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Il Wintao Global Focus:

Viewing the Characteristics and Influence of the
Independent Director System In America & China
——From Imported s to Localization

1.The independent director system establishes a power check and
balance and supervision system by appointing independent direc-
tors to the board of directors of management companies. The role of
independent directors, their selection, term of office, remuneration,
and the regulations on "independence” are all included in this sys-
tem.This article discusses the characteristics and functions of the in-
dependent director system in the United States, and provides refer-
ences for operating the separate director system and corporate
governance of listed companies in China.

2.Facts have shown that implementing independent directors is cru-
cial in promoting a company's healthy development. This system
came from the United States and was introduced to China in the 1990s.
It was a government-led institutional innovation that referred to the
corporate governance structure of European and America in re-
sponse to the imperfect governance structure of listed companies in
China at that time. The introduction of this system is due to its proven
positive effects on corporate governance and its ability to solve
problems caused by unregulated development. Taking the United
States as an example, independent directors have solved at least
three critical issues in corporate governance: firstly, it has strength-
ened managers' loyalty to shareholders' interests; secondly, it has
improved the credibility of the company's public disclosure of infor-
mation, and thirdly, independent directors provide a mechanism
that enables the company's stock price to more accurately reflect
the company's performance signals.
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3.Adopting independent directors improves corporate performance
and capital allocation. This study examines the evolution of the
board of directors from a suggestion board to a supervisory board
and highlights the role of independent directors.

4.The company's purpose has gradually changed from the 1950s
stakeholder model centred on managerialism to the shareholder
benefit maximization model of 1990-2000. After 2018, the United
States began to reassess the benefits of shareholder benefit maximi-
zation, as internal or related external directors were seen as factors
that damaged shareholder interests. It is undeniable that increasing
independent directors is necessary.With the improvement of market
efficiency, information value has shifted from internal to public market
prices. This has changed the role of directors, as independent direc-
tors can rely on general information to provide more objective valua-
tion and capital allocation suggestions. The board's crucial task is to
urge the company to disclose accurate and complete information
to the market, simplifying a manager's success to maximise share-
holders' interests and reflecting the stock price signal. From the effi-
cient market hypothesis perspective, adequate price review and
optimal capital allocation and social welfare maximization are real-

ized.

5.External Incentives and Restraints

The behaviour of directors is influenced by external mechanisms that
incentivize or restrict them. Economic interests and reputation are
the primary factors. Monetary penalties have been the most severe
punishment for violating fiduciary law and federal securities laws

from 1950 to 2005. Directors' attention to the company's business and



affairs is critical use exercise independent judgement promote inde-
pendence.

6.Corporate fiduciary duties at the state law level established the first
step towards determining directors' liability. The gradual establish-
ment of directors' responsibilities and liability rules for corporate
misconduct was accompanied by monetary compensation. Until
the mid-1980s, the courts of Delaware laid the groundwork for the
exemption judgment of directors' duty of diligence. Over time,
landmark cases like Smith v Van Gorkom gradually raised the liability
standard for directors' duty of diligence. The Court of Delaware |later
defined good faith and bad faith for directors. However, the discus-
sion about whether directors performed their duties and whether
their decision-making process was in "good faith" ultimately led to the
need to increase the number of enthusiastic and independent direc-
tors.

/.The second is the level of the federal securities laws. Under federal
securities laws, the potential liability of directors has become relative-
ly mild at the specific enforcement level, becoming a possible deter-
rent. Generally speaking, a manager's misconduct may constitute a
violation of information disclosure. Still, the applicable liability stan-
dard for directors' liability needs to pass the "scienter” test: whether
the director knew there was a wrong disclosure of information (or
was grossly negligent in learning). Also, in a securities class action,
plaintiffs' attorneys have no incentive to prove that the directors
knew, as this would likely reduce the amount payable by the direc-
tors' liability insurance at the time of the settlement since the direc-
tors' liability insurance does not cover the directors if they are proven

to have known.



8.However, concerning disclosures related to public securities offer-
ings, directors have a duty of "due diligence" to ensure the accuracy
of disclosed statements. In WorldCom, the court held that the direc-
tors could not simply rely on the auditor's opinion when the issuer's
financial situation had a "red flag" situation. Ultimately, WorldCom's
independent director agreed to pay US$20 million settlement money.
The WorldCom case prompts directors to pay more attention to the
authenticity of the company's financial data and further raises the
requirements for the independence of directors.

9.Incentive Mechanism

If the penalty mechanism is a passive deterrent, the positive incen-
tive mechanism is equally important to the behaviour of outside
directors. For the incentive mechanism of outside directors, there

were many innovations from 1950 to 2005.

10. In the 1950s, directors were poorly paid, or sometimes unpaid,
because even if they were paid, the incentive effect of the salary
was weakened because the CEO determined whether they would
stay or leave. In the 1990s, the wide application of stock options
bound the interests of shareholders and directors. Although many
studies showed that options had little impact on company perfor-
mance, a small number of stock options was indeed challenging to
guarantee that directors could create enormous benefits for the

11.The problems caused by equity incentives as the main compensa-
tion incentive are also apparent. They will tolerate aggressive finan-
cial strategies and condone financial fraud to obtain more option
returns. From this point of view, besides being responsible to the com-
pany's shareholders, the board of directors must also provide accu-
rate information to the capital market, especially the positive (nega



tive) externalities that this correct (erroneous) financial information
may bring to the market. Therefore, it is tough to determine the opti-
mal share incentive.

12. Reputation Mechanism

The reputation mechanism is another critical factor in enhancing the
independence of directors. Usually, the influence of a director's repu-
tation comes from several aspects. For example, there is a scandal in
the company he works for. It may be more difficult for a director of a
scandalous company or a bankrupt company to be hired by other
companies. However, few academic research conclusions exist due
to many interference factors in the reputation market. A simple indi-
cator to measure the reputation damage of a director is that his
company has encountered a financial crisis or received severe pun-
ishment.

13.By the 1980s, with the rise of hostile mergers, reputation played an
increasingly important role, especially in many litigation cases, where
the questioning and review of director independence were carried
out from the perspective of reputation rather than pure money—
deterrence of compensation. Subsequently, as some institutional
investors became active shareholders, their attention to directors'
reputations increased. Active shareholders' series of challenge
movements in the 1990s further increased their awareness of di-
rectors' independence and good reputation.

14.Combining the newly released regulations on independent direc-
tor systems, it can be seen that although this system is an imported
product, in the development process, changes have gradually ap-
peared to adapt to my country's economic characteristics and
social systems. It is of far-reaching significance to give full play to the
role of independent directors, and we should take this opportunity
and grasp the positive impact brought by this system.
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