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The Independent Director Requirement  
and Its Effects on the Foreign Investment 
Climate in China: 
Progress or Regress?
By Matthew Weinstein*

Introduction

Centrally owned businesses are the backbone of China’s 
economy. Since enacting the Company Law in late 
1993,1 the State has converted many of its traditionally 

structured enterprises to corporate entities and issued publicly 
traded shares to raise funds.2 By 2004, listed companies under 
the control of State-owned holding enterprises represented more 
than 71 percent of the listed companies on the Chinese securities 
market.3 In 2006, China disclosed that the top twenty-one listed 
centrally owned enterprises by market value (including Sinopec, 
Bao Steel, Huaneng, Sinoair and COSCO) “accounted for 68 
percent of the total profits of the top 100 listed companies.”4 In 
addition, those same twenty-
one listed companies accounted 
for almost one-fifth of the total 
market value of all listed com-
panies in China.5 Indeed, the 
Chinese government truly is 
an ‘800 pound gorilla in the 
room’ in the Chinese securities 
market.

The number of listed companies continues to multiply and 
foreign investment continues to flood into China. Yet, China 
is one of the only countries where one can find both a boom-
ing securities market and State control of the vast majority of 
companies. Contrary to common Western practice, the State 
(as controlling shareholder) often pursues different objectives 
compared to traditional, profit-seeking investors.6 Thus, foreign 
investors must be vigilant of significant risks involved in such an 
investment climate and it is more important than ever to under-
stand the fundamental differences between Western corporate 
governance systems and those in place in China. To that end, this 
article examines China’s realization of a fundamental element of 
Western corporate governance — independent directors — and 
examines both the positive and negative effects this implementa-
tion has had on the investment climate in China. 

I.	 Comparing Chinese 
Corporate 	
Governance to 	
the West

Even though China has 
a surprisingly long corporate 

tradition, corporate governance in China has developed slowly 
and the State has been careful not to dive headfirst into adopting 
Western practices. In fact, as one scholar has noted, “China had 
a world leading economy for a considerable time prior to modern 
history.”7 By the dawn of the Western industrial age, however, 
China had fallen behind Western economic powers, which in 
turn “caused China’s recent history to be subject to commercial 
and political turmoil.”8 Though the Chinese introduced modern 
corporate concepts as early as the late 19th century, the adoption 
of communism led to the near elimination of private owner-
ship.9 As it has been said that “the corporate structures that an 
economy has at any point in time depend in part on those that 
it had at earlier times,” China’s political tradition helps provide 
an explanation for the evolution of Chinese corporate doctrine 
and the integration of practices from Western developed econo-
mies.10 Only after a short but sustained period of economic, 
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legal, and political debate did China begin to take slow but steady 
steps to promote privatization.11 After setting up the Shanghai 
and Shenzen stock exchanges in the early 1990s and enacting 
the Company Law in 1993, it was not until 1997 that China 
announced it planned to convert most state-owned enterprises 
to corporations.12

Donald Clarke, Professor of Law at George Washington 
University, defines corporate governance in China as:

[T]he set of rules and practices regulating relation-
ships among participants in a post-traditional Chinese 
business enterprise and governing deci-
sion making within that enterprise. By 
‘post-traditional’ enterprise I mean any 
enterprise that is no longer bound tightly 
within the traditional State planning 
system and operated by its adminis-
trative superior agency essentially as a 
division within a larger enterprise. It is 
an enterprise in which voluntary, con-
tractual relationships are important and 
top-down commands from government 
are less important.13 

As corporate governance reform pro-
gressed, some scholars argued an inde-
pendent director institution would solve 
numerous corporate governance problems 
entangling Chinese listed corporations.14 

Though Sibao Shen, Dean of the Law 
School of China’s University of International 
Business and Economics notes that the concept of independent 
directors appeared in China as early as December 1997,15 it was 
not until 2003 that the ‘minimum one-third’ independent direc-
tor system now in place was mandated.16 By June of 2003, “1244 
of 1250 corporations listed in China’s two stock exchanges had 
independent directors on their boards.”17 Though companies 
integrated the system quickly, there was natural resistance to 
introducing a customarily Western corporate institution.18 The 
independent director in China as it has developed, however, is 
distinct from and exists for different motivations than an inde-
pendent director in the West.

A.	 Independent Directors in the West:  
Protectors of Shareholder Interests?
“Corporations have been the common business structure 

in the Western world since at least the beginning of the 19th 
century.”19 The corporate structure thrives because of limited 
liability, encouraging funds to flow freely to businesses from 
the global investor pool.20 The modern corporate structure also 
gives businesses functional independence from their investors.21 
Dean Shen offers that “independent directors first appeared in 
the United States to cure the corporate governance problems of 

public corporations, which have widely dis-
persed shareholders.”22 Independent direc-
tors were created for two major reasons: 
First, to act as securities law monitors in the 
aftermath of the massive securities frauds of 
the 1920s and 1930s; and second, to pro-
vide profit-seeking shareholders with more 
adequate controls over the performance and 
reliability of management.23 

In a Western system, tensions within 
corporate governance structures require 
compromises between authority and respon-
sibility.24 Western independent directors are 
leaders in their fields and trusted business 
advisors who are expected to provide guid-
ance with respect to corporate strategy.25 
The purpose of having directors indepen-
dent of management is so that the many 
(often conflicting) interests of employees, 

shareholders, and business partners can be adequately recog-
nized.26 Thus, independent directors can act as a powerful social 
responsibility instrument for the public, serving to calm investors 
and reassure them that management is ultimately accountable for 
their actions.27

With regard to public companies in the United States, 
directors are expected to be — as Professor Clarke puts it — 
”systematically independent of management.”28 As this is the 
primary concern and requirement for independence, stock own-
ership is allowed.29 Both major U.S. stock exchanges, however, 
require listed companies to have at least half of its board of direc-
tors be independent.30 Requiring that the board be comprised 
of a majority of independent directors empowers such directors 
to more effectively carry out the responsibility of maximizing 
shareholder value in the companies they oversee and guarding 
against conflicts of interest.31 This is because the United States’ 
system takes a view of independent director representation one 
level deeper than simple ‘on-its-face’ independence — indepen-
dent directors who are also disinterested provide fair, impartial 
evaluations of transactions and management decisions, in turn 
allowing independent directors with occasional conflicts to serve 
effectively.32 
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B.	 Independent Directors in China:  
Protectors of the State?
Independent Directors in China “bear the duties of good 

faith and due diligence toward the listed company and all [its] 
shareholders. They shall... protect the overall interests of the 
company, and shall be especially concerned with protecting 
the interests of minority shareholders from being infringed.”33 
Before independent directorship was mandated, however, direc-
tor requirements were not consistent-consequently, use of inde-
pendent directors was effectively optional.34 Because China had 
such a large number of State-owned and controlled businesses, 
corruption ran rampant because it was not possible for the gov-
ernment to monitor so many complex enterprises.35 Today, the 
Independent Director Opinion mandates that every listed cor-
poration’s board comprise at least one-third independent direc-
tors, one of whom is required to be an accounting or financial 
professional.36 

The Opinion provides significantly greater powers to inde-
pendent directors over regular directors, giving them such rights 
as authority over major financial and auditing matters, conflict-
of-interest transactions, and holding board and shareholders’ 
meetings.37 Dean Shen notes that “[i]ndependent directors are 
also entitled to provide opinions regarding nomination, appoint-
ment, and dismissal of directors and senior executives, compen-
sation of directors and senior executives, and any large loans.”38 
These powers define the institution of independent directors 
in China and differentiate the 
Chinese system from that of at 
least the United States’, where 
independent directors are inde-
pendent in qualification but 
retain the same rights and pow-
ers as other directors.

Dean Shen also posits that 
“[s]tandards for independence 
vary with the legislative needs 
of regulating corporate gover-
nance structure.”39 Indeed, for 
China, this observation is correct. Generally, for listed companies 
the accepted definition of “independency” is defined such that 
independent directors must be independent from stockholders, 
senior administrators, as well as the main business relationships 
of the company.40 Unlike in the United States where significant 
stock ownership is not a bar to independence, China disfavors 
beneficial ownership by independent directors of more than 1 
percent of the company stock.41 Independent directors must also 
have enough time to work for the company each year and can-
not hold more than 5 posts concurrently.42 Moreover, candidates 
wishing to be independent directors must make a public declara-
tion of independency.43 This requirement for “independency” of 

independent directors, however, is not absolute and there is no 
universal test for determining independence.44 

II. 	 China’s Independent Director System 	
	 Has Flaws but is a Positive Step to 	
	 Better Governance

Independent directorship in China is mainly about provid-
ing a check against abuse by controlling shareholders — a different 
concern than controlling management.45 China and the United 
States’ systems, though motivated by different goals, do share this 
common spirit in having a system to prevent a controlling share-
holder from using their control to harm other shareholders and 
the corporation itself.46 Admittedly, it is a bit of a ‘catch-22.’ In a 
country such as China where one’s relationship — guan xi — in 
both social and business circles is so strongly stressed, as Dean 
Shen states, “it is difficult for the selection process of indepen-
dent directors to avoid influence by controlling shareholders or 

management.”47 
Several other flaws in the 

Chinese corporate governance 
system prevent independent 
directors from successfully 
filling their monitoring func-
tions.48 For instance, one of 
the major problems plaguing 
the Chinese corporate gover-
nance system is that there is a 
profound lack of rules and law 
enforcement.49 Another is that 

even though the Independent Director Opinion appears to grant 
independent directors requisite special power by requiring that 
they comprise a minimum of half the members of a corporation’s 
audit, nomination and compensation committees, as Professor 
Clarke reveals, “there is no requirement that these committees 
even be established and a company could theoretically keep 
inside director control over such matters by having them decided 
by the entire board.”50 A further disturbing trend is that control-
ling shareholders often appoint their social friends to serve as 
independent directors.51 This practice hardly satisfies the goals of 
this system and these “independent directors” likely do not have 
the necessary education or business experience to perform their 
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duties.52 Thus, China must endeavor to create provisions that 
strengthen the independent director institution by forcing listed 
companies to comply and preventing controlling shareholders 
from flouting the rules.

China’s biggest challenge, however, is coping with the plain 
fact that the State is the controlling shareholder in a vast majority 
of listed companies.53 Professor Clarke quotes the Dean of the 
Changjiang School of Business — who serves as an independent 
director — as stating, “I have never thought that the independent 
director is the protector of medium and small shareholders; never 
think that. My job is first and foremost to protect the interests of 
the large shareholder, because the large shareholder is the State.”54 

As independent directors are effectively serving the public inter-
est, in an ideal world they would remain completely independent 
and, as Professor Clarke suggests, “follow only the dictates of his 
or her conscience,” not those of the state.55 In reality, however, 
foreign investors must be constantly reminded that this may not 
be the case. While China is in a state of unprecedented economic 
expansion, most of that expansion remains under the strict con-
trol and watchful eye of the State, and the State’s motives may not 
align with those of the other investors. This issue is one that may 
take many years of reform to overcome, as it does not appear that 
the State intends to cede control of any of the industries it now 
maintains a less-than-gentle stranglehold on. 

III. 	 Suggestions for Improvement

	 As the securities markets globalize, China’s listed compa-
nies would greatly benefit from non-institutional investment by 
foreign investors. For the vast majority that have State control-
ling interests, the State could explore ways to make their interests 
more passive, thus allowing corporate decision-making to prop-
erly fall to publicly elected directors and management.56 Another 
potential idea, considering that the State has contemplated it in 
other governance structures,57 is to require independent directors 
to have more significant business experience. Though China has 
taken major steps to improve accountability and investor safety 
by implementing independent directors, it needs to take another 
step towards standardization, enforcement and expansion of its 
corporate governance law. If China can successfully do so, the 
investment climate for foreign investors will become an even bet-
ter one. BLB
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