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Abstract 1

Abstract

According to the modern corporate theories, a firm is, in na-
ture, a nexus of contracts involving various interest groups. Since,
compared with market contracts, these contracts are incomplete and
long - term, monitoring and motivation issues become eminent. In
the classical entrepreneurial firm setting, there are barely agency
problems, along with low agency costs and simple monitoring and
motivation issues. This is due to the fact that the operation and
management are simple because of the limitation of scope and scale,
and the fact that the owners and the managers are actually the same,
which results in no separation of ownership and control. However,
when the technical and economic developed,new industries, such as
railroads and mines, were came into being because of the mass pro-
duction. These industries, at the very beginning, required a huge
investment and higher-level management, and thus made en-
trepreneurial companies, which inherently defective, become unable
to survive and expand. Since then, limited companies, who could
largely acquire social capital and expand management facilities and
thus accommodate the expanding production scale, were set up to
hit the fashion. Limited companies were greatly different from the
entrepreneurial firms on the investment structure, management

framework and governance mode. Particularly, the extreme



2 RIEFENNLE, ATFTARLTRAHHR

diversion of investors led to the fact that most of the investors,
though they were alsa owners of the corporation, were unable to be
involved in the daily management of the company. Rather, the in-
terest groups who were not investing (or, in some cases, were just
investing a small portion of the company) actually controlled the
company. Therefore, gradually professional managers were born to
make management their career, and then the so-called separation of
ownership and control began. After that, how to protect the various
interest groups, such as the investors and the creditors, who owns
no control of the company, from being expropriate, how to allocate
the powers within the firm in order to have the power, interests and
responsibilities matched and coordinated, have become the basic and
critical issues of modern enterprises.

The separation of ownership and control, originated from the
modern enterprises system, along with the corporate governance is-
sues that are resulted from principal- agency problems, are all aiming
at constructing an institutional framework, which could balance the
of power within the company and at the same time coordinates vari-
ous interest groups. Such an institution is functioned through exter-
nal market adjustments and internal structure integrations. Its ulti-
mate purpose is to establish an institutional arrangement that clearly
states the responsibility of each group, makes each group appropria-
tely functioned, employs both incentive and constrain mechanisms,
and incorporates coordination and segregation of power. Although
different countries (or regions), due to the divergence of their actual
situation such as legal systems, ownership structures, cultural back-

grounds and etc., shall adopt various corporate governance models,



Abstract 3

or, some of them, solve corporate governance issues via external
market function of resource allocation, the ultimate purpose and the
requirements are quite the same. Though corporate governance and
corporate management are related mechanisms, they are not on the
same plane. They are combined through the corporate management
and its strategic planning. In this regard, Board of Directors, a per-
manent delegate of Shareholder’s Conference, is acting as monitor
and as the core of governance, no matter viewed from external gov-
ernance or internal governance perspective. However, for some rea-
sons, the typical “Shareholders - Board of Directors -Management”
regime has been changed, and the Shareholders and the Board of Di-
rectors are somehow losing their powers. Therefore, independent
director system were born in countries such as the U.S. and the
U.K. as an important measure to improve corporate governance and
to reform the Board of Directors.

As any other system, independent board system shall have an
institutional foundation for its existence. The effectiveness of the in-
dependent director system required three premises. They are set out
as the following according to their degree of importance: first, the
establishment of the external market system and the perfection of
market mechanism, the clarification of property right and property
relationships, and the foundation of market economy culture and the
meeting of other corporate governance requirements; second, the es-
tablishment of clear corporate governance relationship, the clarifica-
tion of responsibilities between various interest groups, and a good
governance structure, especially a clear positioning of Board of Di-

rectors and a good function of it; third, the condition of the
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independent director system, including the independence of individ-
ual independent director, the independence of all independent direc-
tors as a whole, the working environment and the incentive as well
as the monitoring mechanisms. Let’s discuss these three premises in
detail below .

The first premise

Independent director system first came into being in the U.S.
and the U.K. These countries are having the characteristics of the
widespread of investors of listed companies and the existence of an
advanced external market (including stock market and the control
right market generated therefrom, professional manager market,
loan market and etc.). Along with the globally corporate gover-
nance movement, such independent director system gradually spread
to the rest of the world, including the (south)east Asia. However,
an important fact is that the typical German and Japan corporate
governance model is not in a favor of the independent director sys-
tem. The reason has been that countries like Germany and Japan do
not have an advanced external market mechanism, and the corporate
governance systems thereof are mainly functioned via internal gover-
nance mechanisms. As for China, none of the stock market, the
loan market, the control right market and manager market are as
sufficient as those in the countries where the independent director
system has been employed. Therefore, they are not providing suffi-
cient premises or conditions for the independent director system to
be employed in China. In addition, analysis shows that it is not the
most critical measure for China to employ the independent director

system for the purpose of resolving corporate governance problems.
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The key to the listed companies’ governance problem is not the in-
dependent director system, and we cannot reach the conclusion that
the implementation of independent director system is materially
helpful to the resolution of listed companies’ governance problems.

The second premise

Enterprises that adopt independent director system are all in the
countries that having the corporate governance characteristics of
paying their top management a high salary and adopting single board
system (i.e. adopting just the board of directors system, while in
those countries adopting double board system (i.e. board of direc-
tors as well as supervisory board system), independent director sys-
tem is not prevailing. These include countries like Germany, which
adopts an up-down level double board, and Japan, which adopts a
parallel double board system. Theoretically speaking, independent
director under the single board regime is similar to the supervisory
board under the double board regime, with no substantial differ-
ence. To remain the double board system, China could improve its
supervisory board system to compensate the lack of supervision. If
what we concern is just the supervisory mechanism, theoretically
speaking, supervisory board system has advantage over the indepen-
dent director system. Also, to adopt independent director system
basing on the current double board system in China, we have to tak-
ing into account how the two legal systems and two corporate gover-
nance mechanism can co-exist and coordinate. On the other hand,
the most outstanding issue for China’s corporate governance is the
fading out Board of Directors. If this is not given the first priority to

be solved, it is hard to conclude that employing independent director
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