of the company and with no way to find out how much debts the company has
incurred.

While | am speaking against such arrangement of leaving all control to one person, | understand that
from the investor’s point of view, this is the practical arrangement. At the time of setup of the WFOE
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company, the shareholder has nobody else that is more trustworthy than the general manager and
legal representative, and the other two directors on the board and the one supervisor are all foreigners
who do not work or live in China, effectively putting the fate of the company in the hand of the general
manager and legal representative.

When the company’s Business License and general chop are both controlled by the legal
representative who turns against the company, it is always a disaster to shareholders. Usually in such
a hijack event, shareholders almost can do nothing to solve the problem unless resorting to court
proceeding which may take such a long time that can well drag the company into collapsing.

LEGAL ADVICE

This is not an isolated case in Chinese corporate world. A slew of cases can tell you how important to
put balance and check in the corporate governance systems.

1. There should be detailed rules in the articles of association of the company dealing with legal
representative hijacking the company by providing penalties on such misconduct.

Though China Company Law provides for fiduciary duty of legal representative for the company, there
is no clear legal liability imposed on breach of such duty.

2. If practical, avoid leaving all business license and chops with the legal representative. Companies
should establish rules for the the keeping and use of corporate chops and business license, in
particular, the general chop of the company.

3. Specifically, try to put the general corporate chop in the a person’s hand other than the legal
representative, for example in the hand of a director.

4. In order to keep a close eye on the financial conditions of the company, shareholder shall make sure
that the financial person is not appointed by the general manager. China Company Law provides that
the chief financial officer shall be engaged by the board of the directors based on the nomination of the
general manager. So shareholders shall ensure that the board will independently select a financial
chief that is not easily susceptible to the general manager so that he can be an effective check on the
general manager.

5. It is important that investors shall keep an active board of supervisor or one or two supervisors who
will keep eyes on the management of the company by the managers and officers. Many investors
neglect the significance of active supervision mechanism in the company. Of course, who shall serve
as your supervisors is a question. | would recommend that investors consider using the lawyers you
trust to serve as supervisor.

China’s unique corporate culture in terms of the use of chops and adoption of legal representative
system can cause really damaging situation to a company and thus the shareholders. Ironically, there
have been no clear laws and rules in regard of these two very important things, which lead to much
confusion in practice.

For more about legal representative in China, please click here;
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For more about the corporate chop in China, please click here.
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