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ANALYSIS ON NEW REGULATIONS AND FUTURE ROAD
OF INDEPENDENT DIRECTORS IN CHINA

MA Kehui

Abstract

Based on the history of the independent directors system in China,
this article mainly reviews the significant changés made by the
China Securities Regulatory Commission (CSRC?m Measures for
the Administration of Independent Directors of Listed Companies
issued on August 1, 2023, compared with the previously issued
Rules for Independent Directors of Listed Companies and
analyzes the progress and shortcomings of this revision from the
ersgectlve of comparative law compared with the UK.
urthermore, drawing on the historical experience of the UK, this
article raises the suggestion on clarifying the role of independent
directors and focusmgnmore on capacity as well as management
Bur%ctlon rather than the independent character and supervisory
uty.

Be)t/word: Independent Directors, Company Law, Supervisory
uty

I.  INTRODUCTION TO INDEPENDENT DIRECTORS IN CHINA

Compared with developed countries such as the United Kingdom and
the United States, the capital market in China is comparatively
undeveloped, and the history of the independent director system of listed
companies is also shorter. Driven by practice in recent years, China has
accelerated the regulation of independent directors. In particular, the latest
Measures for the Administration of Independent Directors of Listed
Companies issued by the China Securities Regulatory Commission
(CSRC) in August 2023 have made significant modifications in the
appointment and removal procedures, the requirement of performing duties
and legal liabilities of independent directors, which marks a significant
improvement of the independent director system in China. Although the
practical effect of the new regulation remains to see, this amendment
undoubtedly lays the foundation for further institutional construction. It is
conducive to promoting independent directors to become a real supervisory
force.

A. Brief history of legislation

The Opinions on Further Promoting the Standardized Operation and
Deepening Reform of Overseas Listed Companies was promulgated in
March 1999, which, for the first time, required that there should be at least
two or more independent directors in listed companies.! Then, The

1 Guanyu Jinyibu Cujin Jingwai Shangshi Gongsi Guifan Yunzuo he Shenhua Gaige de Yijian (%2
Tt e gy E A TR TS ERA EXEERYE L) [The Opinions on Further Promoting the
Standardized Operation and Deepening Reform of Overseas Listed Companies] (promulgated by the
CSRC & State Economic and Trade Commission, Mar. 29, 1999, effective Mar. 29, 1999) art. 6
(Chinalawinfo).
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Guiding Opinions on the Establishment of an Independent Director System
in Listed Companies was published in 2001. The primary purpose of this
rule was to solve the problem of ‘one share dominance’ insider control
and the absence of supervisors for the board of directors, which were
prevalent in listed companies in China. * It detailed the relevant
requirements for independent directors in listed companies. The system of
independent directors of listed companies in China has begun to take shape
since then, including the requirements for qualification, election
procedures, duties, independence and performance. After that, the China
Association of Listed Companies published the Guidelines for the
Performance of Duties by Independent Directors of Listed Companies as
an industry regulation in 2014 and revised it in 2020, adding independent
opinions on ‘over-raised funds used to permanently supplement working
capital and return bank loans’ and ‘listed companies voluntarily delisting,*
and simultaneously compiled the Independent Directors to promote the
Internal Control of Listed Companies work Guidelines. Although these two
provisions detailed the rules of independent directors, they did not impose
compulsory effect and only serve as industry regulations for reference.

It was not until January 2022 that a systematic and independent rule,
the Rules for the Independent Directors of Listed Companies, was formed,
integrating the provisions on independent directors scattered in different
department laws, which mainly include Article 90 of the Securities Law,®
Avticle 122 of the Company Law,® etc. In August 2023, the CSRC made a
comprehensive amendment to the law, refining the norms according to the
actual development and policy and forming the latest Measures for the
Administration of Independent Directors of Listed Companies containing
48 articles. Correspondingly, the self-regulatory guidelines and stock listing
rules of the Shenzhen Stock Exchange, Shanghai Stock Exchange, and
Beijing Stock Exchange were revised.’

2 ‘One share dominance’ is also called as “Yigu Duda’ in China, which means that in the share
capital structure of a listed company, a certain shareholder, usually owning over 50% equity, can
absolutely control the operation of the company.

¥ Wang Yong (ZEJf), Duli Dongshi de Dangze yu Keze (JRI7E FEHI LTt 5% T7) [The
Accountability and Liability of Independent Directors], ZHONGGUO FALU PINGLUN (H[EEE#ITFiE)
[CHINA LAW REVIEW] 64, 68 (2022).

4 Fu Qiong (f#Z), Sifa Shiye xia Duli Dongshi de Zeren Fansi yu Chuangxin (E1EMEF FAR17E
HEIYTHEER B SHI A [The Responsibility Reflection and System Innovation of Independent
Directors Under the Judicial Perspective], FALU SHIYONG (£ {# #& F§ ) [JOURNAL OF LAwW
APPLICATION] 24, 28 (2022).

® Zhengquan Fa (iF%%) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s
Cong., Dec. 28, 2019, effective Mar. 1, 2020), art. 90 (Chinalawinfo).

& Gongsi Fa (/A 5]}%£) [Company Law] (promulgated by the Standing Comm. Nat’l People’s Cong.,
Oct. 26, 2018, effective Oct. 26, 2018), art. 122 (Chinalawinfo).

" Mainly including the Stock Listing Rules of the Shenzhen Stock Exchange (August 2023
Revision) (ZHIRITF2538 5 TS EE TN (20234E8 H{&1T ) ), the Rules of the Shenzhen Stock
Exchange for Stock Listing on ChiNext (August 2023 Revision) (Z&HI[1F238 5 P ONMUARHSEE il
M (202378 H{&1T ) ), Self-regulatory Guidelines for Companies Listed on the Shenzhen Stock
Exchange No. 2 - Standardized Operation of ChiNext Listed Companies (2023 Revision) (Z=HI[HE53L
Gt i AE HERERTIFE2S—CODIR i ASMSEIZEIE (2023454217 ) ), the Rules
Governing the Listing of Stocks on Shanghai Stock Exchange (August 2023 Revision) (_F/ETFAAC 5
FRisZE F i (202348 H{E1T ) ), the Rules Governing the Listing of Stocks on the STAR Market
of the Shanghai Stock Exchange (Revised in August 2023) (_FJEIEAAC S PRGN EE E A

(202348 H{&1T) ), Shanghai Stock Exchange Listed Companies Self-Regulatory Guidelines No. 1 -



128 TSINGHUA CHINA LAW REVIEW [Vol. 12:123

B. Issues Encountered Previously

Despite the legislative supervision, the independent director system is
far from perfect in China. The ‘independence’ of independent directors is
insufficient, and they tend to fail in executing external supervision. In
practice, after the nomination, they are ultimately selected by the de facto
controllers in the name of the resolution of the shareholders’ meeting. Due
to centralized shareholder structure, this mechanism prompts their
susceptibility to the control of dominant shareholders, so that they lack the
initiative to safeguard the interests of public shareholders,® which should
remedy through additional restrict during nomination and selection.

Additionally, many independent directors lack the ability and
motivation to perform due diligence. Most independent directors in China
are university professors, accounting for nearly 40%, who are short of
practical experience, and the reputation mechanism of the capital market
has less restraint impact on them.®

What’s more, the actual influence of independent directors on the
market is quite weak. Some scholars believe that independent directors in
China are relatively to meet the regulatory requirements, and whether the
independent directors are good or bad cannot reflect positive or negative
signals to the market, and even the decorative fuction as ‘vase’ has not been
reached.’® Namely, whether an independent director signs or not does not
materially affect the judgment of investors.™ Despite possibly being
overstated, these arguments reveal that the futility of independent directors
is a significant problem for the supervision of listed companies in China.

In the relevant cases, the boundary and liability of the due diligence for
independent directors are in dispute.* In recent years, the responsibility of

Standardized operation (August 2023 Revision) (_FSEFEAC ST LA T BRI EET [Fl15—
WSEIEfE (2023E8H{E1T ) ), Self-regulatory Guidelines for Listed Companies on the Science and
Technology Board of the Shanghai Stock Exchange No. 1 - Standardized Operation (August 2023
Revision) (/BHIESRAC S PRGN E A E] BEINETES 51 5—HCEEIF (20238 H{&11)),
Guidance on the Continuous Supervision of Companies Listed on the Beijing Stock Exchange No. 1 -
Independent Directors (1L5HERZ ST LA TR BT 15615 — I ), etc.

8 Liu Junhai (X1[f£5), Shangshi Gongsi Duli Dongshi Zhidu de Fansi he Chonggou - Kangmei
Yaoye Anzhong Dudong Jue Liandai Peichang Zeren de Falv Sikao ( -7/ ST 855 HIRE R B A
£ FESEEGI P E BRI TUENY AT %) [Reflection and Reconstruction of the
Independent Director System of Listed Companies: Legal Consideration on the Huge Joint and Several
Liability of the Independent Directors in Kangmei Pharmaceutical Case], FAXUE ZAzZHI (FF244E)
[LAW SCIENCE MAGAZINE] 1, 10 (2022).

® Huang Hui (&%), Duli Dongshi de Falv Yiwu yu Zeren Zhuijiu: Guoji Jingyan yu Zhongguo
Fangan (SR HEFAEFE N F5TEES © Eir&3 S5 ETT %) [Legal obligations and
accountability of independent directors: International experience and Chinese solutions], ZHONGWAI
FAXUE (F14N£57) [PEKING UNIVERSITY LAW JOURNAL] 201, 210 (2023).

9See Huang, supra note 9, at 213.

Wu Yue (5fk), Zhongmei Duli Dongshi Guize Yuanze yu Caipan Biaozhun Yanjiu (1351758
VTR S HAR A HFFE) [Study on the Imputation Principle and Adjudication Standard of
Independent Directors in China and America], JINGMAO FALV PINGLUN (4257)27E1F16) [BUSINESS
AND ECONOMIC LAW REVIEW] 87, 106 (2022).

12Zhang Tingting (34545, Duli Dongshi Qinmian Yiwu de Bianjie yu Zhuize Biaozhun - Jiyu 15
Jian Duli Dongshi Weijin Qinmian Yiwu Xingzheng Chufaan de Fenxi (7 E5 g5 8h5h W S5H045L S
BT AE BT 15 oy E SR R B S TTBUA T ZE Y 73 47) [The Boundary of
Independent Directors' Duty of Diligence and The Standard of Accountability: Based on the Analysis of
15 Cases of Administrative Punishment for Independent Directors' Failure to Perform Diligence Duty],
FALU SHIYONG (737 ) [JOURNAL OF LAW APPLICATION] 84, 84(2020).
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independent directors in false statements has become a focus in regulation
afer Kangmei Pharmaceutical case occurred in China in 2021.% In this
case, the independent directors of the company were judged to bear 5%-
10% joint liability for signing the documents with false disclosure. Due to
the vast amount of compensation, the independent directors personally bore
the sky-high fine of 246 million yuan, which shocked both the academic
and practical circles, triggering the resignation wave of independent
directors of listed companies. Therefore, the discussion on performance
obligations and punishment of independent directors once became a hot-
spot issue. The Supreme People’s Court issued Several Provisions of the
Supreme People’s Court on the Trial of Civil Cases for Damages for the
Tort of Misrepresentation in the Securities Market in 2022, specifying the
exception of the responsibility of independent directors in the article,*
including having found no problem with resort to help from accountants or
lawyers, raising objections or submitting reports in writing to Stock
Exchange after realizing misrepresentation before the date of exposure or
correction, voting for but keeping reserved or objective opinions,
impediment from issuer and other demonstrate diligence. However, due to
the rule’s ambiguity, there is still a lot of controversy.

Il. NEW RULE HIGHLIGHTS

Although the above problems have not completely solved in the latest
rule, Measures for the Administration of Independent Directors of Listed
Companies further clarifies the work content and requirements of
independent directors institutionally, establishes a complete supporting
mechanism for them to perform their duties, further displays the purpose
and significance of the independent director system. There are many
highlights deserving of praise.

A. Modifications

1. Election Regarding selection qualifications, the requirement of
independence from the actual controller added.* Members of the audit
committee shall not concurrently serve as executives of listed companies.*®
The moral character requirements also added.*’

As for the election procedure, the right of the investor protection
institutions to nominate independent directors through shareholder

13Guhuajun, Huangmeixiang deng 55326 ming Touzi Zhedeng Zhengquan Xvjia Chenshu Zeren
Jiufen Minshi Yishen Minshi Panjue Shu ([ifi{E3% ~ HiEE % 55326 41 Frg il A= B R o Tely
HEE—HEDEH ) [Gu Huajun, Huang Meixiang, etc. 55,326 investors v. Kangmei
Pharmaceutical Co., Ltd], (2020) 01 #)21715 (Guangzhou Interm. People’s Ct. 2020).

14Zuigao Renmin Fayuan Guanyu Shenli Zhengguan Shichang X{ia Chenshu Qinquan Minshi
Peichang Anjian de Ruogan Guiding (& A BERE R T HEUE SR ARE BIRURA RSB 3 1
N TF-H5%E) [Several Provisions of the Supreme People's Court on the Trial of Civil Cases for Damages
for the Tort of Misrepresentation in the Securities Market] (promulgated by Sup. People’s Ct. Jan. 21,
2022, effective Jan. 22, 2022) art. 16 (Chinalawinfo).

15Shangshi Gongsi Duli Dongshi Guanli Banfa (_Fii/\ S 17 & /14£) [Measures for the
Administration of Independent Directors of Listed Companies] (promulgated by the CSRC, Aug. 1,
2023, effective Sep.4, 2023) art. 2 (Chinalawinfo).

1d. art. 5.

71d. art. 7.
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entrustment has enhanced.*® Within the company, the election of more
than two independent directors should implement the cumulative voting
system, and the voting situation of minority shareholders should counted
separately and disclosed.*®

2. Perform Duties With regard to execution, more detailed and
higher standards are required for independent directors regarding their
duties. For example, the upper limit of independent directors has been
reduced from 5 to 3, and independent directors must work on-site for at
least 15 days and keep job logging.?* In addition, the retention period of
information provided by listed companies to independent directors has been
extended from 5 years to 10 years.?? They should also conduct an annual
self-examination of independence and submit a report to the board.2 They
will dismissed if absent from two board meetings consecutively, while the
minimum was three before.?*

In particular, the matters requiring the prior approval of independent
directors have changed. The specific standards of related party transactions
have deleted, ‘need to disclose’ has been taken as the new subjective
standard. Two matters have added, ‘the plans of the listed company and the
relevant parties for the modification or waiver of their undertakings’ and
‘the decisions made and measures are taken by the board of directors of the
target listed company regarding the acquisition.”’®® The proposal to the
board to hire or dismiss the accounting firm has deleted.?

Also, more measures are provided to guarantee their execution. The
right to be informed has been better protected, and the company must render
necessary conditions and personnel support for their performance of
duties. 2 And more emphasis has been placed on the disclosure of
objections to independent directors.?®

3. Establish New System. The CSRC puts the suggestion of
construction of an independent director system into practice, attempting to
establish a standardized and unified system for election. Namely, China
Association of Listed Companies is responsible for the construction and
management of the information base of independent directors of listed

1. art. 9.

¥1d. art. 12.

21d. art. 8.

2d. art. 30 and 31.

2|d. art. 31.

2. art. 6.

21d. art. 20.

1d. art. 23.

“¢Shangshi Gongsi Duli Dongshi Guize (_-H7/AFHI7#ZEHLN) [the Rules for the Independent
Directors of Listed Companies] (promulgated by the CSRC, Jan. 5, 2022, effective Jan. 5, 2022) art. 22
(Chinalawinfo).

2 Shangshi Gongsi Duli Dongshi Guanli Banfa (RS # & H /17%) [Measures for the
Administration of Independent Directors of Listed Companies] (promulgated by the CSRC, Aug. 1,
2023, effective Sep.4, 2023) art. 36 (Chinalawinfo).

21d. art. 21.
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comngnies. The listed company may hire independent directors from the
base.

Besides, the provisions on special meetings of independent directors
added, requiring listed companies to regularly or irregularly hold meetings
attended by all independent directors to review relevant matters.
Particularly, such issues such as disclosure of related party transactions,
alteration or exemption of commitments, and anti-takeover measures shall
be approved in advance by the special meeting of the independent directors
before being submitted to the board of directors for deliberation.*

4. Accountability The amendment particularly sets a fifth chapter
titled ‘Legal Management and Legal Liability,” adding five provisions to
regulate the accountability of independent directors. Generally, the stock
exchanges and the China Association of Listed Companies have explicitly
authorized the right to formulate relevant self-regulatory rules to promote
more detailed supervision.®* If independent directors violate the regulation,
except for formal administrative penalty, the CSRC can take measures
involving ordering the violator to take corrective action, holding a
regulatory interview, issuing a letter of caution, ordering a public
explanation, and ordering the violator to submit periodical reports.*

To determine independent directors’ due diligence, there are both
positive criteria and exceptions for exemption. The active standard can be
relatively general, referring to independent directors’ role in the
information formation and related decision-making process, the source and
content of information, the degree of knowing the information and attitude
after knowing the information, the degree of attention to relevant abnormal
circumstances and the measures taken to verify information, attendance at
the relevant meetings of the board of directors and its special committees,
and the special meetings of independent directors and professional
background or industry background.*®* But admirably, it renders a more
feasible and ascertainable reference in statutory form.

As for exemption, apart from that in judicial interpretation discussed
above, the intentional concealment from issuers is added. The
requirement to choose between raising objections or submitting
reports is replaced with a mandatory simultaneous execution of both
to remit penalty.>* And the independent directors should not only raise
objective opinions but also vote against the proposals.®® Notably the
exception in latest rule is, though mainly aiming at false statement, for all
the essential duties, and the previous article has not been invalidated by the
new rule.

21d. art. 6.

01d. art. 24.
3L1d. art 42.
2|d. art 44.
31d. art 45.
341d. art 46.
%1d. art 46.
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B. Vital Significance of Modifications

As discussed above, the overall statutes have amended in an extensive
range, and there are many changes in regulations. The CSRC has made
many new attempts to establish the independent director system and has
made the response to previous problems raised above.

First of all, from the perspective of independence, the interests between

actual controllers and independent directors are explicitly excluded. The
possibility of public shareholders’ participation is increased through the
nomination of the investor protection institution and the cumulative voting
mechanism in the process of election and appointment of the independent
directors so that the independent directors are more inclined to the public
shareholders from the source rather than entirely subject to the major
shareholders and actual controllers of the company.
Secondly, mandatory requirements have been made in the maximum
number of companies they hold office, the minimum number of days of on-
site work, the submission of self-inspection reports, and the attendance of
the board of directors in person so that independent directors can gradually
perform their duties in a more standardized state. Although the proposed
standards are not quite strict in substance and the urging role played in the
implementation process may be quite limited, when we have the standard
prototype, it will be easier to refine and adjust the standard according to the
actual situation in the subsequent revision.

In addition, by changing the content that needs to be reviewed by
independent directors, demanding cooperation from the company, and
adding special meetings of independent directors, we can see the intention
of lawmakers to enhance the impact of independent directors on the
company and the capital market, from both management and supervision
prospects. While the efficacy remains to see, we should confirm that it is a
good start.

Finally, as analyzed above, it seems that the administrations have
noticed the issue of responsibility and underline the disclosure of all the
unusual situation concerning independent directors. Remarkably, for the
responsibility, there are relatively concrete factors to consider when we
discuss whether independent directors should undertake the consequence
for the issuers’ misconduct. The perpetual problem here is not whether
independent directors bear duty of diligence, but rather the boundary
between the duty of diligence and the exemption. Previously, the existing
problems for administrative responsibility included that signature equaled
responsibility, the role of independent director presumed to have the
responsibility, the responsibility presumed from the result, and the burden
of proof inverted.* Given the tendency of adding more exemptions
recently, we can see the endeavor of the CSRC to balance the duties and
remission of independent directors. Also, in the most recent cases, two
independent directors of Ropt Technology Group Co., Ltd were separately
fined 500,000 yuan for false disclosure by the CSRC, overruling their
pleading with precise reference to the criteria and exemptions listed

3See Wu, supra note 11, at 91-92.
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above,*” and the amount of penalty was more reasonable compared to that
in Kangmei Pharmaceutical case. To sum up, the new boundary has been
set by the new rule, being a preliminary guidance to supervision, but it is
undeniable that more details must supplemented through judicial process
or future judicial explanations.

C. Issues Remain to Be Considered

However, the role of independent directors needs further discussion
regardless of significant improvements of the rule. In the regulations, the
performance and appointment of independent directors are detailed, and it
seems to expect that they can participate more in the company’s
management and play more substantive supervisory roles. But meanwhile,
we should not expect too much from independent directors, since the inside
information of independent directors is always limited,*® which means that
the information of aforethought misconduct from the board or management
is not possible to be known and discovered by them.

Under these circumstances, if we want the function of independent
directors to realize on one side, we must make concessions on the other
side. To be specific, if they are expected to fulfil their management
responsibilities, they need to correspondingly abandon excessive demands
on their general independence, since over demanding independence will
impair their passion and effort to safeguard the interest of companies . In
this approach, the corporate performance is linked with their involvement
through an appraisal mechanism by the CSRC or other administration,
which distinguishes them from inner directors but promotes their
enthusiasm for management. This may be achieved by expanding the
system of independent director base mentioned in ‘Establish New System’
modified part. We will continue to discuss independence, management
function, and other related concepts in part I11 (111) (b).

According to practice in China, the overall system of independent
directors is still developing and it may not have reached the stage where
one side has to make concessions. But in the future, it is necessary to adjust
the regulation to focus more on one side.

111. COMPARATIVE VISION

A. Independent director in China v. non-executive director in the UK

In China, the concept ‘outside director’ and ‘independent director’ were
used together in the early days.** Nowadays, the two concepts have been
integrated as ‘independent director’ in most rules, except for ‘outside

%7 Zhongguo Zhengguan Jiandu Guanli Weiyuanhui Xiamen Jianguanju Xingzheng Chufa Jueding
Shu (FPENEZ B EH Z A2 E I TIRE BITEUA TR ES (2023 ] 2=) [China Securities
Regulatory Commission Xiamen Regulatory Bureau Administrative Penalty Decision (2023) No. 2].

383ee Wu, supra note 11, at 93.

% Mainly in The Opinions on Further Promoting the Standardized Operation and Deepening
Reform of Overseas Listed Companies in 1999 and The Guiding Opinions on the Establishment of an
Independent Director System in Listed Companies in 2001, in which the ‘outside director’ and
‘independent director’ were recklessly mixed.
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director’ in some supervision documents of state-owned enterprises.®® In
the UK, there is a conceptual distinction between executive directors and
non-executive directors, and also a distinction between ‘independent’ and
‘non-independent’ for non-executive directors. According to the
interpretation of independence in the European Commission
Recommendation,** China’s ‘independent director’ should correspond to
the British independent non-executive director.

B. History of the independent non-executive director in the UK

The system of independent directors in the UK has a more extented
development history than in China. The concept of monitoring by non-
executive directors was first promoted by industry but not by the
government in the early 1980s.*? Then the committee was set up by the
financial sector in 1991, and Cadbury Report was published the following
year, which laid the foundation of the ‘comply-or-explain’ principle and
requirement of director independence. Accordingly, the Cadbury Code of
Best Practices proposed a board staffed with at least three non-executive
directors, the most of which should be independent.** In 2003, Higgs
Report was put forward, comprehensively reviewing the non-executive
director system in UK listed companies. Since then, the London Stock
Exchange has revised the 1998 combined Code based on the
recommendations of the Higgs Report, as well as the Turnbull Report in
2001 and the Smith Report in 2003. In the 2006 revision of the Combined
Code, it was recommended that half of the board members of large
companies should be independent non-executive directors. “ The
Combined Code was transformed into the UK Corporate Code in 2010, in
which the emphasis was transformed into the appropriate balance of skills,
experience, independence and knowledge of the company of independent
non-executive director to discharge their duties.”® The UK Corporate
Governance Code authorizes the board to decide whether directors are
qualified as independent.*®

“0The concept of ‘outside director’ is broader than that of ‘independent director’ in China, and the
former is similar to the non-executive director. But at present, only in the case of state-owned enterprises
will use the ‘outside director” to refer to the role as non-executive director.

“1Commission Recommendation (2005/162/EC) of 15 February 2005 on the role of non-executive
or supervisory directors of listed companies and on the committees of the (supervisory) board, OJ L 52/5,
Section 13.1.

‘[a] director should be considered to be independent only if he is free of any business, family or other
relationship, with the company, its controlling shareholder or the management of either, that creates a
conflict of interest such as to impair his judgment.’

“2YUAN ZHAO, CORPORATE GOVERNANCE AND DIRECTORS’ INDEPENDENCE 30.

“3paul Davies, Corporate Boards in the United Kingdom, in P. L. Davies, K. J. Hopt, R. Nowak and
G. van Solinge eds., Boards in Law and Practice, Oxford University Press, 2013, 738.

“Harald Baum, The Rise of the Independent Director: A Historical and Comparative Perspective,
in Dan W. Puchniak, Harald Baum, and Luke R. Nottage, eds, Independent Directors in Asia: A
Historical, Contextual and Comparative Approach, Cambridge University Press, 2017, 21.

4SUK Corporate Governance Code, FRC, June 2010, at 12. ‘The board and its committees should
have the appropriate balance of skills, experience, independence and knowledge of the company to
enable them to discharge their respective duties and responsibilities effectively.’

46See Zhao, supra note 42, at 740.
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C. Comparison and inspiration

1. Comparison The independent director system in the UK has its
features and is quite distinct from China’s due to the origin and
development path. Nevertheless, we can still acquire a lot of inspiration
from it, assisting Chinese future improvement.

To begin with, the shareholding in UK listed companies are ‘semi-
dispersed’ with international investors and domestic institutional
shareholders.*” On the contrary, China’s shareholding is mainly in the
hands of major shareholders and is relatively concentrated. Based on these,
the original purpose of independent directors in China is to alleviate the
problems caused by shareholding concentration, safeguard the interests of
minority shareholders,*® and strengthen external supervision,*® while that
of the UK mainly aims to address the agency conflicts between managers
and owners with dispersed ownership.>°

However, compared to the US, the structure of company governance in
the UK is perceived more as ‘shareholder-centric’,>* which means that the
shareholders bear more power in nomination, dismission of directors and
installation of a new board.>? To be specific, the trend of recentralization
of shareholders in the UK benefits from both pro-shareholder governance
rules and the rise of institutional shareholders, leading to increasing impacts
on management. > Analogously, the ownership of Chinese listed
companies is highly concentrated and the dominant shareholders almost
complete control over the selection of directors thus they may exert
exclusive impacts on both the boards and the management.>* From this
aspect, China is more similar to the UK. Despite diverse ownership
distribution structures, the significant but non-controlling shareholders
achieve a coalition which reaches a certain level of monitoring to
management,®® generating likewise effects of that of Chinese controlling
shareholders.

Otherwise, in the UK, the non-executive directors owe the same basic
duties to the company as the executive directors. However, they are held to
different standards of care according to their function, knowledge, skill and

47See Davis, supra note 43, at 21.

“8Gu Gongyun (JfiZf#z), Lun Woguo Jianli Duli Dongshi Zhidu de Jige Falv Wenti (iGFEE 17
JETE S HIEHY 1A )R5) [On the Legal Problems of Establishing Independent Director System
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experience. % In China, there is no clear distinction between the
responsibility of independent directors and other directors, except the
misrepresentation exemption provision from Article 16 of Several
Provisions of the Supreme People’s Court on the Trial of Civil Cases for
Damages for the Tort of Misrepresentation in the Securities Market.

All'in all, although there are differences, the independent directors of
the two countries have some homogeneity, which makes the
countermeasures of the UK are more suitable to be used for reference in our
country.

2. Inspiration

a. Minority-Election Rule As discussed above, the shareholders in
both countries have significant influence to the governance, hence the
director election regime of the UK can provide us with feasible reference.
Under the UK regime, the appointment of independent directors requires
not only a majority of the votes cast at the meeting but also a majority-of-
minority shareholder,>” namely the minority-election rule,®® which can be
contemplated as revision for the Chinese regime to effectively promote the
protection of minority shareholders and independence of independent
director without radical changes to the ownership structure. We are glad to
see that the cumulative voting for independent directors and disclosure of
the voting situation of minority shareholders have been added in the latest
modification, and these schemes indeed theoretically benefit the minority
shareholders. But a better effect can be reached by applying minority-
election rule than cumulative voting, for the former can balance public
investor protection against controller right and combine with a regime that
assigns particular tasks to enhanced-independence director.*®

b. Capacity of independence In the UK, some scholars also argue
that independence is insufficient to guarantee good monitoring, and there is
a recent shift in the UK from the focus on independence to competence and
experience. ® From the empirical respect, despite some inconsistent
outcomes, there are many researches are demonstrating that the listed
companies do not obviously benefit from involving independent directors
on boards or too much independence, surprisingly, brings adverse effects.”
For example, the study of Bhagat & Black in 1999 showcases that there is
a negative correlation between board independence and performance, thus
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recommending greater share ownership to independent directors.®? But the
problem is the definition of independence here is ambiguous.

Then according to the study by Suzanne & George, there are four core
aspects collectively leading to substantive independence of independent
directors, involving structural barriers, capacity, status and power. &
Compared with Australia and the US, the UK, with more inclined to
enhance capacity ® and comprehensive understanding of substantive
independence, is less likely to undermine the effectiveness of independent
directors.®® Therefore, drawing on this model, we can further divide the
general ‘independence’ into more precise dimensions to analyze its actual
impacts. Plausibly, it is their inner abilities to participate in management
without susceptibility instead of solely external requirements for
independence that activate the function of independent directors.

As mentioned above, the mixed role is also an existing problem of
independent directors in China and one of the reasons behind is our
inadequate and poorly theorised understanding of independence. In the
latest rule, there is a trend that the management of independent director is
reinforced and the exclusion rules of independence are scrutinized and
revised. Currently, boosting the independence of independent directors is
still elucidated as an emphasis. Still, it remains in ‘structural barriers’
dimension with endeavor to construct external walls by formal rules to
avoid inappropriate influence.®® But more fundamentally, the intrinsic
capacity of them is ignored. And the alleged ‘capacity’ is linked more to
their management responsibility other than ‘independence’ in Chinese
current context.  As | consent the wisdom from sceptics that
independence and expertise are mutually exclusive,®® it is likely that
shortly we will encounter the dilemma if we do not clarify the direction
between these two. Therefore, since the function of mere independence has
been proved ineffective in the British market, we may conclude that a better
way to fix this is to strengthen management responsibilities from expertise
and skills rather than maintain the stress on independence.

c. Supervisory duty and managementduty Furthermore, we should
prevent independent directors from transforming into another group of
executive directors. Other scholars in the UK points out that the treatment
of non-executive directors in Higgs Report, though primarily been
implemented, is flawed. Following the Higgs report, namely focusing on
both monitoring executive activity and contributing to the development of
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strategy, ®° the role of non-executive directors remains mixed and
unfocused. A plan for this is that independent non-executive directors
should act essentially as monitors within a company, controlling whatever
possible conflicts of duty and interest the company’s executive directors
may have rather than as participants in management at the same time."
The vital divisions here are supervisory duty and management duty. The
reasons for the division include the doubt of performing both duties well
and the nature of short-term involvement.”

It is indeed reasonable to concentrate more on supervisory duty than
management, however, we should keep in mind that the two duties are
mutual reinforcing, as only if the independent directors are embedded more
in the management, can they enhance the abilities and deterrent impacts as
a supervisory power. In turns, the role as strong supervisors prompts their
influence on the board and the management in determination. It is
innocuous to develop these duties simultaneously, but tactically,
emphasizing one positively to bring about improvement for the other can
be judicious. More attention paid on management side, hence, is feasible,
due to more specific measures and criteria befitting to apply than the
supervision side. Then, the division of rights and responsibilities between
executive and independent directors still needs further analysis and
research.

IVV. CONCLUSION

After an exploration of approximately 20 years, we finally established
an orderly system of independent directors. In the past two years, our
regulation has been more up-to-date and of higher quality, which shows a
good sign for further development. Remarkably, the latest Measures for the
Administration of Independent Directors of Listed Companies made
significant modifications to the appointment, execution, and responsibility
of independent directors, and added more mechanisms to reestablish their
role, leaving us with great expectations to its effects. However, we cannot
ignore the functional orientation of independent directors. Since the
shareholders’ influence and the role of independent directors of China and
the UK are, to some extent, homogeneous, there is possibility that we can
learn from the previous experience of the UK and take measures to avoid
the crossroad in advance. Though the specific methods of applying
minority-election rule, converting the stress on independence to the skills
and abilities or stressing the management function need further research, it
is critical to clarify the core function of independent directors’ role in
current moment.
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