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The Conference in Brief

The Conference on Corporate Governance and Taiwan’s Capital Markets was held
at the Taipei World Trade Center on April 6 and 7, 2006. The conference was
co-sponsored by the Fuhwa Cultural and Educational Foundation, the Taiwan
Securities Association, and the University of Wisconsin Law School.

The principal purpose of the conference was to discuss the role of corporate gover-
nance in improving Taiwan’s capital markets. To ensure that the conference
was focused on the realities of Taiwan’s investment environment, the conference
participants included representatives of the diverse interests involved in or influ-
encing Taiwan’s capital markets. Also, the conference format was deliberately
structured to promote an active dialogue among all the participants. The conference
participants included:

% International and domestic institutional investors.

* International and Taiwanese investor service organizations
with special expertise in corporate governance.

* Taiwanese business and financial leaders.
% Government regulators of the securities industry.
* Taiwanese accountants and lawyers.

* International and Taiwanese academics from accounting
economics, finance, and law.

An Agenda for the Future

Based on the substantive program of the conference and discussions among the par-
ticipants during and after the conference, the conference rapporteurs have divided
the future agenda into two sections. The first section consists of specific corporate
governance reforms to be undertaken in the near and medium term. The principal
recommendations for reform are focused on:

* Shareholders’ voting procedures, including proxy voting and the
timing of shareholder notices.

* Officers and directors’ liability.

* Improving the effectiveness of independent directors, nominating committees,
compensation committees, and audit or supervisory committees.

* The market for corporate control, with special attention to the appropriate
level of government intervention in mergers and acquisitions.

The second section then discusses the mechanisms for implementing the proposed
reforms. These include a roundtable discussion, by invitation only, on shareholders’
voting procedures and officers and directors’ liability; and integration of new direc-
tor training programs into existing institutions designed to improve the effectiveness
of independent directors and supervisors. The rapporteurs concluded that the mar-
ket for corporate control was a sufficiently new and significant topic that it should
be a component of the Conference on Financial Sector Reform proposed for July, 2007.



The Conference Program — A Narrative

Opening Ceremonies

Chairman Yen Ching Chang opened the conference by welcoming the many inter-
national and local participants. Chairman Yen said that he personally was
committed to good corporate governance procedures because of the close relation-
ship between good governance and improved corporate performance. He also
believes that good governance is an important part of the current efforts at consoli-
dation of the financial sector and plays a significant role in attracting foreign
investment into Taiwan’s capital markets.

University of Wisconsin Law School Dean Kenneth B. Davis, Jr thanked Fuhwa and
the Taiwan Securities Association for co-sponsoring the conference and added his
welcome to the participants. He observed that his Law School had a reputation for
studying the law “in action,” and that this conference was a wonderful example of
that approach.

In his opening remarks, Jaw-Sheng Kong, the Chairperson of the Financial Supervi-
sory Commission, emphasized Taiwan’s commitment to good corporate governance
as an antidote to financial crises and corporate scandals, such as the 1997 Asian
Financial crises and the Enron and WorldCom scandals. Chairperson Kong briefly
outlined the measures Taiwan has recently introduced to improve corporate gover-
nance and he pledged to implement these measures, but in a way that maintains the
delicate balance between regulation and flexibility.

The Keynote Address by Dean Kenneth B. Davis, Jr.

CORPORATE GOVERNANCE IN TAIWAN—THE ROAD AHEAD

Chairman Yen and Chairperson Kong, | am honored to serve as the keynote speaker
for this important conference. | want to express my gratitude to Fuhwa Financial
Holding Co. for organizing these sessions and inviting my institution, the University
of Wisconsin Law School, to participate. Our Law School is very proud of its repu-
tation as the home of “law in action,” and this conference is very much in that
tradition.

This conference brings together investors, business leaders and government regula-
tors for a candid discussion of what is not only desirable but more importantly,
realistic in furthering Taiwan’s corporate governance initiative over the years ahead.
In that spirit | want to begin my remarks with two fundamental propositions, framed
to encourage us to think critically about the role of corporate governance in today’s
world. With those propositions in mind, | will offer some perspectives on the state of
capital market development and corporate governance in Taiwan today. Finally, |
will close with some personal observations on each of the four themes that are the
focus of our efforts over these two days.
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Two Propositions

What are my two fundamental propositions?

First, it is not inevitable that stronger corporate governance increases value for a cor-
poration’s shareholders as a whole. We must therefore be mindful of the
circumstances under which that increase is likely to occur, and those under which it
is not. In particular we need to recognize the critical distinction between the workings
of corporate governance in the West (especially the US and UK), where sharehold-
ings tend to be widely dispersed and control is in the hands of hired management,
and East Asia, where shareholdings are more concentrated and control is often in
the hands of the founders and their families.

By way of illustration, assume that X Corporation is controlled by its founder, who is
able to use that control to employ a number of family members as the corporation’s
senior managers, and to extract a variety of private benefits in the form of excess
salary or perquisites or profits from self-dealing. What happens if governance is sud-
denly strengthened and the opportunity to extract those benefits terminated? The
founder receives less, and the outside shareholders receive more. Those outside
shareholders will no doubt applaud this as enlightened reform. But are shareholders
as a whole really any better off? Not really; we have simply shifted money from one
set of shareholder pockets to another. In the terminology of economics, eliminating
these control benefits is not a source of enhanced “efficiency.” Nor is it clear that this
result is any more just or fair. The founder no doubt put considerable effort and
energy into the company over the years, partially in expectation of the benefits of
control. By the same token, the outside shareholders likely paid a much lower price
for their shares in recognition of the fact that their investment would be subject to
another’s control.

What happens, though, as X Corporation expands and needs to raise additional
equity capital? Will new investors be willing to assume the risk of the founder’s ongo-
ing self-enrichment? And even if so, how can they reasonably predict and “price” the
consequences? If sufficient slack exists to allow the founder and his family to extract
$1 million in benefits, how can investors be sure that they will stop there? Why not
$2 or $5 million instead? True, some insiders will be more inclined than others to
exercise self-restraint, out of caution or ethics. But can prospective investors identify
them in advance? Unable to do so, investors may respond by assuming the worst
and either heavily discounting the amount they are willing to pay for the shares, or
refusing to buy them altogether. Economists refer to this as a “market for lemons,”
based on the US nickname for defective second-hand automobiles.

For companies in mature or stagnant lines of business, with little need for additional
equity capital, this may not be so much a problem. But for companies with attrac-
tive opportunities for growth and investment, some of those opportunities may fall
by the wayside for lack of financing. Weak corporate governance in such circum-
stances does in fact lead to the erosion of corporate value. Or put differently, stronger
corporate governance enhances value by facilitating the sale of outside equity to



finance growth. This conclusion is certainly consistent with the body of empirical
evidence showing that strong corporate governance is positively correlated, interna-
tionally, with larger capital markets and more dispersed shareholding.

Parallel observations can be made about the fact that X Corporation’s senior man-
agement team consists mostly of family members. So long as the company remains
in its traditional business, their experience and network of relationships may be
entirely sufficient for the company’s success. Indeed, in a climate where business is
typically done on the basis of personal relationships rather than active competition,
family members may be more effective than hired outsiders. But as the competitive
environment changes, or new technologies and opportunities for expansion and
diversification emerge, outside expertise will become more and more important.
Stronger governance may then prove valuable in encouraging the founder and his
family to turn over some of their management responsibility.

In sum, we are far more likely to find circumstances in which corporate governance
is merely value-neutral in economies that are static and rigid. For dynamic and grow-
ing economies, in contrast, enhanced corporate governance will more often be
value-enhancing.

My second proposition is an offshoot: Even when stronger corporate governance
does contribute to overall shareholder value, we still must be mindful of the associ-
ated wealth transfers. Suppose B Company is worth $100 million and its founder
owns 30 percent of the stock, more than enough to assure working control. His
shares will certainly be worth more than $30 million. Control comes at a premium in
any country, and in some developing countries that premium has been estimated to
represent as much as 65 percent of total firm value.l In B Company’s case, let us
assume a more modest 30 percent. As a result the founder’s interest is worth $51
million (the $30 million premium plus 30 percent of the remaining $70 million in
value), and the outside shares $49 million.

Now, assume that by improving corporate governance, we can make controlling
shareholders more accountable, with the result that control premiums fall to 10 per-
cent. Further, because of this enhanced accountability, B Company finds it easier to
raise equity capital to pursue profitable new opportunities, so is worth 20 percent
more overall, for the reasons we discussed above. Notwithstanding this overall
increase, the value of the founder’s holdings decline. His control premium is now
worth only $12 million, reducing his shares to $44.4 million. The value of the outside
shares, in contrast, climbs to $75.6 million, as the holders benefit both from the
reduced value of control and the increased value of the firm. Again, since these
investors knowingly bought their shares under circumstances when a minority stake
was worth considerably less, much of this gain might be seen as a windfall.

L Alexander Dyck & Luigi Zingales, Private Benefits of Control: An International Comparison, 59 Journal of
Finance 537, 538 (April ).
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Given these consequences, we can expect the founder to strongly resist any efforts to
change the rules to dilute the value of his control. That is unfortunate, for it might
mean that the $20 million of potential firm-wide gain is lost to all. Were the share-
holders able to get together and bargain, there would be numerous ways to divide up
that $20 million and make everyone better off. That is rarely possible, though, when
shareholdings are widely dispersed.

This is a recurring problem in corporate law. So-called “golden parachutes”—that is,
contracts to give senior management a generous severance bonus if they lose their
jobs following a change in control—can be seen as a compensation mechanism to
assure they act in the shareholders’ best interests if confronted with a hostile
takeover. But all too often, inefficient control arrangements persist because of the
law’s understandable reluctance to legitimize direct compensation for the foregone
benefits of de facto control. Any realistic agenda for corporate governance reform
needs to anticipate and cope with this problem

Taiwan’s Capital Markets and the
Current State of Corporate Governance

Let me move now to some observations, as an outsider, about the present state of
Taiwanese corporate finance and corporate governance. What | see is a vibrant,
active and growing capital market. If there is an issue, though, it is one of breadth.
Taiwan'’s leading corporations rely heavily on external finance and have made cred-
ible commitments to improve their governance systems. There remain a substantial
number of listed companies, however, that exhibit vestiges of the past.

The most common measure of the strength of a nation’s capital markets is the total
market capitalization of its stock exchange in relation to gross domestic product
(GDP). As Table One reveals, the Taiwan Stock Exchange is quite strong by that
measure—both absolutely, and in relation to other developing and recently devel-
oped countries throughout East Asia. Its ratio of 1.446 compares quite favorably with
the US, where aggregating the New York and American Stock Exchanges with NAS-
DAQ results in a ratio of 1.391. One potential limitation in applying this measure to
East Asian capital markets, however, is the large proportion of the shares of many
listed companies that remain in private hands and are never traded. It would there-
fore be more useful to look only at the “float”—that is, the market value of the shares
actually eligible for trading by the general public. Lacking reliable float data for the
markets in Table One, | have turned instead to annual trading volume as a rough
gauge of the shares realistically available to the trading public. The results for Tai-
wan are striking—its ratio of trading volume to GDP rivals that of even Hong
Kong—qgreat news, | am sure, for all the stock brokerage firms represented here.



Table One. Market Capitalization and Volume, December 31, 2004

Market Cap Market Cap/ Volume Volume/
(millions US) GDP (millions US) GDP

China (PRC) $639,765 0.387 $748,274 0.452
Hong Kong $861,463 5.248 $438,966 2.674
Indonesia $73,251 0.284 $27,561 0.107
Malaysia $190,011 1.606 $59,878 0.506
Philippines $28,948 0.341 $3,664 0.043
Singapore $171,555 1.606 $81,314 0.761
South Korea $428,649 0.630 $638,891 0.939
Taiwan $441,436 1.446 $718,619 2.355
Thailand $115,400 0.706 $109,949 0.672

So much for overall strength. What about the attractiveness and accessibility of
Taiwan’s capital markets for foreign investors? Here a slightly different picture
emerges. Over the last two decades, Taiwan has increasingly opened its markets to
foreign portfolio investment. The most important recent development has been the
abolition of the Qualified Foreign Institutional Investor (QFII) system of regulation
in October 2003.

At this conference, we are fortunate to have major investors from around the world,
who can each offer their respective thoughts on this issue. | will confine myself to
the US experience, because it is the data with which | am most familiar. Table Two
reports US holdings of East Asian equity securities as of December 31, 2004. Pay
particular attention to the column on the right. It measures US holdings in relation
to each country’s share of global market cap. In other words, suppose that US
investors weighted their foreign stock portfolios to mirror each foreign country’s
equity market capitalization relative to all others. The ratio in the right-hand column
would then be exactly 1.0 for each country. Actual ratios above 1 therefore indicate
overweighting; that is, investing in that country’s equity markets is particularly
attractive to US investors. A US-neighbor like Mexico, for example, has a ratio as
high as 1.9. Conversely, ratios below 1 signify underweighting, as is the case for most
of the East Asian countries listed in Table Two. Taiwan falls roughly in the middle,
but is well below countries such as South Korea. What Table Two suggests is that
there remains ample room forTaiwan companies to expand in obtaining equity cap-
ital from US investors interested in attaining full global diversification with their
portfolios.
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Table Two. US Holdings, December 31, 2004

Amount Ratio to Relative
(millions US) Market Cap

China (PRC) $11,645 0.161
Hong Kong $35,395 0.362
Indonesia $6,116 0.736
Malaysia $6,474 0.300
Philippines $2,222 0.677
Singapore $23,968 1.232
South Korea $66,639 1.371
Taiwan $34,554 0.690
Thailand $5,961 0.456

Perhaps some of that growth is already occurring, especially as the effects of elimi-
nating the QFII requirements begin to materialize. The figures in Table Two are
compiled by the US Treasury Department, with 2004 the most recent available. As for
2005, the FSC has reported that net purchases by foreigners on the Taiwan Stock
Exchange reached a record level of NT$719.41 billion (US$21.9 billion), with foreign
holdings now representing 31.8 percent of overall Taiwan market capitalization.

One major reason for the growing strength of Taiwan’s capital markets is that many
of its leading corporations have come to look to external finance far more than in the
past. In terms of the implications for corporate governance, contrast the four major
sources of corporate financing—internal equity (the founder’s original investment
and subsequent capital contributions, along with reinvested earnings), external
equity, bonds and loans. Strong corporate governance, while valuable to all types of
outside investors, is most important for external equity and, to a lesser extent, bonds,
because the targeted purchasers of those securities will usually be passive investors.
Bank lenders, in contrast, are in a better position to monitor the company on a one-
to-one basis. Thus, as the quality of a company’s corporate governance improves, we
would expect its cost of equity capital to decrease relative to other sources of financ-
ing. Or to put the matter differently, as companies become more dependent on
external financing in general, and equity financing in particular, the need for credible
corporate governance becomes more critical.

Traditionally, Taiwanese corporations have relied principally on internal equity, with
the consequence that corporate governance was of little moment. Data from World
Bank studies of the 1997 Asian Financial Crisis reveal that the Taiwan economy was
characterized by much less leverage (that is, corporate debt in relation to equity) than
most of its neighbors. The principal reasons were the prevalence of small- and
medium-sized business enterprises and the state-dominated and highly regulated



financial sector, which had the effect of limiting the availability of funding to the
private sector for all but the largest firms. For small- and medium-sized businesses, out-
side financing was generally available only through the informal, or “curb” market.2

In recent years, however, privatization and liberalization of the financial system,
coupled with the continued growth of Taiwan’s high-tech industries, have led to a
dramatic increase in external finance. The top part of Table Three shows that in the
years following the 1997 crisis, external corporate financing (as measured by the IMF)
across the rest of ex-Japan East Asia has averaged about 2.5 percent of GDP. For
Taiwan, however, that figure jumped from 1.49 percent for the first half of the period
to 5.29 percent for the recent half.

Table Three. External Finance

1998-2001 2002-2005 Q2

East Asia (excluding Japan)

External Finance (US millions) $216,886.5 $270,757.3
Percent of GDP 2.51% 2.59%
Taiwan

External Finance (US millions) $16,956.4 $54,945.7
Percent of GDP 1.49% 5.29%

East Asia (excluding Japan)

Equity 24.61% 23.96%
Bonds 41.71% 37.85%
Syndicated Loans 33.69% 8.19%
Taiwan

Equity 46.78% 31.41%
Bonds 31.65% 41.23%
Syndicated Loans 21.57% 27.36%

There remain, though, some important questions about the relative role equity will
play in financing Taiwan'’s future business growth. And the answers to these ques-
tions necessarily bear on the relative contributions to be made by stronger corporate
governance. First, it is noteworthy that the dramatic expansion in external financing
over the last few years has brought with it a significant change in the sources of that

2 One study calculates the curb market as accounting for 23.8 percent of total business sector finance in Taiwan for
the period from 1964 through 1990. See Jia-Dong Shea, Taiwan: Development and Structural Change of the Finan-
cial System, in The Financial Development of Japan, Korea, and Taiwan: Growth, Repression, and Liberalization
222,233 (1994).
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financing. The lower portion of Table Three reveals that while Taiwan continues to
rely more on equity than do its neighbors, debt financing, and bonds in particular,
now plays a much greater role than in years past.3 Has that been due to lower inter-
est rates and more available credit, or to limits on the amount of readily available
new equity; and how might improving corporate governance alter that equation?
Perhaps these are topics we can address over these two days.

Second, when it comes to access to external equity, Taiwan has traditionally been
very much a two-tier capital market—more so than most of its neighbors. The data in
Table Four are taken from a 2000 study of patterns of control among publicly-traded
firms throughout East Asia.* A company is deemed “family controlled” if its largest
shareholder is a family with 20 percent or more of the voting rights.

Table Four. Family-Controlled Firms

All Firms Largest 20 Smallest 50
Hong Kong 66.7% 72.5% 57.0%
Indonesia 71.5% 60.0% 93.0%
Japan 9.7% 5.0% 57.0%
Malaysia 67.2% 35.0% 84.0%
Philippines 44.6% 40.0% 45.0%
Singapore 55.4% 32.5% 67.0%
South Korea 48.4% 20.0% 97.0%
Taiwan 48.2% 15.0% 80.0%
Thailand 61.6% 57.5% 76.7%

What the data show is that while family control remains common throughout East
Asia, even for listed firms, there is a significant difference in Taiwan between the
smallest and largest firms. For the latter, family control is rare. Among the other
nations listed, only South Korea has as marked a difference between the two ends
of the spectrum. Recognize, however, that the data in the study is almost 10 years
old. Thus, an important question for us is whether Taiwan’s increased reliance on
external finance has diminished the level of family control among its small- and
medium-size firms, and—consistent with my two introductory propositions—make
them better candidates for improved corporate governance.

% At the time of this Keynote Address, IMF data on external financing was available only through the second quarter
of 2005. Subsequent data reveals that in the third quarter of that year, the volume of Taiwan’s external equity fi-
nancing soared to $4.8 hillion, due to global offerings by Chunghwa Telecom and TSMC. When the second half of
2005 is included, equity represented 39.7 percent of Taiwan’s external financing for 2002-2005, but still well below

TAIPEI WORLD its share in the earlier period.

TRADE CENTER 4 Stijn Claessens, Simeon Djankov & Larry H.P. Lang, The Separation of Ownership and Control in East Asian Corpora-
April 6-7, 2006 tions, 58 Journal of Financial Economics 81, 106 (Oct./Nov. 2000).
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Before concluding this “data comparison” section of my remarks, it might be useful Capital
to see how Taiwan fares in some of the efforts to assign a numerical score to the qual- Markets

ity of a country’s corporate governance. The World Bank recently expanded its
criteria for measuring investor protection, so I'll use that as an example. Table Five
reports the results. Taiwan falls roughly in the middle, receiving a good score for the
quality of disclosure to investors, but lower scores on the liability of directors and
availability of shareholder litigation.

Table Five. World Bank Investor Protection Index

Disclosure Director Liability | Shareholder Suits
China (PRC) 10 1 2 43
Hong Kong 10 8 8 8.7
Indonesia 8 5 3 5.3
Japan 6 7 7 6.7
Malaysia 10 9 7 8.7
Philippines 1 2 7 33
Singapore 10 9 9 9.3
South Korea 7 2 5 4.7
Taiwan 8 4 4 53
Thailand 10 2 6 6.0

There are a number of other organizations preparing such annual ratings, each with
its own criteria. As a result, a country will end up doing better in some than others.
Generally, however, Singapore and Hong Kong end up leading the way for East Asia,
and, as with the World Bank, Taiwan falls somewhere in the middle.

As helpful as these numerical evaluations are in facilitating broad international com-
parisons, they can never succeed in capturing the full institutional detail of a
country’s corporate governance, good or bad. Conferences such as this one seek to
fill that gap.

The Components of Enhanced Governance

Let me conclude my remarks with some thoughts about the four specific topics
around which this conference is organized. Three are at the center of the corporate
governance debate in developed and developing countries alike. They are inde-
pendent directors, transparency in financial reporting and the market for corporate
control. The fourth has special application to Taiwan—stock-based bonuses for
employees.
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Let us begin with the institution at the heart of virtually every set of proposals for gov-
ernance reform—the independent board of directors. In Taiwan, this was a principal
focus of January’s amendments to the Securities & Exchange Act, which require Tai-
wan’s public companies to have at least two independent directors and an independent
audit committee. No doubt this measure will result in higher corporate governance
scores for Taiwan when the various numerical evaluations are next compiled.

Do not get me wrong. | remain a proponent of strong and independent corporate
boards. Indeed, recent studies of Taiwanese firms confirm that directors and super-
visors unaffiliated with the controlling shareholders can enhance shareholder value.®
But I worry that our expectations for what these independent directors and supervi-
sors can accomplish may be unrealistically high. They are a means to an end, not
an end in itself; and to be most effective they must work in conjunction with other,
viable governance institutions. To give context to these characterizations, | offer three
observations.

First, no matter how independent they may be, directors are necessarily a product
of the local business culture, and bring to the boardroom that culture’s prevalent
practices, integrity and ethics. Too often, we want to see independent directors as
“change agents.” But if the problem is with the underlying business culture itself,
independent directors are ill equipped to change it on their own. Certainly, there will
be a few crusaders. Yet even if they can find a way to be elected or appointed to the
board, how effective will they be in persuading a majority of their colleagues to join
them? Changing the underlying business culture requires concerted effort by what-
ever institutions have credibility with the business community. Depending upon the
particular society, these might include business and commerce associations, the
courts, the financial and business press, business and law schools, the banking com-
munity, regulatory authorities, or the accounting and legal professions. Once change
begins to emerge, then (but probably only then) can independent directors be effec-
tive in persuading inside management to heed that change.

That leads to my second observation. Most important changes in the quality of cor-
porate governance—at least in the US experience—have not come at the initiation of
the independent directors. Rather, they have been the product of some other group,
such as institutional investors or lawmakers. The independent directors’ role has
been in deciding whether to resist and protect inside management from these out-
side pressures or to go along with them. Let me offer an example in each direction. In
my view, the single biggest change that the corporate governance movement has pro-
duced in the US is removing from office under-performing CEOs at many of our
largest corporations. And yes, in these cases the ultimate call to step down came from
the board, but typically it was institutional investors or other large shareholders who
created the pressure. True, without an independent board, these shareholder con-
cerns would likely have been rebuffed. But without the shareholder pressure, would
the board have initiated action on its own?

5 See Igor Filatotchev, Yung-Chih Lien & Jenifer Piesse, Corporate Governance and Performance in Publicly Listed,
TAIPEI WORLD Family-Controlled Firms: Evidence from Taiwan, 22 Asia Pacific Journal of Management 257 (Sept. 2005); Yin-Hua
TRADE CENTER Yeh & Tracie Woidtke, Commitment or Entrenchment?: Controlling Shareholders and Board Composition, 29 Journal
April 6-7, 2006 of Banking & Finance 1857 (July 2005).
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That is the success story; now for the failure. For several years in the US, there has Capital
been an almost universal outcry over the level of CEO compensation. It grows expo- Markets

nentially each year, with little relation to the corporation’s performance or
profitability. Assigning compensation decisions to board committees consisting solely
of independent directors, empowered to engage outside experts, has made no real
difference. The outside pressure has not reached the level necessary to induce the
independent directors to act.

My final observation is that the actions independent directors do not take are just
as important as those that they do. Suppose that we could succeed in developing a
set of corporate governance rules that eliminate the risk of insider fraud and self-
enrichment altogether? Would shareholders necessarily be better off? The answer
depends on the cost of enforcing those rules, along with the number of value-creat-
ing activities they discourage in the process. Corporate governance, after all, is
ultimately about maximizing shareholder value.

Again, let me draw from the US experience. After Sarbanes-Oxley, we have come to
regard the independent director principally as a kind of antifraud detective. But in
my view the independent director’s principal contribution to shareholder value over
the last three decades has been something quite different. It lies in fostering defer-
ence from the courts, which have become increasingly willing to entrust independent
board committees with difficult corporate issues that in earlier times would have
invited rigorous judicial scrutiny. This result was gradual in the making—the cumu-
lative product of many years of case law and professional commentary. When other
countries seek to emulate the US model and mandate into place independent
boards, they do so on a much shorter timeline, and without the accompanying his-
torical context. | worry that some of this will come at the cost of flexibility. Will these
new board members feel the confidence and authority to take on a risky, controver-
sial or otherwise suspect transaction and, upon fully vetting it, take the position that
it truly is in the shareholders’ best interest to allow the transaction to proceed? And
if so, will that position be honored by outside reviewing agencies?

By way of contrast, our second major topic, financial reporting and transparency,
features a unique mechanism for preserving flexibility. This is because the rules gov-
erning financial reporting and disclosure are typically set by the jurisdiction in which
the corporation’s securities are traded. Thus, by choosing whether to list its shares
solely on the local exchange, or to cross-list in New York, London or Hong Kong, the
issuer enjoys considerable freedom to select the standards by which it will be gov-
erned. Given my earlier observation that the value-enhancing potential of corporate
governance will vary from firm to firm, this would seem like an entirely desirable
result. Thus, we need to consider the following argument: Given the number of
small- and medium-sized firms listed on the Taiwan Stock Exchange that still may be
substantially controlled by their founding families, the rules governing financial
reporting and transparency should be kept flexible. Corporations interested in guar-
anteeing investors a high-level disclosure and transparency can do so by listing on
an exchange like New York and thereby submit themselves to the rules and juris-
TAIPElI WORLD
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Capital diction of the US SEC. That is the path taken by several of Taiwan’s leading
Markets corporations, including AU Optronics, Chunghwa Telecom, TSMC and United Micro-

electronics.

Recent experience has brought home, however, the difficulties with this line of rea-
soning. First, listing on a foreign exchange is an all-or-nothing proposition, and may
well come with costs and regulatory requirements that the corporation finds unduly
burdensome. The recent effort by many foreign issuers to drop their US listing and
deregister from the SEC in response to the demands of the Sarbanes-Oxley Act is an
obvious case in point. Further, the substantial cost of listing on a market such as the
New York Exchange or NASDAQ puts this strategy beyond the reach of those small
and mid-size businesses who are also interested in reassuring investors about the
quality of their corporate governance.

Second, cross-listing necessarily entails some loss of sovereignty. The issuer becomes
dependent on the business and financial developments, the political trends and the
regulatory agenda of the host market. At the same time, there is little reason to expect
host regulators to be sensitive to the unique features and sensitivities of the issuer’s
home country. Exceptions and exemptions are occasionally adopted, but tend to be
confined to those circumstances common to a number of foreign countries.

As the recent problems confronting United Microelectronics reveal, there is also the
problem of equitable treatment between investors in the issuer’s home and cross-
listed market. Last December, when UMC revised its financial statements to meet
US accounting standards, it took the position that its unrevised financials continued
to satisfy Taiwan’s requirements, so made no comparable disclosure to the TSE until
five hours later.

Lastly, to the extent that a country’s largest and most important corporations increas-
ingly list on foreign exchanges, participation and liquidity in the local market may
erode, as more and more of the trading volume in these stocks migrates to the cross-
listed exchange. This has been the experience in some Latin American countries.®
Thus, local companies too small to pursue cross-listing may face even greater diffi-
culties in attracting new equity capital.

For all these reasons, cross-listing is at best a very partial answer to the local need for
effective financial reporting and transparency.

Before | leave the topic of financial transparency, let me offer one additional com-
ment. In my opinion, the single most important feature of US securities regulation is
the doctrine that it is not enough for companies to avoid falsehoods; they also must
disclose any additional material facts necessary to make their reports not mislead-
ing. This assures investors that they are getting the entire and complete story. My
understanding is that Taiwan has a comparable rule on the books. We are fortunate
to have a number of representatives from the FSC among our participants, and | will

TAIPEI WORLD
TRADE CENTER 8 See John C. Coffee, Jr., Racing Towards the Top?: The Impact of Cross-Listings and Stock Market Competition on
April 6-7, 2006 International Corporate Governance, 102 Colum. L. Rev. 1757, 1773-75 (Nov. 2002).
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be eager to learn their thoughts on interpreting and enforcing this rule. In my expe- Capital
rience, just as corporate culture is important in shaping the performance of directors Markets

and boards, it is likewise important in shaping attitudes on what must be disclosed
to investors. Only in a corporate culture that recognizes that investors are entitled
to the entire story can transparency be fully realized.

Our final two topics, the market for corporate control and stock-based compensa-
tion, have a common dimension. They are both the potential source of market-based
incentives for corporate managers to act in the best interests of shareholders, and
thereby can provide powerful supplements to traditional legal regulation. Yet they
also both have the potential for abuse. So the challenge is one of striking the right
balance. | have no easy answers on this score, for these are issues on which we in
the US have continued to go back and forth for many years.

The market for corporate control is premised on the concept that unless manage-
ment operates the company’s business in the most efficient manner it will face
takeover and ouster by others who will. Given the increased efficiencies, the bidder
will be able to pay more for the shares than their current market price. Certainly this
idea is still in its fledgling stages in Taiwan, which only recently witnessed its first
hostile takeover attempt. But there has been a dramatic escalation in the number of
cross-border takeover attempts across the globe, and I’'m sure people are very con-
scious of recent developments in Korea.

So with that in mind, let me offer one thought based on the US experience. A viable
takeover market is slow to develop, but once is does it quickly takes on a life of its
own. The reason is that the market for corporate control requires not only an accept-
able legal climate, but also the willing participation of a variety of private institutions,
including investment banks, commercial banks and law firms. For any humber of
reasons, these institutions may lack the expertise or be unwilling to participate in a
hostile bid for a prominent local firm. Once they cross that line and develop the
expertise, however, they become eager for additional business of the same vain.
Moreover, as Taiwan and others open their financial services markets to foreign firms
as part of the WTO, many of these new firms will bring with them experience in
mergers and acquisition financing, which they would no doubt be more than happy
to market. Thus, | see this as a very propitious time to be discussing the market for
corporate control in Taiwan.

In closing, let me say how excited | am by the diverse and knowledgeable
group assembled here, all with a common interest in Taiwan’s corporate governance.
Chairman Yen, | know how committed you and your organization are to good
governance. | value your leadership and thank you once again for making this
conference possible.
— Kenneth B. Dauvis, Jr., Dean
University of Wisconsin Law School

TAIPElI WORLD
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Markets Taiwan’s Financial Reforms:

What has been done, what lies ahead?

The emphasis in the first session of the conference was on the evolution of recent
financial reforms. After the Asian financial crises in 1997, the initial focus of the
Taiwan government was on non-performing loans in the banking industry. By 2004
the problem of non-performing loans became less severe, so the government focused
on reorganizing regulatory control over the financial services sector. This resulted in
the establishment of the Financial Supervisory Commission in July, 2004.

The government also was very concerned about the highly fragmented banking
industry where consolidation was badly needed. To provide a favorable environment
for consolidation and integration, a major overhaul of the laws governing Taiwan'’s
financial sector was undertaken. This resulted in several new laws being enacted,
such as the Merger Law on Financial Institutions of 2000, which removed tax barriers
and other restrictions on mergers, and the Financial Holding Company Law of 2001,
which sanctioned the creation of financial holding companies to allow cross-selling
of different financial products. The latter law also opened up the opportunity for
existing foreign financial holding companies to acquire local financial institutions
with the necessity of establishing an independent presence in Taiwan.

In order for banking consolidation to proceed efficiently, however, corporate gover-
nance had to be improved. So, as the government has adopted policies encouraging
banking mergers, it also has promoted improved corporate governance. Still, there
was some criticism of the government’s lack of guidance for minority shareholders in
mergers involving banks where the government had majority ownership.

SESSION 2
Independent Directors, Supervisory
Commissions and Beyond

In the second session, the panelists described the complicated forces that need
to be accommodated in balancing effective management and the entrepreneur-
ial spirit on the one hand and the need for effective oversight of management to
protect shareholders, especially minority shareholders, on the other hand. Direc-
tors and supervisors play a
different role than management in a corporation’s governance. Overly-intrusive
behavior or micro-management by independent directors or supervisors may be
counterproductive and inhibit management’s effectiveness.

In 1998, in the wake of the Asian financial crises, the Taiwan Securities and Futures
Commission (“TSFC”"—the predecessor of the Taiwan Financial Supervisory Com-
mission or “FSC”), began to emphasize the importance of corporate governance for
TAIPEI WORLD publicly held companies. Since then Taiwan has introduced a number of new meas-

TRADE CENTER
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ures affecting the structure of corporate boards and supervisory commissions. These Capital
new measures generally have been introduced for the purpose of enhancing corpo- Markets

rate governance so as to improve corporate performance and prevent self-dealing
and fraudulent misconduct. In looking at the internal monitoring mechanisms, the
TSFC recognized that four forces interactively monitor the performance of the board
of directors and management: (1) exercising shareholders’ rights and votes at share-
holders’ meetings; (2) corporate supervisory commissions; (3) internal audit and
control systems; and (4) independent directors and/or audit committees.

Most of the reforms, which were begun in earnest in early 2002, have focused on
greater independence for the board of director, audit committees and supervisory
commissions. The current law, which took effect on January 11, 2006 by Presidential
order, sets out the following requirements for publicly listed companies::

% Companies are given the option to appoint independent directors or not,
but the FSC has the power to require that certain companies appoint
independent directors.

% Companies are required to have at least five directors, and if they also are
required to have independent directors, at least two of the directors and
not less than 20 percent must be independent.

* Independent directors and the audit committee do not have veto power
over important corporate resolutions, but the dissenting views or
abstentions of independent directors should be recorded.

+% Companies have the option to establish audit committees in lieu of supervisory
commissions, but the FSC is empowered to require an audit committee.

+* The audit committee, if required, should be composed of no less than three
independent directors and at least one of them must be specialized in finance
or accounting.

As indicated above, several of the newly introduced corporate governance reforms
are voluntary. Transparency in reporting compliance, as in done in some European
jurisdictions, may improve the investment climate. Even disclosure only by compa-
nies in compliance with new voluntary reforms will put market pressure on the
non-complying companies to adopt the reforms.

A final point that echoed one of the central themes of the keynote address was the
recognition that there are limits to what a good governance structure can do. The
mere presence of independent directors may in theory promote effective oversight,
but the skills of those directors, as well as the corporate culture and personal rela-
tions among the directors, supervisors and management, may be more important in
determining the effectiveness of director and supervisor oversight than the structure
of the board of directors or the supervisory commissions. Independent directors and
supervisors, it was widely agreed, should not be regarded as the complete answer to
good governance. The Taiwan securities regulators recognize that improved corpo-
rate governance goes well beyond board independence, as evidenced by the

attention now being given to possible reforms of shareholder voting procedures. TAIPEI WORLD
TRADE CENTER
April 6-7, 2006
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SESSION 3
The Market for Corporate Control

Session 3 dealt with the market for corporate control, which traditionally refers to the
use of take-overs to transfer corporate ownership. Corporate take-overs, especially
hostile take-overs, are a relatively uncommon phenomenon in Asia, including Tai-
wan. As a result, in Taiwan and other parts of Asia, the mechanics of the take-over
process are not well developed; the effects of take-overs on subsequent performance
of the target are not well documented; and the government’s regulatory role in cor-
porate take-overs is still evolving.

Corporate governance has become embedded as a part of the regular investment
decision-making process. One of the major reasons for close attention to corporate
governance is risk management, with the scandals at Livedoor, WorldCom, and
Global Crossing serving as cautionary tales. Based on research by Institutional
Shareholder Services, companies with fully independent nominating committees
have experienced better financial performance. Proxy voting procedures, independ-
ent directors and supervisors, and audit committees are being improved throughout
Asia, but it is not yet clear whether the reforms have substance or not. As mentioned
in earlier sessions and the keynote address, director/supervisor effectiveness, cultural
factors and a corporate environment supporting good governance may be more
important contributors to good governance practices than the most modern corpo-
rate/shareholder structures. Still, voting procedures may limit the ability of
shareholders to protect their interests and have a voice on important proposals, such
as share tender offers. In fact, the reality of the proxy voting process in many juris-
dictions, including Taiwan, is that the shareholders are effectively disenfranchised
because of vote processing deadlines.

An important issue raised in this session is the effect of a take-over on the target cor-
poration. The evidence in Taiwan is not comforting. A study that examined 51
take-overs between 1991 and 2000 found that the performance of target companies
was inferior to their industry benchmarks prior to the take-overs. This supports the
prevailing view in Taiwan and elsewhere that underperforming companies are more
likely targets of acquisitions. Unfortunately, the Taiwan study also found that the
post-acquisition performances of many target companies remained below the indus-
try benchmarks. In addition, the Taiwan study showed that the higher the proportion
of inside directors and supervisors, the lower the post-acquisition performance, but
that the post-acquisition performance was positively related to the level of owner-
ship by the controlling shareholder. The generally negative effects on target
corporations are not necessarily an indication that the acquisitions were failures.
Instead, the poor performances may suggest that the corporate acquisitions were
driven by more than the desire to turn around an underperforming enterprise, with
the shareholders of the acquiring corporation being the real losers.

The corporate culture in Asia, including Taiwan, is sometimes hostile to an open mar-
ket for corporate control. This is not surprising given that a few families, the
TAIPEI WORLD government and political parties often have controlling stakes in major listed com-

TRADE CENTER panies and they are reluctant to open their ownership interests to market disciplines.
April 6-7, 2006
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The lack of tolerance for take-overs partly explains why governments have often Capital
intervened in take-over attempts Markets

The importance and need for ongoing study of takeovers in Taiwan is confirmed by
developments following the conference. It is not surprising that the Taiwan govern-
ment’s recent rules on mergers and acquisitions reflect the protective attitude referred
to above. On September 7, 2006, the Financial Supervisory Commission announced
a series of new regulations ostensibly designed to strengthen financial transparency,
minimize uncertainties, and expand the FSC’s review of financial institutions’ merger
and acquisition applications. The new regulations were consistent with a consensus
reached at a national economic conference in July, 2006, which was intended to
facilitate consolidation in Taiwan’s fragmented financial sector; but the regulations
also are likely to diminish the likelihood of hostile acquisitions.

SESSION 4
Financial Reporting and Transparency

The dependability and accessibility of financial reports have a major effect on the
attractiveness of capital markets. The purpose of Session 4 was to look at Taiwan’s
financial reporting and transparency standards, especially in comparison to the cap-
ital markets of Taiwan’s competitors. Four questions seemed especially relevant:

* Is the right information available on a timely basis?

* Is the information understandable, especially for purposes
of cross-border comparisons?

* Is the information reliable, with an important component of
reliability being the imposition of liability for investor losses
due to disclosure of inaccurate information?

* Is the information being provided in the most cost effective fashion?

Within Asia, Taiwan ranks below Singapore, Hong Kong, Korea, and China in the
implementation of international accounting and auditing standards. This suggests
that Taiwan’s financial reporting requirements do not require the right kind of infor-
mation in a fashion understandable to the international investment community.
Taiwan’s major departures from the International Financial Reporting Standards
(“IFRS”) are:

% Accounting for share-based payments to employees. Under IFRS,
share based payments to employees are reported at market prices
and expenses as salaries for the period in which they are distributed.
Under the ROC GAAP, however, the share-based payments are treated
as distributions of earnings and neither expensed nor capitalized.

% Accounting for past service costs. Under IFRS, if the past service costs are
fully vested, they must be recognized immediately. Under ROC GAAP, past
service costs are amortized over the remaining service lives of the employees. TAIPEI WORLD
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Markets dards were moving towards international standards. As a stimulus for more rapid

movement toward international standards, the government believes that investors
will pay a premium for well governed companies and that in Taiwan the premium
seems to be about 20 percent.

SESSION 5
Good Governance and Employee

Compensation (Bonus Share, etc.)

Both the amount of employee compensation and the form of such compensation are
significant concerns of shareholders, especially minority shareholders. In many
cases, however, the compensation packages are major determinants of the continu-
ing competitiveness of the enterprise. The principal purpose of Session 5 was to open
a dialogue between investors concerned about dilution of their shares and corporate
managers who view bonus shares and other compensation incentives as critical to
the continuing success of their enterprise.

Share-based compensation is one of the most contentious issues in Taiwan’s corpo-
rate governance. Beginning in 1983, employee profit sharing and stock ownership
plans (“EPSSOPs”) were introduced as a way of encouraging employees’ loyalty to
the enterprise while preserving cash for future business expansion. Under the typical
EPSSOP, a percentage of the surplus profits is distributed to the employees , most
commonly in the form of additional shares which are distributed at par value
(NT$10) even though the market value is much greater. According to one study,
approximately 70 percent of the listed and OTC companies in the electronics indus-
try have adopted EPSSOPs and many commentators have suggested that EPSSOPs
are a major factor in the overall competitiveness of Taiwan’s high tech industries.

On the other hand, domestic and international institutional investors expressed con-
cerns about the dilution of profits caused by the issuance of share bonuses. Evidence
presented during the 5th session also supported the investors’ concerns, as share
bonuses in Taiwan have sometimes consumed the entire profits of an enterprise.
From 1992 to 2001, the accumulated dilution ratio of the top 15 companies that suf-
fered the most serious dilution was in excess of 11 percent.

The basic problems for investors go beyond dilution of profits, however. Investors are
concerned that the share bonuses have a distorting effect on financial statements
because the shares are treated as distributions of retained earnings rather than as
expenses. If the shares had been accounted for as expenses, the net profits of some
hi-tech listed companies would have been reduced by 50 percent.

In recent years, the FSC has attempted to deal with the problem of bonus shares in
two significant ways. First, since 2004, the FSC has said that shares distributions in
excess of 50 percent of net profits may not be approved. Importantly, in valuing
TAIPEl WORLD the share distributions, the FSC requires that the shares are to be valued at their
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actual fair market value, not par value. So, the FSC has responded to the dilution
problem by limiting the amount of shares distributed. Second, to strengthen infor-
mation disclosure and improve transparency, the annual report and prospectuses
of public companies are required to provide much more information about shares
distributions.

Finally, in April, 2006, the Ministry of Economic Affairs announced that EPSSOPs
would be booked as expenses starting in January, 2007. It is still unclear, however,
whether shares will be valued by par or market value although the more appropriate
accounting should be at fair market value. There is, however, opposition in the hi-
tech industry to expensing on the basis of fair market value because of concerns
about a loss of global competitiveness.

SESSION 6
Where to go from here?

In looking at the future of corporate governance in Taiwan and its effects on Taiwan’s
capital markets, the panelists in the 6th session encouraged Taiwan to move towards
“best practices” based on international standards. In addition, they said that Taiwan
needs to work to create a culture of accountability where the directors feel a respon-
sibility to all of the shareholders. One step in the right direction, it was said, would
be the adoption of “best practices” and then requiring disclosure of whether the com-
pany conforms, and, if not, why not.

Based on discussions during the conference and several communications afterwards,
the rapporteurs recommend that future programs consider the following issues:

% A comparative analysis of corporate governance: new developments
in corporate governance in Singapore, Hong Kong and Korea. How does
Taiwan compare with the investment climate in these three jurisdictions?

+* Officers and directors’ liability.

% Shareholders voting procedures, including proxy voting and the timing of
shareholder notices.

+% The market for corporate control, with special attention to the appropriate
level of government intervention in mergers and acquisitions.

% Improving the effectiveness of independent directors and audit committees:
The introduction of professional seminars for independent directors.

Consistent with this future agenda, Chairman Yen Ching Chang concluded the con-
ference by saying that Taiwan should first establish benchmarks for improved
corporate governance and then work toward the adoption of mandatory guidelines
based on international practices.
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An Agenda for Reform

Based on the substantive program of the conference
and discussions among the participants during and
after the conference, the conference rapporteurs have
divided the future agenda into two sections. The first
section consists of specific corporate governance
reforms to be undertaken in the near and medium
term. The second section discusses the mechanisms
for implementing the proposed reforms.

Corporate Governance Reforms

In recent years, Taiwan has adopted major corporate
governance reforms. But corporate governance
reform is a continuous process that needs to evolve
as business enterprises and capital markets change.
Therefore, even as Taiwan has introduced important
reforms, more needs to be done. The principal
recommendations for reform are focused on:

» Shareholders’ voting procedures, including
proxy voting and the timing of shareholder
notices.

* Improving the effectiveness of directors and
SUpervisors.

* The market for corporate control, with special
attention to the appropriate level of govern-
ment intervention in mergers and acquisitions.

Shareholder Voting Procedures

Shareholder voting procedures have two compo-
nents. The first part is the flow of information to the
shareholders prior to general meetings. The second
part is the delivery, collating and counting and veri-
fication of shareholder votes. Taiwan’s procedures on
both halves have been judged to be among the least
adequate in the East and Southeast Asian region.
They also are regarded as markedly inferior to the
voting procedures in more developed capital markets,
such as Australia, the UK, and the US.

Getting information to the shareholders: In-
vestors and investor service organizations are critical
of the manner in which information is made avail-
able to shareholders. The principal criticisms are:

* Taiwanese companies generally do not provide
detailed notices and agenda of shareholder gen-
eral meetings early enough for outside investors
to respond in a timely fashion. In Taiwan, the
rule is 30 days for preliminary notice and 10
days for the detailed and final agenda. Although
Taiwanese companies tend to send out the pre-
liminary notice well in advance of the 30 day
minimum, the initial notices usually contain
little information about the shareholder meet-
ing or the agenda. As a consequence, the timing
of meaningful shareholder notices and detailed
agenda in Taiwan usually is much less than the
standard practices in Hong Kong (21 days) or
Singapore (14 days), and considerably below

the timing of detailed notices and agenda in the
US (30 days), the UK (21 days) and Australia
(28 days). The timing practices in Taiwan are
such that outside investors often have too little
time to vote.

A related criticism is that the late publication of
full agendas coupled with tight voting deadlines
set by custodians give outside investors little
time in which to vote. According to a survey by
Institutional Shareholder Services, custodian
banks in Taiwan have voting deadlines of 10-
14 days. As a result, if a listed company in Tai-
wan publishes its detailed agenda as required
10 days before a meeting, there would be no
time for the agenda to be translated and trans-
mitted to the outside investors. Even where the
custodian banks are flexible with their dead-
lines, as some are, there still is no time to vote.
In Taiwan, the manual processing of proxy
votes by the sub-custodians greatly slows down
the whole system. In addition, because foreign
shareholders holding more than 300,000 shares
of a company must attend (in person or through
a representative) the shareholder meeting and
vote, the pressure to get timely information to
the outside shareholders is especially acute.

The major criticism about the flow of informa-
tion to outside investors is that the information
available is often inadequate to make an in-
formed voting decision. On this issue, the ACGA
Asian Proxy Voting Survey 2006 concluded:

Companies in ... Taiwan are known for chang-
ing their meeting agendas right up until (and
even during) the meeting. ... [R]esearch by
Institutional Shareholder Services in 2004 found
that [in Taiwan] the preliminary agenda
changed about 70% of the time.

In Taiwan, Article 5 of the “Regulations Govern-
ing Content and Supplemental Requirements
for Shareholders Meeting Handbooks of Public
Companies” states that public companies shall
transmit, 30 days prior to their annual share-
holder meetings and 15 days prior to a special
shareholders meeting, the digital file of the
shareholders meeting agenda including the
notice of meeting, form of proxy, proposals for
discussion, recognition, election of directors or
supervisors, and description (parts of the meet-
ing handbook) to the Market Observation Post
System (MOPS).

In practice, the ‘summary and details’ proposed
for discussion 30 days in advance does not gen-
erally include much by way of details. Article 6
of the same regulation requires that the full
meeting handbook—i.e., the full agenda—and
all supplementary materials must be posted on
MOPS 10 days prior to both annual and special
shareholders meetings. However, this clashes
with voting deadlines set by global custodians



... . Further, the names of directors being nom-
inated are often released only five (or less) days
before the meeting date, even though this infor-
mation is required by shareholders to cast a
valid vote. [at page 48.]

e A criticism voiced by some outside investors is
the inadequate translation of shareholder meet-
ing information. Some investors, custodians
and companies take the opposite view and
claim that language capabilities are the inves-
tors’ responsibility, but it generally is conceded
that companies with more translated informa-
tion may have a competitive edge in capital
markets than those without translations. This
also should hold true for outside investors—
those with foreign language capabilities are
likely to have a broader range of investment
options than investors lacking such expertise.

The voting process: Outside investors and (some-
times) their supporting service providers also are
critical of the actual shareholder voting process in
Taiwan. According to the discussions at the April
Conference and the conclusions of the ACGA Asian
Proxy Voting Survey 2006, the major criticisms are
the following:

« Confirmation that votes have been received.
Taiwan is not alone, but a common criticism
of the voting process in Asia and elsewhere is
that there is no confirmation that votes have
been received by the share registrar or transfer
agent. In this respect, Taiwanese practices are
no worse than in other Asian countries.

Voting by a show of hands instead of by ballot
or poll is prevalent in Taiwan. This system is
criticized for several reasons:

— Voting by a show of hands gives each
person attending the meeting an equal vote,
irrespective of the number of shares that
person represents.

— Voting by a show of hands creates a bias in
favor of management since they will attend
the meeting in person and arrange for their
supporters to be in attendance as well.

— With voting by a show of hands, proxy
votes often are not accounted for.

— Voting by a show of hands also highlights
and thus discourages opposition votes. A
sub-custodian bank in Taiwan has reported
being intimidated by Taiwanese managers
when the bank has attempted to vote in
opposition to a proposal. As a consequence,
the sub-custodian now routinely sends
outside investors the following notice:

In cases where the client instructs us to vote
against any proposal to be discussed at a share-
holder’s meeting and the voting with respect to
such proposal is done by ballot, we or our

designee will fill out the ballot in respect of such
proposal in accordance with the client’s
instruction. However, if the voting at the share-
holders meeting is done by acclamation, we/our
designee will not take any action in respect of the
relevant proposal. [ACGA Asian Proxy Voting
Survey 2006 at p. 58.]

e Many listed companies in Taiwan concentrate
their annual general meetings over a few days
during the annual general meeting season.
Taiwan’s clustering of annual meetings is
among the worst in Asia, according to the ACGA
Asian Proxy Voting Survey 2006, and for out-
side investors with multiple investments the
clustering makes careful consideration of vot-
ing decisions practically impossible.
Taiwanese companies do not usually publish a
detailed account of the voting results. Publica-
tion of the voting results is suggested because
it gives outside investors a clear idea of the vot-
ing process and the margins by which the vari-
ous proposals passed or failed. The increased
transparency is especially appropriate in secu-
rities markets seeking significant participation
by outside investors.

A related criticism is that the voting results
seldom are audited. The lack of audited voting
results was the greatest source of concern
among investors, custodians and other invest-
ment support providers who responded to the
ACGA Asian Proxy Voting Survey 2006.

Improving the Effectiveness of
Directors and Supervisors

Independent directors are at the heart of any corpo-
rate governance reform. As Dean Kenneth B. Davis,
Jr. recognized in the Conference’s keynote address,
independent directors were the principal emphasis of
the January, 2006 amendments to Taiwan’s Securi-
ties & Exchange Act. As a result of those amend-
ments, beginning in January, 2007, most publicly
held companies, including listed companies and
those prescribed by orders of the Financial Supervi-
sory Commission, will be required to include inde-
pendent directors on the board of directors and they
may also be required to establish an audit committee
to replace the corporate supervisors.

The existence of independent directors is only the be-
ginning of improved governance; additional reforms
need to be undertaken to complement the presence
of independent directors. Once independent directors
are included on corporate boards, for example, addi-
tional steps need to be taken to insure that inde-
pendent directors are able to function effectively and
in the manner anticipated when the corporate gover-
nance reforms were introduced. It is apparent that no
matter how independent the directors may be, their
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range of action will be substantially influenced by the
local business culture. Independent directors may be
viewed as “agents for change,” but it is possible that
they will be thwarted by obstacles to greateraccount-
ability and transparency that lie deep within the un-
derlying business culture. Therefore, even as
independent directors become commonplace in cor-
porate boardrooms, there is a need for continuing ed-
ucation of all directors and supervisors to help them
fulfill their evolving responsibilities.

Organizations within Taiwan have already begun
providing educational programs for directors and
supervisors on their legal responsibilities within a
system of stronger corporate governance. Conference
participants applauded these efforts. Given the open-
ended nature of Tawian’s current laws, however,
more comprehensive initiatives are needed to
develop and familiarize directors and supervisors
with clearer guidelines for how to discharge those
responsibilities.

Taiwan’s recent approach to the responsibilities of
directors and supervisors is consistent with the
Anglo-American model of analyzing those responsi-
bilities under the separate headings of the duty of
care and the duty of loyalty. But taken by themselves,
these two duties are simply general concepts, with
substantial room for interpretation and debate in how
they are applied. Experience has shown that apply-
ing these duties involves a delicate balancing act: If
they are applied too strictly, highly qualified outsiders
may be deterred from serving on the board or, if they
do serve, from taking legitimate business risks. On
the other hand, duties that are too lax invite a lack of
diligence and the risk of self-serving behavior. To
appreciate what this means for Taiwan, consider both
the duties of care and loyalty in more detail.

Taiwanese law creates no separate duty of care for
directors. Rather, it imposes that duty indirectly, by
specifying that the relationship between the company
and its directors is to be governed by the Civil Code’s
law of mandate. As a result, there is no formal statu-
tory recognition of the special problems facing cor-
porate directors in general, and outside directors in
particular, and how they may differ from more con-
ventional employees and agents. In particular, there
is no equivalent of the business judgment rule, so
critical to the workings of US boards, or other pro-
tection from the potentially ruinous personal liability
that might result if a good faith business decision
turns out poorly.

The directors’ and supervisors’ duty of loyalty, in con-
trast, is relatively recent—enacted in 2001, based on
the Anglo-American concept of fiduciary duty. Courts

in the US and UK have found over the years that lit-
eral enforcement of that duty is awkward, for it rests
entirely on the director’s subjective intent, and any
well counseled director can always advance some
plausible justification for his or her conduct. Neces-
sarily, therefore, these courts have turned to an ob-
jective approach instead—is the decision or
transaction being challenged consistent with what an
honest and reasonable director would approve? This
simple question has generated a complex jurispru-
dence. Take for example transactions between the
company and parties related to one of the directors.
Among the issues courts have regularly been forced
to address are: (i) Should such transactions be pro-
hibited per se or only if unfair? (ii) If fairness is the
test, (a) which party carries the burden of proof, and
(b) does fairness apply to the terms of the transac-
tion, the process that approved it, or both? and (iii)
What degree of relationship should trigger this
special scrutiny?

In the US and UK, this necessary balance between
strictness and laxity has been fashioned over time,
through decades of judge-made case law assessing
a rich variety of factual situations. Given their back-
ground and lack of experience with business litiga-
tion, Taiwan’s courts cannot be expected to develop
a comparable body of rules and guidelines, especially
within a short time frame. In response, Taiwan’s
business and legal communities may need to play a
greater role in this development. This is a good topic
for continuing discussion among all of the parties
interested in improved corporate governance in
Taiwan.

The Market for Corporate Control

The market for corporate control traditionally refers to
the use of take-overs to transfer corporate ownership.
Corporate take-overs, including hostile take-overs,
are widespread in North America and Europe, but
they are a relatively uncommon occurrence in
Taiwan and other parts of Asia. As a result, in Taiwan
and other parts of Asia, the mechanics of the take-
over process are not well developed; the effects
of take-overs on subsequent performance of the
target are not well known; and the government’s
role in regulating corporate take-overs is still in its
embryonic stage.

The market for corporate control is a significant issue
in the current efforts at consolidation and privatiza-
tion in Taiwan’s financial sector. For this reason, the
topic is being included in the Conference on Taiwan’s
Financial reforms scheduled for August, 2007 in
Taipei.



Mechanisms for Implementing
the Corporate Governance
Reforms

Implementing the corporate governance reforms dis-
cussed in the preceding section will require a variety
of different measures. In some instances, such as
with some of the voting reforms, the necessary
changes are within the power of individual compa-
nies or custodians. In other instances, the changes
will require regulatory action.

Roundtable on Corporate
Governance Reforms

To enhance their credibility, the reform recommen-
dations dealing with shareholder voting and improv-
ing the effectiveness of directors and supervisors
need to face the realities of an open discussion
among the major parties concerned with corporate
governance issues. Such a discussion also can act as
a forum for the development of a consensus for re-
form through voluntary action in the private sector.
As a result, the rapporteurs recommend as a follow-
up to the Conference a roundtable discussion, by in-
vitation only, on shareholder voting procedures and
the new directors and supervisors training initiatives.
The roundtable could be held as early as late March,
2007, with possible invitees including chairmen and
secretaries of the major Taiwanese companies, local
and international institutional investors, custodians,
and investor services, and the stock exchanges and
major regulatory agencies.

The agenda of the Roundtable on Corporate
Governance Reforms will include the following
reform proposals:

* On the issues of the timing and adequacy of
shareholder notices, the proposal is that share-
holder notices accompanied by a detailed
agenda be sent at least 28 days prior to annual
general meeting and that the agenda not be
changed after the notices are sent. Custodians
and sub-custodians can help on the timing
problem by modernizing their systems for trans-
mitting and receiving shareholder information,
but a 28 day period with a firm and detailed
agenda will go a long way toward enabling out-
side investors to make meaningful contributions
to the shareholder meetings.

e On the availability of translated materials, Tai-
wanese companies should recognize, and out-
side investors should recognize that both have
a competitive interest in accommodating the
other. Taiwanese companies with easier access
to translated information are likely to have a
wider market for their shares, just as outside in-
vestors with local language capabilities are
likely to have more investment options.

The confirmation that votes have been received,
publication of voting results, and an independ-
ent audit of the voting results all should be part
of a process of greater transparency and ac-
countability by the Taiwanese companies. If
they want favored access to a broader invest-
ment community, these improvements in trans-
parency and accountability would seem to be
in their own self interest.

Voting by a show of hands should be replaced
quickly by voting by ballot. The common prac-
tice of voting by a show of hands in Taiwan is
well known to international investors and does
not reflect well on the attractiveness of Taiwan’s
capital markets.

Organizations within Taiwan have already
begun providing educational programs for di-
rectors and supervisors on their legal responsi-
bilities within a system of stronger corporate
governance. Our recommendation is that these
groups organize conferences and seminars for
existing and prospective directors and supervi-
sors with the objective of developing, in con-
sultation with institutional investor groups,
workable guidelines for how directors and su-
pervisors are to discharge their responsibilities
in various factual situations. While Taiwan may
ultimately favor different resolutions than those
adopted by the US and UK, we suggest that the
participants in these programs look to the sub-
stantial body of US and UK case law as the
starting point for identifying the kinds of factual
scenarios that are likely to arise, and the vari-
ous issues and arguments they present.

Finally, because the market for corporate control is
an important matter with the major issues not yet
fully developed, it is reserved for future work. Specif-
ically, the market for corporate control will be taken
up in the conference on Taiwan’s financial sector re-
forms scheduled for August, 2007.
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Background Information on Taiwan’s Financial Reform

YEN CHING CHANG

Developments on Taiwan’s
Financial Reform

Most of the Asian countries suffered badly during the
financial crisis between 1997 and 1998.7 Taiwan,
however, safely maneuvered its way out of the
situation and came out relatively unscathed in
comparison.8 The secrets behind this success could
be generalized into several factors.

The macroeconomic fundamentals of Taiwan at that
time were in good shape. Dynamic international
trade activities continued to flourish in exports, which
not only created a long-term trade surplus, but also
accumulated for Taiwan an impressive sum of foreign
exchange reserves.® At the same time, there were
practically no foreign debts for Taiwan which pro-
vided a safety cushion for Taiwan to respond to the
ever-changing external economic conditions.

Small- and medium-sized enterprises also played an
essential role in maintaining Taiwan’s booming econ-
omy. As a matter of fact, exports by these unsung
heroes of Taiwan account for about 50% of all
Taiwan’s export income. Because of their highly flex-
ible mode of operations, they could easily adjust to
changing economic conditions and withdraw from
the market quickly should they fail, thereby incurring
very low socio-economic costs. In addition, since the
1990s Taiwan has been successful in transforming
its industry from a labor intensive to a capital and
technology intensive economy. This transformation
has added substantial wealth and buffered Taiwan
from the regional financial turmoil.

High savings rate during that period further immu-
nized Taiwan from the “Asian contagion” because its
stock market transactions came mostly from local
sources. Foreign funds accounted for less than 4% of
the total market trading value. As a result, the nega-
tive impact of quick withdrawal of foreign capital
from the Taiwan market was minimal compared with
the other Asian securities markets that had been
inundated with foreign funds.

Moreover, a healthy credit regulatory regime created
by the Ministry of Finance and the Central Bank led
the banking institutions to take a more cautious
approach in making credit loans. In fact, the equity-
debt ratio of the private sector in Taiwan was by far
lower than those countries most affected by the crisis.
Compared with South Korea whose average equity-
debt ratio for all industries was 450% and going up as
high as 900% for super-sized enterprises, Taiwan’s
record was indeed admirable with a ratio that stood
at 180% for small- and medium-sized companies and
108% for large corporations.

Because it was not hit by the crisis, the average asset
quality of Taiwan’s banking sector has remained in

good standing, which in turn has maintained its
financial stability and growth over the years. In
general, the capital market of Taiwan has also been
vibrant. Since the companies listed on the securities
exchange in Taiwan could easily get funds from the
market, they appear to have reduced their borrow-
ings from the banks, as reflected in the above figures
for equity-debt ratio.

Nonetheless, Taiwan’s financial market was over-
banked and fragmented. Prior to the 1990s, the
financial sector of Taiwan was a heavily regulated in-
dustry with special licensing rules. Under such “pro-
tection” set against a backdrop of Taiwan’s economic
boom at the time, the financial industry was the envy
of all for being a star money-maker.

Beginning from the 1990s and onwards, liberaliza-
tion of Taiwan’s financial market appeared to be an
inevitable trend. As a result, the government began
to lift the restrictions, particularly in the banking
sector, which made it possible for private individuals
to own banks. Although initially started to demon-
strate Taiwan’s effort in liberalizing the financial sec-
tor, the quick growth in the number of banks
ultimately resulted in over-banking. Under such
circumstances, banks had to “fight” for business sur-
vival by offering comparatively lower interest rates
that resulted in narrower profit margins.

The adverse effect of fierce competition among local
Taiwanese banks is discerned in the downward trend
of their ROA and ROE performance figures. In 1990,
the average ROA for local Taiwanese banks was
0.9%,; however, by 2000 it had already gone down to
a record low of 0.39%.10 The average ROE for local
banks between the periods of 1988 to 1991 ranged
between 14%-21%, but it also reached as low as 4.9%
by 2000. Likewise, the average ROE of local banks
dropped to as low as 4.9% in 2000 as opposed to
14-21% between the periods of 1988 to 1991 (“the
protective era”).11

When comparing the above figures with that of their
international counterparts, it would appear Taiwan'’s
banks lacked competitiveness from a long-term
operational perspective. According to the June 2001
issue of Euromoney magazine, the ROEs for the
majority of international financial groups and banks
in 2000 were well ahead of Taiwan. To name a few,
the ROE of Bank of America was 15.8% and that of
HSBC was 12.5%. As for Citigroup, it had already
reached as high as 20.4%.

Thus, in order to sharpen the competitive edge of
Taiwan’s financial market and to secure its future
growth, consolidation appeared to be the way for-
ward and was indeed undertaken as a top priority by
the government.12 During the period of 2000-2002,
the first-ever comprehensive financial reform in the
history of Taiwan was initiated.13



To provide a stimulating environment for consolida-
tion and integration, it was considered that a major
overhaul of Taiwan’s financial legal regime should be
performed. Consequently, various laws were enacted
such as the Financial Institutions Merger Act4 in
2000. This removes tax obstacles and restrictions on
mergers!® and permits the establishment of asset
management companies to assist in the disposition of
non-performing loans by financial institutions.16
In addition, the Financial Holding Company Act?
in 2001 enables the creation of financial holding com-
panies for engaging in the cross-selling’® of various
financial products.1® The latter law, under Article 23,
also opens up the opportunity for existing foreign fi-
nancial holding companies to acquire local financial
institutions even without having to set up a presence
in Taiwan. Such enactment of related laws has trig-
gered a series of unprecedented consolidation and in-
tegration activities in Taiwan’s financial sector. This
allows the institutions concerned not only to attain
economies of scale, but also to enjoy the synergistic
effect from such consolidation and integration.

Utilizing the public capital pursuant to the Statute for
the Establishment and Management of the Execu-
tive Yuan’s Financial Restructuring Fund,20 speedy
measures were also undertaken to clean up 36
under-performing financial institutions and arrange-
ments were made for them to be taken over by other
more capable financial institutions within a month.
This not only facilitated the smooth exits of those
under-performing banks without causing any adverse
impact on the market, but also alerted those still
remaining in the market of the importance of main-
taining a reasonable quality of their assets.

In carrying out the above reform measures, a good
beginning has been set which serves as a model for
subsequent financial consolidation and integration.
Such consolidation and integration of Taiwan’s finan-
cial institutions not only has improved their overall
asset quality, but will also pave the way for them to be
world-class financial players in the future.

Taiwan’s Problems in
Financial Reform

Nevertheless, Taiwan has its own inherent problems
which must be resolved before the government’s
initiatives in financial reform can be turned into a
success story and that earlier efforts are not wasted.

Taiwan’s financial market is still over-banked. Con-
sidering just financial holding companies alone, there
are already 14 players in existence. Although their
original licenses were granted in my former capacity
as the Finance Minister, further consolidation of these
players is still crucial for a healthy development of
Taiwan’s financial market. However, in relation to
what that optimal number should be, the market
mechanism should be the one to decide.?!

Moreover, the financial market of Taiwan is small in
scale when compared with its international counter-
parts.22 This is partly attributable to the fact that a
majority of Taiwanese financial institutions are family-
owned, a cultural phenomenon prevalent in the Asian

countries.?3 However, to expand their market share,
such family-owned financial institutions will eventu-
ally be forced to stand at a crossroads. They will have
to decide whether to embrace the possibility of strate-
gic investments at home or from abroad, but as a
result will face the inevitable consequence of losing
its dominance over the board and management which
they presently enjoy. At this stage, it is not clear what
actions these family-owned enterprises will take
in this regard to stay competitive nationally and/or
internationally when the time comes.

Government’s Challenges in
the Financial Reform

Privatization of state-owned banks or banks whose
major shareholder is the government poses a great
challenge for Taiwan’s financial reform.24 At present,
Bank of Taiwan and Land Bank of Taiwan are still
100% state-owned. Other financial institutions, like
the Taiwan Cooperative Bank, First Financial Hold-
ings, Mega Financial Holdings, and Hua Nan Finan-
cial Holdings, are those in which the government has
controlling stakes. Given that the aggregate market
share of these banks and financial holding companies
based on their assets amounts to a hefty 50.28%,25 it
becomes necessary for the government to undertake
affirmative actions in order to enable better develop-
ment of the capital market.

Further, even if the government carried out such
actions, many ancillary issues would still need to be
addressed. For example, in relation to employees’
rights, more favorable terms are usually offered to the
employees of state-owned banks. This offering, how-
ever, often goes against the ethos of private financial
institutions that operate on the basis of business
results and costs. It can be foreseen that employee-
held protests against privatization or their interference
with the process is likely, which could stifle the
process and add extra costs to it.26

Another possible impediment to the privatization
process is the fact that any disposal of assets involv-
ing the aforementioned banks and financial holding
companies shall be subject to the approval of the
Legislative Yuan (LY).27 Although such approval pro-
cedure serves as a check-and-balance mechanism in
our constitutional system, it may open up the possi-
bility for the LY to influence the outcome of the
process, which is then against the market mechanism
principle. Thus, any kind of undue interference by the
lawmakers of the LY with the government’s plan to
dispose of its shareholding in the relevant financial
institutions would do no good, but would create
additional uncertainty and instability to the market.

In fact, Fuhwa has been the victim of such interfer-
ence. Since July 2005, Yuanta has taken over the
management of Fuhwa by virtue of its shareholding
and has been working enthusiastically towards the
final merger of the two entities. Foreign institutional
investors and other investors of the local market have
also looked upon this prospective “marriage” posi-
tively as an excellent model for synergy. However, in
October 2005, while the Finance Committee of the LY
reviewed the annual budget, it resolved by way of a
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supplementary resolution, that “Fuhwa’s share swap
price cannot be lower than NT$19.84.” Further, in
January 2006, when the LY reviewed the total annual
budget, it resolved, by way of a legally binding reso-
lution, that “Fuhwa’s shares owned by the govern-
ment and national banks should be disposed of by
public sale and not by private negotiation of price or
merger....” The problem was exacerbated by the fact
that the executive branch appeared to have yielded
to the pressure of some lawmakers and so far has not
taken up a stance against such inappropriate inter-
ruption of the market mechanism.

Fortunately, after the extraordinary shareholders’
meeting held on 8 September this year, Yuanta now
holds a weighted majority control (two-thirds) of the
Board of Directors. With such leverage, Yuanta will
be able to get a resolution on the merger passed in the
Board of Directors’ meeting before putting it forth to
the shareholders’ meeting for final approval pursuant
to the Company Act.28 Thus, in light of such reshuf-
fling of the board seats, the present impasse created
by the LY in the Fuhwa-Yuanta merger case may be
resolved in favor of Yuanta after all. However, if the LY
were to remain skeptical and persist in their interfer-
ence with the other merger cases, such interference to
the market mechanism principle would only be harm-
ful to the healthy development of Taiwan’s financial
market.

Thus, unless the LY and the executive branch recog-
nize the fact that such matters are best determined by
the market mechanism, it is hard to predict either the
speed or the extent of the disposal of these state-
owned shares which would subsequently slow down
the financial reform in Taiwan.

Conclusions

In today’s world of accelerating financial integration,
the penalties for having a fragile financial system are
severe and the time available for correcting structural
weakness is limited.

Looking back, Taiwan has so far managed to con-
struct the legal infrastructure for comprehensive
financial reform through the promulgation of laws.
Actions have also been taken to restore the competi-
tive edge of the financial industry. Based on my long-
time involvement in GATT/WTO law and serving as
Taiwan’s first Ambassador to the WTO, Taiwan’s
decision to carry out such reform measures prior to
its membership at the WTO was indeed a step in the
right direction. Notwithstanding, there is still more to
be done.

In October 2004, President Chen publicly announced
his goals for the financial reform, amongst which is
the cutting of the current 14 financial holding com-
panies down to 7. Such proclamation is good at the
level of policy-making; however, in practice, it would
be difficult to implement since mergers should take
place based on the market mechanism.

As previously stated, financial consolidation has been
a key goal of Taiwan’s financial reform. During this
process, active pursuit of privatization, in particular
by the Ministry of Finance, will be critical. Although
the Ministry of Finance has recently made certain
proclamations and taken various steps that demon-
strate both the right direction and inject a new
momentum for the consolidation process; ultimately
the attitude of the LY about the disposal of state-
owned shares will once more determine the outcome
of privatization. At this stage, while expressing our
heartfelt praise of the Ministry of Finance for its re-
cent proclamations privatizing state-owned shares in
the banking sector, | remain with great expectations to
its approach in getting the necessary approval from
the LY for the disposal of state-owned shares.

Although foreign funds accounted for less than 4% of
the total market trading value for stock market trans-
actions in Taiwan during the financial crisis, today
it has already risen to around 32%. Such upsurge
is hard evidence that earlier government reform
endeavors to rebuild Taiwan’s financial market at par
with its international counterparts are being
acknowledged by and have won the confidence of
the foreign investors. Although it is satisfying to see
foreign investors choose Taiwan as one of their desti-
nations for capital allocation, the government should
continue the commendable work it has done so far to
support the plan to turn Taiwan into the hub of asset
management for the Asia-Pacific region.

To ensure long-term and proper functioning of the
capital market, it is vital to promote the quality of cor-
porate governance in companies. In particular, the
quality of corporate governance of listed companies
not only serves as a benchmark for foreign investors
to determine the soundness of a company, but also
safeguards the shareholders’ interests. Taiwan’s gov-
ernment deserves to be congratulated on its efforts to
amend the Securities Exchange Act in December
2005, which directs listed companies to incorporate
the system of independent directors?® and set up
independent auditors committees30 within their orga-
nizational structure.3! Nevertheless, the road of
reform should not end just here.

The implementation of such systems is only a
preliminary step, albeit a major one, to concretize the
corporate governance philosophy. More importantly,
an effective monitoring system should be established,
since that would determine, in substance, whether
a company has good corporate governance or not.
At the same time, financial institutions should learn to
be more open and voluntarily disclose information
on, inter alia, corporate governance. With such a
degree of transparency, the investors will in turn be
more willing to place their trust and invest their capi-
tal into these companies.

To sum up, the success of these financial reforms will
create a sounder environment for the financial
industry and lay the cornerstone for Taiwan’s eco-
nomic development in the future.
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Introduction

Taiwan’s recent regulatory reform was a response to
a series of corporate scandals which happened in Tai-
wan, and was heavily influenced by the recent devel-
opment of securities and corporate legislations in
other countries, particularly the US Sarbanes-Oxley
Act of 2002.32 In the past couple of years, many cor-
porate scandals have exploded in different securities
markets. The notorious cases, such as Enron Corpo-
ration, WorldCom, Inc., and HealthSouth Corpora-
tion in the US; the Parmalat in Italy; Livedoor in
Japan; and Procomp Informatics Ltd Corporation in
Taiwan; have incurred huge losses to investors, seri-
ously destroyed investors’ confidence in the securi-
ties market, and consequently damaged opportunities
of honest and sound enterprises to raise funds from
the securities market. It is observed that these corpo-
rate scandals involve several types of misconduct.
Among them, misrepresentation in the financial state-
ments, release of overly optimistic financial forecasts,
insider trading, misappropriation of corporate assets,
self-dealing, etc. are the most frequently occurring
wrongdoings. These misconducts share certain com-
mon characteristics, such as the breach of fiduciary
duty to protect the interests of the corporation and
shareholders; the abuse of managerial power or
influence by the corporate insiders; and the pursuit of
personal interests by those in control at the cost of the
corporation, shareholders, and creditors. These issues
of misconduct attracted the attention of Taiwanese
securities regulators and as a result, the competent
authorities quickly responded with the proposal to
amend Taiwan’s Securities and Exchange Act (here-
inafter TSEA) to include several corporate governance
requirements.

After one-and-a-half year’s legislative process, the
legislation regarding the amendment of the TSEA was
passed by the Legislative Yuan in December 2005 and
was subsequently signed into law on January 11,
2006 by the President.33 The amendment includes a
revolutionary regulatory reform on corporate gover-
nance, particularly focusing on the introduction of the
independent directors and audit committees into the
publicly held corporations. Beginning from January
2007, most publicly held corporations, especially
listed companies and those prescribed by the orders
of the Financial Supervisory Commission of the Ex-
ecutive Yuan (hereinafter the FSC), will be required
to include independent directors on the board of di-
rectors and may also be required to establish an audit
committee to replace the corporate supervisors that
currently serve as the supervisory organ of all corpo-
rations.3# This amendment will significantly affect the
board structure, operating structure, and corporate
governance of most publicly held corporations.

The purpose of the recent regulatory reform puts em-
phasis not only on the enhancement of corporate
governance itself, but also on restoration of investors’
confidence. To increase unnecessary or unreasonable
burdens or costs to publicly held corporations is by
no means the aim of the regulatory reform. Ideally,
one of the major goals of the securities law amend-
ment is to emphasize the importance of the corporate
governance that will maximize the interests of in-
vestors and the efficiency of corporate management
without incurring undue burden to the corporations.

The expertise and ability to manage the corporation
are the fundamentals of successful management.
From the shareholders’ point of view, it is also critical
to ensure that directors and officers will manage the
corporation with due care and loyalty, in addition to
their managerial expertise and ability. To enhance the
monitoring and supervisory functions is so far one of
the major viable mechanisms to solve this issue.
Monitoring and supervisory functions can be per-
formed by the internal organs of the corporation or by
external mechanisms. Corporate supervisors, a
supervisory board, or independent directors are the
most common corporate organs that perform internal
monitoring and supervisory functions. Examples of
external monitoring mechanisms include the compe-
tent authorities, self-regulators, outside auditors, cred-
itors, and the securities market. This paper will focus
discussions on how an internal supervisory mecha-
nism could effectively monitor the management to
ensure that the corporation is managed with due care,
loyalty, and good faith.

The goals of corporate governance are similar in
different countries. However, the detailed rules and
requirements vary in different jurisdictions. Most
countries respond to the corporate scandals with
tighter supervision which heavily burdens the
directors and officicers with a higher level of liability.
Moreover, regulatory reforms also focus on the inde-
pendence of the board of directors or supervisory
committees. The requirements may be implemented
by the amendment of the securities laws, promulga-
tion of regulations by the competent authority, or by
SRO rules.35 While Taiwan is following the same
direction to enact laws and make rules to enhance the
corporate governance, it is important and high time
for us to evaluate the current legislation to see
whether the current rules and mechanisms adopted
are appropriate. Have we found any problems so far
regarding the independence of the board, the board
members, and the members of the supervisory com-
mittees? While Taiwan is adopting rules to enhance
corporate governance for the purpose of investor
protection and to restore investors’ confidence in
the securities market, will the measures adopted
adversely and materially affect the management and
operation of the corporation and incur heavy and
undue burdens to the corporation? The improvement
of investor protection and the facilitation of a friendly
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operating and regulatory environment are equally
important. To sum up, the critical issue is whether
these measures adopted could indeed prevent or at
least reduce the probability of corporate scandals and
improve the efficiency of corporate management, or
whether it only increases the burdens and cost to the
corporation in complying with the new requirements?

In order to have a better understanding of the evolu-
tion of Taiwan’s corporate governance system, to have
a more meaningful discussion regarding the current
status and future prospects, and to attract more valu-
able thoughts and opinions, this article will include
the three major parts. Part Il will first provide some
historical background and the current state of
Taiwan’s new legislation regarding independent
directors and audit committees. Several issues will be
included in the discussion, such as the qualification
of independent directors and members of the audit
committee; the composition of the board of directors
and the audit committee; roles, missions, and duties
of independent directors, audit committees, and other
functional committees; and personal liability and dis-
closure requirements. Part |11 provides opportunities
for comparisons with Taiwan’s neighboring or com-
parable countries or jurisdictions, such as Hong Kong,
Korea, and Singapore regarding the independence of
the board of directors. It is hoped that through com-
parison, we will be able to see more clearly how good
corporate governance benefits business and is in the
best interests of investors. In Part IV, the paper iden-
tifies issues and questions surrounding our main
theme—how to make the board more independent in
oreder to perform good governance.

Corporate Governance
Reform in Taiwan—

State of Law Regarding Composition of
the Board, Independent Directors, and
Supervisory Committees

At the end of 2005, the Legislative Yuan completed
the three-reading procedure for the TSEA amendment
that is considered a major regulatory reform on cor-
porate governance of publicly held corporations.
Because of a series of corporate scandals in Taiwan,
as well as in other parts of the world, Taiwan awoke
to the importance of corporate governance. Although
listed companies have been required to appoint
independent directors, it has been at the level of
self-regulation. The US Sarbine-Oxley Act of 2002
heavily influenced a major part of the TSEA amend-
ment in January 2006 regarding corporate gover-
nance. It is the first time that independent directors
and audit committees are introduced into the law.

A couple of years ago, Taiwan began to engage in the
regulatory reform of the corporate governance system.
Several mechanisms have been implemented or en-
hanced since then. Among the most notable reforms
are the introduction of independent directors into
listed companies by the Taiwan Stock Exchange
(TSE) and GreTai Securities Market (GTSM), and the
enhancement of the internal audit system of publicly
held corporations. The securities regulator took fur-
ther steps to draft a bill to amend the Securities and
Exchange Act (TSEA) and the bill, with some modifi-

cation, has gone through the three-reading legislative
process and became law on January 11, 2006. Among
the amended provisions, those regarding independ-
ent directors and audit committees will come into
force on January 1, 2007. It is crucial to discuss
whether it is on the right track to introduce the inde-
pendent directors into the securities regulation or cor-
porate law. What is wrong with the current corporate
structure? Is the introduction of independent direc-
tors aiming to strengthen the monitoring function of
corporate supervisors or to strengthen the managerial
and decision-making power of the board of directors?
If that is inevitable to introduce independent directors
onto the boards of Taiwan’s corporations, what else
must be included into the package besides the
requirement to appoint independent directors?

Background for Introducing Independent
Directors into Taiwan’s Corporation

Since 1998, the Securities and Futures Commission
(TSFC), the competent authority at that time, has
begun to advocate the importance of corporate gov-
ernance on publicly held corporations. Among many
mechanisms to improve the corporate governance
system, two important measures are the requirements
to set up internal audit program and to reform the
monitoring function of corporate supervisors. These
two mechanisms share a common characteristic, i.e.,
the enhancement of the monitoring function. One
function is via a corporate supervisor to monitor the
board of directors and the management, and the other
is via the establishment of the internal control and in-
ternal audit program to engage in self-monitoring and
self-evaluation by the board and management.

Upon exposure of several corporate scandals involv-
ing fraud, misappropriation of corporate assets, and
self-dealing by directors or officers of listed compa-
nies, the question of whether the corporate supervi-
sors can effectively perform their duties to monitor the
board of directors and management again becomes
the focus of the regulatory policies. It is high time to
evaluate the functions of the corporate supervisors. If
corporate supervisors can function well, would the
corporate scandals be prevented or at minimum
would the probability of their occurrence be reduced?
Moreover, would the new system that introduces in-
dependent directors and audit committees help pub-
licly held corporations refrain from similar corporate
scandals?

The Proposed and New Models for
Enhancing Internal Monitoring
Mechanisms

Corporate governance reform was initiated by the
TSFC and co-sponsored by the TSE, GreTai Securities
Market (GTSM), Securities and Futures Institute, and
Corporate Governance Association. With the focus of
attention on the corporate governance of publicly
held corporations, the question of how to enhance the
monitoring function of the board of directors and
management to, at least, prevent self-dealing and
fraudulent misconduct has been a central point of the
corporate governance reform in Taiwan. Regarding
internal monitoring mechanisms, four major forces
interactively monitor the performance of the board of



directors and management. They are: 1) exercising
shareholders’ rights and votes at shareholders’ meet-
ings; 2) corporate supervisors; 3) self-evaluation via
internal control and internal audit system; 4) inde-
pendent directors and/or audit committee (currently
applying to listed companies and will apply to all
publicly held corporations as required by the compe-
tent authority from January 1, 2007). The following
will discuss the evolution of the corporate governance
reform.

In addition to the exercise of shareholders’ rights and
monitoring functions of corporate supervisors, the
competent authority, as well as self-regulators, has
made efforts to enhance the corporate governance
system. From the initial stage of corporate governance
reform which began in 2002, the monitring mecha-
nism has included three major mechanisms. First,
listed companies are required to appoint at least five
directors.36 Among them, at least two directors must
be independent directors, and at least one independ-
ent director must be specialized in finance or
accounting. Second, listed companies must have at
minimum three supervisors.3” Among them, at least
one must be an independent supervisor and a spe-
cialist in finance or accounting. Third, publicly held
corporations are required to set up an internal audit
system. This is arranged by the board of directors and
management to ensure that the company has com-
plied with the law; that it has made full, timely, and
adequate financial disclosures; and has taken neces-
sary measures to maximize interest due to share-
holders and other stakeholders38

In addition to the shareholders’ rights and the internal
audit systems that are provided or required by the
TSEA and the Company Law, there are requirements
that listed companies must have at least five directors
and three supervisors, including independent direc-
tors and independent supervisors. These are imposed
by the rules of the TSE and the GTSM. The initial
efforts to introduce independent directors and inde-
pendent supervisors are a good attempt to enhance
the corporate governance system of listed companies.
However, because these requirements are by their na-
ture self-regulation, the question remains whether the
independent directors role can function well without
the accommodated amendments of the relevant
provisions of the corporate and securities laws. As
a result, a TSEA amendment bill (2004 Proposed
Reform), proposed by the TSFB of the FSC in July,
2004 was adopted by the Executive Yuan and was
sent to the Legislative Yuan. Unfortunately, the 2004
Proposed Reform requiring publicly held corporations
to appoint independent directors and set up audit
committees did not go through the legislative process
and was aborted.

In April 2005, the TSFB of the FSC resubmitted a new
TSEA amendment bill (2005 Proposed Reform) that
was sent by the Executive Yuan and to the Legislative
Yuan in July 2005. With some revisions to the 2005
Proposed Reform, the Legislative Yuan completed the
three-reading process on December 20, 2005 and it
took effect on January 11, 2006 by Presidential Order.
It is valuable to examine the previously aborted
2004 Proposed Reform, 2005 Proposed Reform, and
the adopted provisions of the new law regarding the

independent directors and audit committees. On the
one hand, it provides an indication of what is in the
mind of the competent authority with regard to
the design of the independent directors regime. On
the other hand, the discussion also provides the
responses to the proposed reform from the industries
and legislators. Hopefully it would also provide valu-
able reference for the practitioners, scholars, and mar-
ket participants to know the evolution of the corporate
governance system in Taiwan and the possible influ-
ence on Taiwan’s publicly held corporations and what
the corporations shall do in the transition period.

The 2004 Proposed Reform regarding independent
directors and audit committees includes the following
features:39

e The board of directors of a publicly held
corporation must be composed of at least one
quarter independent directors.40

The Board of a publicly held corporation must
be composed of at least five directors. The
number of seats and the rule for the election
of independent directors must be stated in the
articles of incorporation.4!

e The requirements of independence and expertise
for independent directors.42

Imposition of positive and negative qualifications
for independent directors.*3

While independent directors are not majority
members of the board, how they exercise their
rights becomes critical because it will affect the
role and function of independent directors. The
proposed amendment requires that when the
board of directors adopts an important resolution,
it must also obtain majority votes of independent
directors.#4 The proposed amendment also
specifies the scope of matters that must follow
this requirement.

Currently, corporations must elect supervisors

to monitor the board and management. The
proposed amendment intends to eventually
replace supervisors with an audit committee com-
posed of purely independent directors. However,
at the initial stage following the passage of the
proposed amendment, publicly held corporations
may elect to form an audit committee or stay with
their current supervisors system.4>

The proposed amendment also specifies the scope
of responsibilities of the audit committees.46

The following will specify major changes in the 2005
Proposed Reform regarding independent directors and
audit committees as compared with the previous 2004
Proposed Reform:

e The board of directors of a publicly held cor-
poration must be composed of at least two
independent directors.47

e The 2005 proposed reform requires that when the
board of directors adopts an important resolution,
the minutes of the board meeting must record
the opinions of the independent directors if they
dissent or have any reservation about the
proposed resolution.48

e The general rule is that a company has the right
to decide whether to appoint independent direc-
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tors and has the option either to keep corporate
supervisors or adopt an audit committee. How-
ever, the competent authority may require a
company to appoint independent directors and
to adopt audit committee instead of corporate
supervisors if the FSC deems necessary.

The recently amended TSEA has some differences
on the following aspects:

First, it modifies the wording about whether to ap-
point independent directors. As a result, the TSEA
grants publicly held corporations an option to decide
whether to appoint independent directors to the
board. However, the FSC is authorized to require cer-
tain corporations or certain categories of corporations

to appoint independent directors. Second, Article 26-
3 of the TSEA requires that the board must have at
least five directors and Article 14-2 sets forth both a
minimum number and a percentage of the independ-
ent directors. If the company is required to include in-
dependent directors on the board, the new law
requires the board to have at least two independent
directors that constitute not less than 20 percent of all
board members. It is predictable and understandable
that, with few exceptions, most corporations will
structure the board to comprise minority independent
directors. Third, both independent directors and the
audit committee will not have the veto power on
major corporate resolutions as listed on Articles 14-3
and 14-5 of the TSEA.#°

Table 1: Comparison of Proposed Reform on
Independent Directors and Audit Committees

2004 Proposed Reform

Whether to appoint
independent directors?

At least 25% of the
board members.

Number of independent
directors

Independent directors’
power when there are
supervisors

Important resolutions must
obtain majority votes from
independent directors.

Whether to establish
audit committee or
maintain supervisors?

Composition of the

audit committee on finance or accounting).
Audit committee’s Important resolutions must
power obtain majority votes from

all committee members.

Short Comment

After several revisions to the originally proposed TSEA
amendment (TSEA 2004) regarding the independent
directors and audit committee, the current TSEA
(TSEA 2006) has finally come up with provisions that
are acceptable to both the Financial Supervisory
Commission and the industry. However, it may be
more appropriately described that these provisions
are compromised, and that not many persons are ac-
tually satisfied with the provisions as a whole. Some
of the standards or requirements set forth in the TSEA
2006 for the composition of the board and the estab-
lishment of an audit committee have been lowered or
loosened from the originally proposed standards and
requirements. The following discussion points out the
important and distinct aspect of the newly amended
TSEA.

Required unless exempted by the FSC.

2005 Proposed Reform TSEA 2006

Optional unless required
by the FSC.

At least 2 and not less
than 20% of the board
members.

At least 2.

Record independent directors’ dissenting or
reserved opinions.

Corporation’s Option but the FSC may require setting up audit committee.

All independent directors (minimum of three and at least one specialized

Important resolutions must obtain super votes from
all committee members. Disregarding disapproval
of audit committee, the board may still adopt the
resolution with super majority votes.

First of all, whether a publicly held corporation must
appoint independent directors onto the board and
establish an audit committee depends on the overall
evaluation and discretion of the competent authority.
The TSEA empowers the competent authority to
decide which companies must appoint independent
directors and establish audit committees. Accordingly,
the Financial Supervisory Commission has promul-
gated regulations regarding the appointment of
independent directors and the duties of the audit
committee.>0 The Financial Supervisory Commission
has designated certain types of companies to appoint
independent directors to the board. According to the
FSC Order, beginning from January 2007, financial
institutions and listed companies with more than
NT$50 billion of paid-in capital will be required to
appoint independent directors.>! However, the FSC
has not yet required companies to establish an audit



committee and leaves it to each individual company
to decide whether it wants to establish an audit com-
mittee to replace the supervisors.

Secondly, under the newly amended TSEA, the
corporate structure could either be a one-tier board
system or maintain the traditional two-tier board sys-
tem. Under the 2006 TSEA, a publicly held corpora-
tion can appoint independent directors to the board
and maintain supervisors. This is the two-tier board
system under which the managerial and supervisory
powers belong to the board of directors and supervi-
sors respectively. In addition, a publicly held corpo-
ration may also choose to appoint independent
directors and establish an audit committee to replace
supervisors, This is the one-tier board system under
which the board of directors possesses the manage-
rial power, and the audit committee is a functional
committee of the board that exercises the supervisory
power. It is perceived that the former setting maintains
the traditional two-tier board system by adding inde-
pendent directors to the board of directors, while the
latter setting transforms the two-tier board system into
the one-tier board system. The former setting has only
slight changes and influences on the traditional cor-
porate structure. On the other hand, the latter setting
dramatically changes the traditional corporate struc-
ture, particularly the change of the supervisory organ
and the way that the supervisory power is exercised.

Thirdly, with regard to the composition of the board,
the 2006 TSEA requires that the board of a publicly
held corporation be composed of at least five direc-
tors. If a company is designated to appoint or volun-
tarily appoints independent directors and maintains
supervisors, the minimum number of independent
directors is two and the number of independent di-
rectors must exceed one fifth of the board members.52
If a company is designated to establish or voluntar-
ily establishes an audit committee, it must appoint at
least three independent directors because an audit
committee must be composed of at least three inde-
pendent directors, and of course, the total number
of independent directors must exceed one fifth of the
total board members.53

The 2006 TSEA has made the corporate structure of
publicly held corporations more complicated than
ever. However, we must appreciate the efforts of the
competent authority in drafting the TSEA amendment
bill and leading the regulatory reform. In addition to
the rules regulating the corporate structure and the
composition of the board, the success of the corpo-
rate governance depends on the willingness of the
company to execute the program together with the co-
ordination of many other regimes. For example, we
need to pay attention to the legal liabilities of directors
and managers in the case where the financial reports
disclosed by the company contain materially misrep-
resented information. From the past court judge-
ments, the courts have taken different views on the
same issues. Part of the reason is that some of the lan-
guage used in the old TSEA is ambiguous and leaves
plenty of room for the courts to make different inter-
pretations. Because of the lack of precedents, some
of the courts refer to the authorities of other jurisdic-
tions, such as the decisions of the US courts. Some
courts do not look beyond the language of the TSEA

and strictly abide by the wording of the provisions
when interpreting and applying the provisions. This
phenomenon indeed will impact the implementation
of the corporate governance system. With respect
to this issue, the 2006 TSEA has made some of the
liability provisions more understandable than the
language used in the old TSEA. However, the prob-
lems have not been solved yet. The 2006 TSEA
creates a new problem while the old one still exists.
The 2006 TSEA imposes strict liability on the chair-
person and general manager if the financial reports
disclosed by the company contain misrepresentation
or omission of material information. This would seri-
ously affect the willingness of a capable person as
manager of the company. Whether the strict liability
provisions indeed benefit all stakeholders need to be
observed in the future. To be sure, the interpretation
and application of such provisions by the courts and
its impact on corporate management are important
aspects to observe.

Comparison of Experiences
from Other Jurisdictions

In the globalized world, Taiwan’s companies are com-
peting with both domestic, as well as foreign rivals.
The Taiwanese government, too, is competing with
neighboring nations to provide better investment and
financial environments for Taiwan’s enterprises and
multinational enterprises. In addition, under severe
regulatory competition in the region and internation-
ally, the Taiwanese government must provide a better
regulatory regime in order to attract enterprises to do
business in Taiwan and to attract investors. Therefore,
the competent authorities of the Company Act and
Securities and Exchange Act are responsible for
reform of the corporate and securities regulatory sys-
tem to rebuild and reinforce domestic and foreign
investors’ confidence in the local securities market.
This in turn will help publicly held corporations to
finance from the securities market. Indeed, many fac-
tors, such as political stability, the cross-strait rela-
tionship and its development, and the occurrence of
unsound corporate management will affect investors’
confidence on making long-term investment in
Taiwan’s securities market. Among these factors,
whether a company has a good corporate governance
system will directly and significantly influence
investors’ investment intent and confidence. How to
enhance corporate governance of publicly held cor-
porations has become one of the most important tasks
for corporations, competent authorities, and the leg-
islative department. The following discussion in this
section will examine and compare the corporate gov-
ernance regimes in other competing jurisdictions,
such as Hong Kong, South Korea (hereinafter Korea),
and Singapore. Particularly, Hong Kong and Singa-
pore have been recognized by institutional investors
and multinational corporations as the financial cen-
ters in Asia. Special attentions of our discussion under
this section will focus on the composition and inde-
pendence requirements of the board and independ-
ent committee members, the missions and duties of
the independent directors and independent commit-
tees, and the liabilities of independent directors or
members of the independent committees.
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Hong Kong

Recently, some Taiwanese corporations with business
operations in the greater China area have chosen to
make their initial public offerings (IPOs) or secondary
listings in Hong Kong. Hong Kong’s capital market is
also attracting foreign issuers to list their shares in its
stock exchange.5* Obviously, how to secure their
funding in a more convenient and cost-effective way,
how to easily enter the securities market, and how
much of a burden it is to comply with the legal
requirements are some major concerns for well-
managed enterprises to consider while looking for a
suitable capital market.

Hong Kong’s regulatory framework for the securities
market is composed of the Securities and Futures
Commission (HKSFC)®°, an independent statutory
body; and the Stock Exchange of Hong Kong Limited
(HKSE)%8, a self-regulatory organization. The Securi-
ties and Futures Ordinance (SFO) that consolidates
ten previous ordinances regulating the securities mar-
ket is the major piece of legislation that governs Hong
Kong’s securities market. Besides, subsidiary legisla-
tion promulgated by the HKSFC and rules of the
HKSE are also very important. While many stock
markets have been seriously injured by corporate
scandals, the Hong Kong stock market too has suf-
fered damages resulting from corporate scandals,
though not as serious as what has happened in
other markets in terms of the scale of corporate scan-
dals.5” These scandals have resulted in huge losses
to many small investors and seriously destroyed
investors’ confidence on the stock market. Similar to
other jurisdictions, Hong Kong has adopted regula-
tory reforms on the corporate governance system in
several aspects. The following discussions will include
the legal requirements regarding Hong Kong’s corpo-
rate governance, particularly in regard to the inde-
pendence of the board of directors and independent
committees.

The Stock Exchange of Hong Kong Limited has prom-
ulgated the “Code on Corporate Governance Prac-
tices” (Corporate Governance Code) that provides
general principles and guidelines on corporate gover-
nance policies.58 The HKSE further implements the
Corporate Governance Code in its Listing Rules.59 Al-
though listed companies are expected to comply with
the Corporate Governance Code, the Code is not com-
pulsory. Listed companies may choose to deviate from
the provision of the Code. However, the board of di-
rectors of listed companies are required to prepare a
Corporate Governance Report to be included in their
annual reports to disclose whether they have com-
plied with the Code or not..0 The form and the
mandatory disclosure requirements of the Corporate
Governance Report are set forth in Appendix 23 of the
Main Board Listing Rules.5!

With regard to each major theme, such as the sepa-
ration of the chairman and the chief executive officer,
the content of the Corporate Governance Code is di-
vided into three parts, including the principles, the
code provisions, and the recommended practices.52 It
first set forth the general principle regarding the
theme. For example, under the title of “Chairman and
Chief Executive Officer,” the principle that is clearly

recognized is that the chairman is responsible for the
management of the board and that the CEO is re-
sponsible for the daily operation of the company’s
business and that these powers should be clearly and
appropriately separated.53

After the principle, it sets forth the “code provi-
sions.”®4 Listed companies are expected to comply
with code provisions but are permitted to deviate from
compliance.5® If a listed company chooses to deviate
from compliance, the board of directors is required to
disclose each deviation, along with and the reasons,
in the Corporate Governance Report. This then be-
comes part of the annual report. The listed company
that chooses to deviate from the Corporate Gover-
nance Code must also disclose and discuss each de-
viation and provide rationale in the semi-annual
report.56 For example, the code provisions under
“Chairman and Chief Executive Officer” stipulate that
the chairman of the Board and the CEO should be
separate and should not be performed by the same
person. ldeally, a listed company must separate the
chairman from the CEO. However, if one person per-
forms both roles, the issuer must disclose any devia-
tion from the code provision and provide the reasons
for the deviation.57

After the code provisions, the next part contains
“recommended practices.” 58 It is the choice of a listed
company either to follow the recommended practices
or to create its own practices. Disclosure of deviation
from the recommended practices is not required but it
is recommended. For example, under “Chairman and
Chief Executive Officer,” it recommends that the
chairman “should encourage all directors to make a
full and active contribution to the board’s affairs” and
should hold meetings with non-executive directors at
least once annually without the presence of the exec-
utive directors.59 However, if a company does not fol-
low these recommended practices, the company does
not have the obligation to disclose such status. Of
course, a company may voluntarily disclose such in-
formation.

The following discussions examine the corporate
governance requirements of both Main Board List-
ing Rules and the Growth Enterprise Market (GEM)
Listing Rules. Some rules or requirements applied to
companies listed on the Main Board and the GEM
are the same but some are different.

Independent Directors The requirements for
the qualification and appointment of independent
directors are principally governed by the Listing Rules
of the HKSE and supplemented with the HKSE
Corporate Governance Code. According to the princi-
ple set out in the HKSE Corporate Governance Code,
there should be a “balanced composition” of the
executive and non-executive directors in the board.”°
However, no specific ratio is stipulated in the Corpo-
rate Governance Code or in the Listing Rules. The
Listing Rules only require that those companies
intending to have their shares listed on the Main
Board or the Growth Enterprise Market of the HKSE
to appoint at least three “independent non-executive
directors” to the board of directors.”* Among all inde-
pendent non-executive directors, at least one of them



must have sufficient professional qualifications or
have expertise in accounting or financial manage-
ment.”2 If the number of independent non-executive
directors falls below the minimum requirement, the
company should notify the HKSE promptly.”3 Begin-
ning from September 30, 2004, all listed companies,
including both newly listed and already listed, must
comply with this requirement.”

According to the amendment of the HKSE Corporate
Governance Code that took effect in July 2005 (par-
tially took effect in January), it is recommended that
a listed company’s board of directors be composed of
at least one third of independent non-executive
directors. This is the recommended practice instead
of code provision and therefore is not compulsory. A
company is not required to have majority independ-
ent non-executive directors on the board. However, a
listed issuer is required to disclose detailed informa-
tion regarding the board composition in the Corpo-
rate Governance Report to be included in the annual
report.”® Specifically, the composition of the board (by
category of directors), and name of the chairman,
executive directors, non-executive directors, and in-
dependent non-executive directors must be disclosed
in the Corporate Governance Report.”®

The Listing Rules also set forth the qualification for
the independent non-executive directors. Particularly
regarding how to assess the independence of a direc-
tor, the HKSE adopts similar approaches to other
jurisdictions in evaluating whether a director is qual-
ified as an independent director. The independent di-
rector in Hong Kong is called the “independent
non-executive director.”’7 By its name, the inde-
pendent non-executive director is a non-executive
director who satisfies the criteria of independence.
In fact, the listing rules do not draw a clear picture
or positive condition to illustrate the qualification of
independence. Instead, it sets out a list of factors that
disqualify a non-executive director from being an
independent director. The following will list a number
of important factors that help the issuer and the
HKSE to assess whether a non-executive director is
disqualified as an independent director:

Holding Too Many Shares (1% & 5% Tests)
Although there has not been any agreement on
the percentage of shares held which would pre-
clude a non-executive director from being inde-
pendent, most jurisdictions agree that the more
shares a non-executive director holds, the more
possibility to reduce the independence of a non-
executive director when performing his duties.”
In this aspect, the HKSE sets forth one percent
and five percent as two thresholds when assess-
ing the independence of a non-executive direc-
tor. Generally, if a non-executive director holds
more than one percent of the listed issuer’s
shares, his independence will be questioned.”
However, the listed issuer may still appoint him
as the independent non-executive director but
must prove and satisfy the HKSE that he is
independent.8 In any event, the HKSE will not
accept a person holding more than five percent
of the outstanding shares as the independent
non-executive director.81

Receiving Securities of the Listed Issuer or
Other Benefits from a Connected Person or the
Listed Issuer Apart from his regular or reason-
able director compensation, a non-executive
director will not be considered independent if he
receives securities of the listed issuer as a gift or
any form of financial assistance from the listed
issuer or a connected person.82

Being a Director, Partner or Principal of a
Professional Advisor who Provides Service to
the Listed Issuer The independence of a non-
executive director will be questioned if the
director is also director, partner, or principal of a
professional advisor that is currently providing
or has in the preceding year provided services to
the listed issuer, its parent or subsidiaries, con-
trolling shareholder, CEO, their associates, or
connected persons.83

Having Material Interest in the Principal
Business of the Listed Issuer, Its Parent, Sub-
sidiaries or Connected Persons If a non-execu-
tive director has material interest in the core
business activities of the listed issuers, its parent
or subsidiaries, or any connected persons, his in-
dependence will be questioned.8* While a person
has material personal interest involved, this basi-
cally will affect a person’s ability to make inde-
pendent judgements that are in the best interest of
the company and all shareholders collectively.
Therefore, if the director is involved in any mate-
rial business dealings with the aforesaid persons,
his independence will also be questioned.8>

Being on the Board to Protect the Interest
of Other Person Instead of the Shareholders
If the purpose of a non-executive director on the
board is to protect the interest of any entity
whose interest is different from that of the share-
holders collectively, his independence will be
challenged.86

Having Close Tie with a Director, CEO, or a
Major Shareholder If a non-executive director is
or was connected with a director, the CEO, or a
major shareholder of the listed issuer in the pre-
ceding two years prior to the appointment as an
independent non-executive director, his inde-
pendence will be challenged and will not be ac-
cepted by the HKSE as an independent director.8”

Having Been an Executive or Non Independ-
ent Director of the Listed Issuer, Its Parent,
Subsidiaries, or Connected Persons If the
candidate of an independent non-executive
director has, in the preceding two years prior to
the appointment, been an executive officer, com-
pany secretary, or a non-independent director of
the listed issuer, its parent, subsidiaries, or con-
nected persons, he will not be eligible as an
independent non-executive director.88

Financially Relying on the Listed Issuer, Its
Parent, Subsidiaries, or Connected Persons
If a director is financially relying on the listed
issuer, its parent, subsidiaries, or connected per-
sons, he will not be eligible as an independent
non-executive director.89
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If the any of the above factors exist, a non-executive
director will not be eligible as an independent direc-
tor because of the potential conflict of interest. In
order to ensure that a non-executive director is qual-
ified as an independent director, the HKSE empha-
sizes that the above stated factors are not exhaustive
and are listed for the purpose of guidance only.%°
The independent non-executive director is required to
submit a “written confirmation” to the HKSE with
regard to each of the above factors to declare his
independence upon the appointment and also sub-
mit this to the listed issuer on an annual basis.%! The
listed issuer must confirm the receipt of the written
confirmation of the independence from the inde-
pendent non-executive director in the Annual
Report.92 If there is any change of the status regard-
ing the factors that would affect the independence of
the independent non-executive director, that director
has the obligation to notify the HKSE.%3

Audit Committee Hong Kong’s listed companies
are required to set up an audit committee. The HKSE
Listing Rules require the listed company to establish
an audit committee composed of at least three mem-
bers that are “non-executive directors.”® Only non-
executive directors are eligible to be members of the
audit committee. However, those members of the
audit committee are not necessarily “independent
non-executive directors.” It does require that at least
one of the committee members is an independent
non-executive director who must have sufficient (or
adequate) professional quality or who has expertise in
accounting or financial management.% In order to
prevent potential conflict of interest and to enhance
the independence of the member of the audit com-
mittee, the Corporate Governance Code prohibits the
former partner of the listed issuer’s current accounting
firm that audits the listed issuer’s financial statements
from serving as the member of the audit committee
for a period of one year after leaving the accounting
firm.%6

Unlike Taiwan, Hong Kong does not require that
the audit committee be composed of only independ-
ent non-executive directors. However, it does require
that the majority members of the audit committee be
independent non-executive directors and that the
chairperson must also be an independent non-
executive director.%” In comparison, Article 14-4 of
Taiwan’s Securities and Exchange Act imposes a
higher standard requiring that the audit committee
be composed of all and at least three independent
directors. Beginning from September 30, 2004, all
HKSE listed companies, including newly listed and
already listed, must establish the audit committee.%8

Responsibilities and Liabilities Currently, the
requirements of listed companies to appoint inde-
pendent non-executive directors and establish the
audit committee are not based on the Companies
Ordinance or the Securities and Futures Ordinance,
but are based on the HKSE Listing Rules and the
HKSE Corporate Governance Code. The Companies
Ordinance and the Securities and Futures Ordinance
do not have the term “independent director” or “audit
committee.” Therefore, the only place that possibly
mentions the responsibilities is in the HKSE Listing
Rules and the HKSE Corporate Governance Code.

Non-executive directors are expected to participate in
the board meetings and provide their independent
judgment on all issues. The general principle states
that all directors, including non-executive directors,
shall have the same care and fiduciary duty.%® How-
ever, the HKSE also points out that, when assessing
whether a director has exercised his due care and
fiduciary duty, the courts look into many factors, for
instance, the functions, professional skill and knowl-
edge, and whether he is a full-time executive director
or part-time non-executive director,100

With regard to the liabilities of the independent
director, we need to check on the legislation level, par-
ticularly the Companies Ordinance and the Securities
and Futures Ordinance, to see whether there are
provisions imposing liabilities on directors. For
example, the liability for inclusion of untrue state-
ments in the prospectus is imposed in the Companies
Ordinance.19! In addition, the Securities and Futures
Ordinance imposes civil liability against anyone who
fraudulently, recklessly, or negligently makes misrep-
resentation by which another is induced to enter into
a securities transaction and incurs losses.102

Unlike Delaware law and Japanese law that allows
a company to exempt the liability of its director by
incorporating an exculpatory provision in the articles
of incorporation or in a contract, Hong Kong’s
Companies Ordinance explicitly prohibits the com-
pany from exempting the director’s liability or indem-
nifying the director who is intentionally, recklessly, or
negligently liable to the company or its related com-
pany.103 However, the Companies Ordinance permits
the company to indemnify the director for the legal
expense in defending the criminal or civil case against
him if the judgment is eventually rendered in his
favor.104 Moreover, a company may also purchase
liability insurance for its directors.10

Full-time Accountant and Compliance Officer
There are two special requirements worth mentioning
regarding Hong Kong’s corporate governance
system—one is that a listed company must employ a
full-time qualified accountant. Secondly, the listed
company must appoint a compliance officer. For the
purpose of ensuring the quality of financial reporting,
listed companies are required by the HKSE to employ
a full-time “qualified accountant” to oversee the
financial reporting procedure and internal control
system, and to ensure that the company’s financial
reporting complies with the Listing Rules of the
HKSE.106 |n terms of the appointment of the compli-
ance officer, companies listed on the Growth Enter-
prise Market are required to designate an “executive
director” as the compliance officer to ensure that the
company has complied with relevant laws and regu-
lations.107 The compliance officer is also responsible
for communication with the HKSE and for prompt
response to KKSE inquiries.

Short Comment From the above discussion, it is
perceived that Hong Kong’s rules regarding corporate
governance provide a relatively friendly and flexible
regulatory regime. The competent authority basically
considers the nature of the corporate governance
regime as an ethical issue. Technical mandate and
compliance are not equivalent to the success of the
corporate governance.



Currently, the corporate governance issue is mainly
handled by the HKSE through its listing rules. The
rules reflect the importance of corporate governance.
Listed companies are urged to establish independent
committees. The rules focus on the independence of
the committees but do not require that members of
the independent committees be composed of all
independent non-executive directors. The HKSE
strongly urges listed companies to comply with the
corporate governance requirements but supplements
information with the disclosure requirement that asks
companies to disclose the status and reasons of non-
compliance. However, it is necessary to note that the
HKSE is taking seriously the enforcement of the list-
ing rules, but is cautious in determining whether to
take disciplinary action.108

There have been opinions voiced that there should be
stronger government intervention to elevate the cor-
porate governance regime from the level of self-regu-
lation to the level of administrative order or law in
order to create a more effective and efficient corpo-
rate governance system. Hong Kong has in fact grad-
ually enhanced its legislation to regulate corporate
misconducts. In 2003, the Securities and Futures
Ordinance was amended to impose new disclosure
requirements and require listed companies to file dis-
closure documents to both the Stock Exchange of
Hong Kong and the SFC.109 However, it is necessary
to note that the approach of self-regulation has to
some extent worked smoothly in the past and has
taken on an important role. For example, in addition
to the Listing Rules and Corporate Governance Code,
the Standing Committee on Company Law Reform of
the Hong Kong Company Registry issued “Non-statu-
tory Guidelines on Directors’ Duties” that will help
directors comply and for the court to determine
whether directors have carried out their duties.10
Additionally, the “Guidelines for Directors” and
the “Guidelines for Independent Non-Executive
Directors” issued by the Hong Kong Institute of
Directors, are also important pieces of self-regulation.
To be sure, in order to maintain the integrity of the
securities market, noncompliance of securities and
corporate law could incur civil and criminal liabilities.

Korea

Korea’s capital market was seriously damaged during
1997 financial crisis. Some of the business conglom-
erates went bankrupt. In order to revive the economy
and rebuild the securities market, Korea has engaged
several regulatory reforms since then. To enhance the
corporate governance system is one of the important
parts of the regulatory reforms. Both the Commercial
Act and the Securities and Exchange Act set forth re-
quirements regarding outside directors and an audit
committee.}11 Companies have to choose from su-
pervisors or an audit committee as their internal su-
pervisory organ.112 However, listed companies, as
prescribed by the Presidential Decree, shall establish
an audit committee.113 The audit committee shall
consist of at least three directors and at least two
thirds of its members must be outside directors.114

Independent Directors In Korea’s Securities and
Exchange Act (KSEA), the term “outside director” is
used instead of “independent director.” The term

“outside director” first appears under Section 2 (19) of
the KSEA. According to the definition, the outside
director is a director “who does not engage in the reg-
ular business of the relevant company and is selected
and appointed according to the procedure and
requirements set forth under Article 54-5 or 191-16 of
the KSEA.115 In Korea, from the requirements
regarding the qualification of an outside director, the
term “outside director” is used to represent the simi-
lar meaning like “independent director” in Taiwan or
in the United States or “independent non-executive
director” in Hong Kong.

Background
Under the Korean Commercial Act and the KSEA, 116 Paper
any person who falls into any of the following tests
will not be eligible as an outside director, or will be ANDREW JEN-
disqualified:117

GUANG LIN

e A minor, an incapacitated person, or quasi-
incapacitated person;

= A bankrupt person who has not been
reinstated;

A person who has been sentenced to
imprisonment and has not elapsed for two
years since he has served the full term of
the sentence, or since the final judgment
was rendered that the punishment on such
person would not be executed;

A person who was discharged or dismissed
from a listed company and two years have
not elapsed since the date of such discharge
or dismissal;

A person together with related persons hold
the largest percentage of the outstanding
voting stocks;

A person who has special a relationship with
the largest shareholder;

A person together with his spouse and lineal
ascendant and descendant own more than
ten percent of the outstanding voting stocks;

A person who is or worked as an officer or
employee of the company or its affiliate in
the preceding two years;

A person who is the spouse or lineal
ascendant or descendant of the officer;

» The officer or employee of a corporation
that has an important business relationship,
a competitive relationship, or a cooperative
relationship with the concerned company
in the preceding two years;

» A person who has difficulty in faithfully
performing his duties as an outside director.

The KSEA also sets forth the procedural requirements
for the nominations of candidates for outside direc-
tors. If a company is required to appoint outside
directors, it must first establish a special committee
titted “Outside Director Candidate Nominating
Committee” (Nominating Committee) to recommend
the candidates for outside directors.118 The Nominat-
ing Committee is established by the board of directors
according to the Commercial Act.119 The list of out-
side director candidates recommended by the Nomi-
nating Committee shall include the candidates
recommended by shareholders. This nomination
process is in accordance with the shareholders’ rights
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to propose certain matters to be included in the
agenda of the shareholders’ meeting.120

It is necessary to note that according to Article 191-16
paragraph (1) of the KSEA, some of the listed compa-
nies are required to have a board of directors com-
posed of at least one quarter of outside directors.
When appointing outside directors, these companies
must comply with the requirements set forth under
the Articles 54-5 paragraph (4) of the KSEA for dis-
qualification of outside directors as stated above and
paragraph (5) for reporting requirements.12! Accord-
ing to the proviso of the Article 191-16 paragraph (1),
some of the listed companies may be required to ap-
point at least three outside directors to the board and
more than fifty percent of the board members must
be outside directors. When appointing outside direc-
tors, according to Article 54-5 paragraphs (2) and (3),
these companies must establish the Nominating
Committee and include the candidates recommended
by shareholders.

Audit Committee In Korea, the Commercial Act
sets forth the basic principle that a company may
choose from supervisors or establish an audit com-
mittee as the monitoring organ. Traditionally, Korean
company law adopts the two-tier board system, under
which the supervisors act as the monitoring organ.
The Commercial Act was amended to introduce the
audit committee into Korean corporate structure. Ac-
cordingly, a company may specify in its articles of in-
corporation that it will either appoint supervisors or
establish an audit committee to replace supervi-
sors.122 If a company decides to establish an audit
committee, the committee shall have at least three
members, and connected persons cannot exceed one
third of the total committee members.123 The Com-
mercial Act does not require that at least two thirds of
the committee members be outside directors. More-
over, according to the Commercial Act, it is the option
of the company to decide whether it wants supervi-
sors or an audit committee. In contrast, the Korean
Securities and Exchange Act does require that listed
companies having assets that reach a certain size, as
prescribed by the Presidential Decree, must establish
an audit committee.

The KSEA sets forth that securities companies and
companies listed on the Korea Stock Exchange or reg-
istered with the Korea Securities Dealers Association
(KSDA or KOSDAQ), as prescribed by the Presiden-
tial Decree, are required to establish an audit com-
mittee.124 If a company is required to establish an
audit committee, its composition must be at least two
thirds outside directors.12® Listed companies, includ-
ing listed securities companies, must appoint an out-
side director as the representative of the audit
committee.126 In addition, the KSEA imposes an ex-
pert requirement to include at least one committee
member who is a specialist in accounting or finance
in order to ensure the function of the audit commit-
tee.127 In order to avoid the situation where both ex-
ecutive directors and supervisors (auditors) or outside
directors of the audit committee are controlled by the
large shareholders, any shareholder who holds more
than three percent of outstanding shares is prohibited
from voting the shares in excess of three percent when
electing the supervisors (auditors) or the outside

directors who become the members of the audit
committee.128

Responsibilities and Liabilities Korea’s Com-
mercial Act imposes fiduciary duty on all directors.
Article 382-3 of the Commercial Act sets forth direc-
tors’ duty of loyalty. It requires that directors faithfully
perform their duties in compliance with relevant laws,
subsidiary legislation, and the articles of incorpora-
tion, and for the benefit of the company. While in the
position as director or upon retirement, directors have
the duty to maintain insider company business infor-
mation.12? Similar to her neighboring nations, the
Korean Commercial Act regulates and imposes sanc-
tions on the conduct of directors concerning conflict
of interest with the corporation.

Directors are responsible for the management of cor-
porate affairs, particularly for important corporate
affairs, such as disposal and transfer of important cor-
porate assets, and appointment and dismissal of man-
agers.130 A director’s liabilities may be liable to the
company or to a third person. With regard to the
director’s liability to the company, directors will be
held jointly and severally liable for the damages to the
company if they violate any statutes, subsidiary leg-
islation, or articles of incorporation, or do not exer-
cise their duty of care.13! If the wrongdoing is the
product of a resolution of the board of directors, those
who assented to the resolution will be held jointly and
severally liable to the company as well.132 A director
can be excused only if he dissented from the resolu-
tion and his dissenting opinion is recorded in the min-
utes of the board meeting.133 It is interesting to note
that directors’ liabilities to the company can be
released with the consent of all shareholders.134

With regard to the director’s liability to third persons,
directors will be held jointly and severally liable for
the damages to third persons if they intentionally or
recklessly do not exercise their duty of care and cause
damages to third persons.135 Similarly, a director who
assents to the resolution of the board that causes
damages to third persons will be held jointly and sev-
erally liable with the directors who execute the reso-
lution, and only those who dissented to the resolution
and whose dissenting opinions have been recorded
in the minutes of the board meeting can be exempt
from liabilities.136

Short Comment Korea enhances the corporate
governance program with the assistance and influ-
ence of the developed western countries, particularly
influenced by the US model. However, Korea also
takes into consideration the local corporate business
culture when introducing independent directors and
the audit committee into Korea’s legal system. Similar
to Taiwan’s 2006 TSEA, Korean companies’ tradi-
tional corporate structure belongs to the two-tier
board structure where supervisors are considered as
the supervisory organ. However, after the regulatory
reform that introduces outsider directors and the audit
committee into Korean corporations, the two-tier
board and the one-tier board corporate structure co-
exist in Korean corporations. A Korean company
must choose from either supervisors or the audit com-
mittee as the company’s supervisory organ. However,
listed companies are required to establish an audit
committee to replace supervisors as the supervisory



organ. Comparatively, Taiwan has not yet required
any company to establish an audit committee.

With regard to the composition of the board, some of
the listed companies are required to appoint outside
directors constituting at least one quarter of the total
board members. Some of the larger listed companies
are required to appoint three outside directors and the
number of outside directors must exceed fifty percent
of the board. These different requirements make the
corporate structures more complicated and make it
more difficult to discern the corporate structure of a
company and the composition of its board if one is
not provided with information regarding the capital
size and other financial information. Comparatively,
Taiwan’s FSC has designated certain publicly held
corporations to appoint directors. If a company is
required to appoint independent directors, the mini-
mum requirement is that such company must appoint
only two independent directors, and the number of
independent directors shall exceed only one fifth of
the total board members.

If a company is required to establish an audit com-
mittee, the KSEA requires that at least two thirds of
the committee members be outside directors and the
chairperson must be an outside director. Compara-
tively, Taiwan requires that all members of the audit
committee be independent directors.

Singapore

Singapore companies operate on a unitary board sys-
tem. There is only one board of directors responsible
for the daily business operations and business deci-
sions. There is no requirement for appointing super-
visors or establishing a supervisory board as the
internal monitoring organ in Singapore companies.
Instead, the Companies Act was recently amended to
add Article 201B to require listed companies to
establish an audit committee.137 In addition, listed
companies are required by the Securities and Futures
Act to comply with rules of the Stock Exchange of Sin-
gapore. Some of the corporate governance matters are
set forth in the Listing Manual of the Stock Exchange
of Singapore. In addition, the Ministry of Finance
issued the Code of Corporate Governance 2005-Board
Matters on July 14, 2005.138 A listed company will
begin to comply with the Code beginning from Janu-
ary 1, 2007 when its annual general shareholders’
meeting is held after that date.

Independent Directors In the Singapore Compa-
nies Act and the Securities and Futures Act, no rele-
vant provisions directly govern the appointment of
independent directors. However, Article 201B of the
newly amended Companies Act precludes certain
types of persons, such as executive directors of the
company or any related corporation, from taking up
the majority seats of the audit committee.239 The rules
governing the independent directors are found in the
Code of Corporate Governance 2005-Board Matters
promulgated by the Ministry of Finance. It provides
principles and guidelines regarding the composition
of the board, audit committee, independent directors,
and the relationship between the board and the man-
agement. In the Code, it explicitly points out that the
board must be independent from the management

and should not be dominated by any individuals.140
In Singapore, companies, particularly listed compa-
nies, shall have a board of directors that at least one
third of it members are independent directors.14! The
chairperson of the board of directors and the chief
executive officer should be different persons to ensure
that the board can independently make business
decisions and exercise its monitoring and supervisory
power over the management.142 The Code provides a
list of non-exhaustive situations in which a director is
not considered independent:143

e A director who is employed by the company
or any of its related companies currently
or in the preceding three financial years;

A director who has an immediate family
member who is or was in the previous three
financial years employed by the company
or any of its related companies as a senior
executive officer whose remuneration is
determined by the remuneration committee;

A director or any of his immediate family
members who accepts any compensation from
the company or any of its subsidiaries other
than compensation for serving as a board
member for the current or past financial year;

A director, or any of his immediate family
members who is a major shareholder (with
more than 5% shareholding) or an executive
officer, or a director of any business organi-
zation to which the company or any of its
subsidiaries made or received significant
payments (aggregate exceeding S$200,000
over any financial year) in the current of
preceding financial year.

Audit Committee According to the Companies Act,
listed companies in Singapore must establish an audit
committee by resolution of the board of directors.144
The audit committee is composed of at least three or
more directors, of whom the majority must be inde-
pendent directors.145 Moreover, the Companies Act re-
quires that an executive director or employee of the
company or any related company be prohibited from
serving as the chairperson of the audit committee.146

The Code of Corporate Governance 2005 specifies that
companies should establish formal and transparent
procedures regarding the nominating and appoint-
ment of new directors into the board, the remunera-
tion of executives, and the financial reporting. The
Code of Corporate Governance provides similar
requirements that all members of the audit committee
must be non-executive directors, and the majority
members and the chairperson of the audit committee
must be independent directors.24” The Code also
requires companies to establish a nominating com-
mittee and a remuneration committee. The require-
ments for the composition of these two committees are
the same as that of the audit committee.148

Responsibilities and Liabilities The Code of
Corporate Governance specifies the scope of the
duties of the audit committee. The major duties of the
audit committee include:149

« To review the audit, the independence,

objectivity, and relevant matters of the
external auditors;
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« To review significant financial reporting issues
to ensure the integrity of the financial state-
ments and other financial disclosure-related
matters of the company;

« To review the company’s internal control and
internal audit functions;

* To recommend to the board of directors
regarding the appointment and removal of the
external auditor, and to approve the remuner-
ation and terms of the appointment of the
external auditor.

Short Comment Singapore’s regulatory approach
is relatively different in comparison with the regula-
tory approaches of Taiwan, Hong Kong and Korea.
Most of the corporate governance matters, including
the appointment of independent directors and the
establishment of the audit committee are set forth in
the Code of Corporate Governance and the rules of
the Stock Exchange of Singapore. At the statutory
level, the Companies Act does stipulate that certain
types of persons shall not take up the majority seats
of the audit committee. No other provisions stipulate
the details regarding independent directors and the
audit committee. However, the Securities and Futures
Act requires that listed companies comply with the
rules of the Stock Exchange of Singapore where the
detailed rules of the corporate governance are found.
It is more flexible to adopt this approach because the
procedure to revise the rules of the stock exchange is
much easier and faster than amending the statutes.

Issues and Questions

The 2006 Amendment of Taiwan’s Securities and
Exchange Act regarding independent directors and
audit committee will take effect on January 1, 2007.
Before that date, according to the current practice as
required by the TSE and the GTSM, listed companies
must appoint independent directors to sit on the
board. However, several issues regarding the func-
tions and responsibilities of independent director re-
main unsettled. These issues can roughly be divided
into three major aspects.

The first aspect is regarding the role of independent
directors in Taiwan’s corporations—i.e., whether the
independent director is acting as a monitoring organ
to oversee the performance of the board of directors
and the management, or as an managerial or execu-
tive organ to enhance the managerial function, or a
hybrid one. Does the term “independent director”
have the same meaning and substance in different
jurisdictions? Do independent directors in different
jurisdictions bear the same powers, duties and
responsibilities? What do we expect from independ-
ent directors to perform and to enhance the corporate
governance? All of these questions are relevant and
need be considered carefully.

Before introducing a new regulatory program, it is
appropriate to consider the following questions. First,
when a country decides to introduce “independent
directors” into its corporate structure, shall we begin
with identifying the role and functions of the inde-
pendent directors, and then determine the detailed
rules of independent directors, or vise versa? In other
words, if independent director means the same in dif-

ferent jurisdictions, could we or should we borrow the
statutes regarding independent directors from other
jurisdictions and then try to figure out what an inde-
pendent director can do? Second, if the role of inde-
pendent directors can be identified, how can they
perform their responsibilities and carry out their func-
tions? Does the law equip independent directors with
adequate weapons to carry out their missions? Third,
is it appropriate to allow companies to opt out of cor-
porate supervisors and audit committees as the inter-
nal monitoring mechanism, or should the competent
authority be empowered to designate those certain
types of companies to establish an audit committee?
If the audit committee replaces supervisors, how
could independent directors play their role in the
audit committee and in the board of directors to carry
out the monitoring functions? Would independent
directors do better than the supervisors?

The second aspect is regarding the establishment of
the audit committee. Because supervisors have long
been criticized as not being able to effectively perform
the monitoring function, the audit committee became
one of the topic choices of the competent authority as
an alternative mechanism to rectify the problem in the
recent securities law. Nevertheless, while introducing
this new regulatory mechanism into Taiwan’s corpo-
rations, it is necessary to take a moment to consider
the following questions. The basic question is whether
it is better for a company to establish an audit com-
mittee or to use supervisors as the monitoring mech-
anism. If the purpose of the securities law reform is to
push publicly held corporations to adopt the new
audit committee system as a replacement for the cur-
rent supervisors system, there is a question whether
the newly amended TSEA has provided adequate pro-
visions to regulate and whether it has equipped the
audit committee and/or its members, who must be in-
dependent directors, with adequate powers to carry
out its missions. Under the 2006 TSEA, the compe-
tent authority is authorized to designate publicly held
corporations to establish an audit committee if it is
considered to be necessary and appropriate for the
protection of the investing public. The question that
follows will be what policies and attitudes of the com-
petent authority are employed in implementing the
newly amended TSEA regarding the audit committee.
Moreover, it is relevant to consider whether inde-
pendent directors fit in the unitary board system or
are workable in the two-tier board system. Because
the role of independent director was initially invented
in US corporations where the unitary board system
had been adopted, should we abandon the two-tier
board corporate structure and adopt unitary board
corporate structure, or could we put independent di-
rectors into our two-tier board corporate structure and
make it work as it is in the unitary board system?
While the 2006 TSEA allows independent directors to
exist in both unitary and two-tier board corporate
structures, are the independent directors in different
corporate structures working in the same way?

The third aspect is regarding the liability of directors
in case of breach of fiduciary duty or making false
disclosure. Taiwan amended the Companies Act to
add fiduciary duty on corporate directors in 2001. In
addition, the TSEA was amended in January 2006 to
add Section 20-1 that imposes civil liabilities on those



who prepare or contribute to fraudulent or mislead-
ing financial or business reports. Particularly, it is nec-
essary to emphasize that the chairperson and the
general manager will be held strictly liable for untrue
disclosure. This new provision has been heatedly de-
bated already. Moreover, because Taiwan has not of-
ficially adopted business judgment rule, it becomes
important to consider the issue of whether the TSEA
has imposed appropriate level of liabilities on direc-
tors. Is it appropriate to impose strict liability on the
chairperson and general manager if the financial
report disclosed by the issuer contains omission or
misrepresentation of material information? Has the
new legislation laid too heavy a burden on the chair-
person of the board of directors and general man-
agers? Besides the chairperson and the general
manager, Section 20-1 of the TSEA sets forth that
other directors are presumably liable for the untrue
disclosure. Therefore, the following issue to consider
is whether it is appropriate to presume that other
directors are negligent and liable for the untrue or mis-
leading statement. Additionally, it is also worth think-
ing about whether the liabilities of executive directors
and independent directors should be differentiated
because too heavy liabilities might in reality deter the
willingness of capable and qualified people from serv-
ing as independent directors.

Before we jump into the discussion of the independ-
ent directors and audit committee, it is important to
conduct a general analysis of why the corporation
should establish internal supervisory mechanisms;
and what are the appropriate internal supervisory
mechanisms, what approaches or methodologies
have been adopted by Taiwan’s legislation, and how
do they work in practice? Have the courts consistently
interpreted and applied the provisions of the TSEA in
assessing the liability of directors and supervisors if
there involves untrue corporate disclosures?

General Analysis of the Internal
Supervisory Mechanisms—
Solving the Agency Problems

It has been widely discussed and recognized that cor-
porate governance is important to protect and maxi-
mize the best interests of the company and all
shareholders. Most shareholders, especially those of
publicly held corporations, who contribute their funds
into the corporation’s capital, expect that the man-
agement will perform well and generate enough rev-
enue so that they can share the profits of the company
after the close of each accounting year. After appoint-
ing directors, most business decision-making and
managerial powers are delegated to the board of di-
rectors.30 The board is also authorized to procure
managers to manage the corporate affairs, including
business and financial matters.151 Shareholders,
whether or not participating in the corporate man-
agement, have limited rights reserved by the laws and
the articles of incorporation to approve material busi-
ness decisions, such as mergers and acquisitions, in
the shareholders’ meeting.152 Because most share-
holders do not participate in corporate management,
issues arising from agency phenomena, such as
whether directors and the management will make
business decisions that are in the best interests of
most shareholders, and how to prevent directors from

engaging in self-dealings and in conflict-of-interest ac-
tivities, are critical and important for the protection of
shareholders and could also affect the intention of in-
vestors to invest.

Because shareholders are not themselves capable of
supervising directors and management effectively on
a continuing basis regarding the daily operation, it
becomes necessary and important to design an effec-
tive and efficient supervisory and monitoring mecha-
nism.153 Depending on whether the supervisory and
monitoring mechanisms are performed by organs
within the corporate structure or by institutions or
forces outside the corporation, these mechanisms can
roughly be divided into two categories: the internal
and the external supervisory mechanisms. Internal
organs, including the shareholders’ meeting, supervi-
sors, audit committees, and internal controls and
internal audit system, play various degrees of super-
visory and monitoring functions. In terms of external
supervisory mechanisms, the competent authority,
self-regulators, accountants, lawyers, creditors, and
the securities market also perform various degrees of
supervisory and monitoring functions.

Among those supervisory mechanisms, comparatively
speaking, internal supervisory mechanisms, particu-
larly supervisors, an audit committee, and internal
control and audit systems are better situated to
closely, continuously, and effectively supervise and
monitor the management if these mechanisms are
properly designed and implemented. Internal controls
and internal audit system is a mechanism adopted by
the board of directors and the management them-
selves for self-discipline and self-evaluation.154
Whether an internal control system is a successful su-
pervisory mechanism partially depends on whether
the management is willing to enforce the system in
good faith, and partially depends on how much other
internal mechanisms and external forces can effec-
tively watch it. If the internal control and internal
audit program is designed by the board and the man-
agement for the mere purpose of complying with the
requirements but is not implemented seriously by the
board and the management, the effectiveness of this
program is in doubt.15 Since an internal control sys-
tem is also governed by the law and subsidiary legis-
lation or the SRO rules, 156 if in the event that the
internal control system is evaluated by independent
outside auditors, it is hoped that the effectiveness of
the internal control system can be elevated by the
auditing and evaluation process performed by the out-
side auditors. In addition, the requirement that a com-
pany must appoint a compliance officer who is
responsible to report the potential wrongdoing and
communicate with the competent authority and self-
regulators can also better the effectiveness of the
internal control system.157 However, because internal
control heavily relies on the willingness of the board
and management to implement the program, the na-
ture and functions of the internal control system are
better classified as self-discipline or self-evaluation.

The other two internal supervisory mechanisms, i.e.,
the supervisors and the audit committee, are the most
important internal supervisory mechanisms adopted
in most jurisdictions. Supervisors or the board of
supervisors have been the official internal supervisory
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mechanism in Taiwan, Korea, Japan, and most Euro-
pean countries. In contrast, the audit committee
under the unitary board system is mainly used by the
US companies. However, many countries that for-
merly adopted supervisors as the corporation’s inter-
nal supervisory mechanism have recently introduced
independent directors and an audit committee as a
result of the corporate governance reforms which are
heavily influenced by the US and the OECD models
of corporate governance.18 Whether or not it is a cor-
rect movement, it is observed that in many countries
the corporate internal supervisory mechanism, espe-
cially those of publicly held corporations, is moving
toward using the unitary board of director system and
an audit committee to replace supervisors, or adding
independent directors to the existing two-tier board
corporate structure.

In the studied countries, supervisors and audit com-
mittees are structured in the following combinations:

MODEL I: Independent Board of Directors and
Independent Audit Committee Under this
model, the board of directors plays partly as a man-
aging organ and partly as a monitoring organ of the
management. The board is considered as a managing
organ because business decision power is delegated
to the board. Unless the law or the articles of incor-
poration clearly reserve the corporate affairs to be
decided by the shareholders’ meeting, the board has
the power to make business decisions by resolutions
made at a meeting of the board. On the other hand,
because of the complexity and heavy load of business
operations, the board rarely will manage everything
by itself and frequently will delegate the managerial
power to the management. The board, composed of a
majority of independent directors, will then act as a
monitoring organ to supervise the management. Part
of the board functions, such as auditing, nominating,
and remuneration, are delegated to the independent
committees under the board. It is emphasized that,
under this model, the board and the subcommittees
are independent and separated from the manage-
ment. Under this model, the focus is on the separa-
tion of the board and the management. Some
countries further require that the chairperson of the
board and the independent committee is made up of
independent directors or at least that they are differ-
ent from the CEO or the general manager.

After the enaction of the SOA 2002, companies listed
on the NYSE or the NASDAQ are required to have a
board of directors composed of a majority of inde-
pendent directors to ensure the independence of the
board.1%9 In addition, listed companies are required to
set up an audit committee composed of at least three
independent directors. Similarly, in Korea, if the size
of the assets of a securities company is above a cer-
tain amount as prescribed by the Presidential Decree,
itis required to have an independent board composed
of a majority of outside directors, and an independent
audit committee composed of at least two thirds out-
side directors.160

MODEL II: Board of Directors and Independent
Audit Committee Under this model, the board
may or may not be an independent board. Usually
the board is not an independent board because the
law requires only the minimum numbers or a minor-

ity percentage of independent directors to be included
on the board. However, the audit committee is
required to be composed of either all independent
directors or a majority of independent directors to
ensure its independence. Therefore, under this model,
the board normally dominated by a majority of exec-
utive directors is considered as the managing organ,
while the independent audit committee is considered
as the monitoring organ. It will then be critical to
watch the relationship and responsibilities of both the
audit committee and the board.

Beginning from January 2007, if a publicly held cor-
poration in Taiwan chooses or is designated by the
Financial Supervisory Commission to set up an audit
committee to replace supervisors, the company usu-
ally will be a board with minority independent direc-
tors because the TSEA requires the board be
composed of at least 20 percent of independent
directors and, in past experiences, companies nor-
mally comply with only the minimum requirements.
However, the audit committee is required to be com-
posed of all or at least three independent directors.161
Therefore, unless the company voluntarily appoints
majority independent directors to the board, it will
have a board with minority independent directors and
an independent audit committee.

In Korea, if a listed or OTC registered company as pre-
scribed by the Presidential Decree is required to
appoint outside directors and establish an audit com-
mittee, the KSEA requires that the board be com-
posed of at least one quarter (not majority) of outside
directors, but some are required to have an inde-
pendent board composed of majority outside direc-
tors.162 However, the audit committee must be
composed of a super majority (at least two thirds) out-
side directors.163

MODEL IlI: Supervisors and Independent
Directors Under this model, supervisors are offi-
cially playing the role of a monitoring organ.
Independent directors are introduced onto the board
to enhance the board’s monitoring function over the
management’s business decisions. Because the board
is still composed of or controlled by the majority
executive directors, the board is still considered as the
managing organ. Whether independent directors can
perform the minimum monitoring function depends
on how much power is delegated by the law or the
articles of incorporation.

A publicly held corporation in Taiwan, if not required
by the FSC, may choose to maintain supervisors and
appoint independent directors to the board. Under
this setting, supervisors are still the responsible organ
to supervise the board and the management. Inde-
pendent directors do not hold themselves as the
supervisory organ but are introduced onto the board
to provide their independent and professional opin-
ions to improve the quality of business decisions.

MODEL IV: Supervisors Only Under this model,
supervisors are the delegated supervisory and moni-
toring functions. Because there is no requirement for
appointing independent directors, the board of direc-
tors are normally composed of or dominated by the
executive directors. There is no distinct separation be-
tween the board and the management. The function
of the board is in reality a managing organ and, in



many cases, considered a formality or the rubber
stamp of the management’s business decisions.

In Taiwan, according to the newly amended TSEA, if
a publicly held corporation is not designated by the
FSC to appoint independent directors and to estab-
lish an audit committee, such company may main-
tain supervisors to perform the supervisory functions.
Currently, because all listed companies are required
to appoint at least two independent directors, only
non-listed companies may have this option.

The Role of Independent Directors in
Taiwan’s Corporations

What is the role of independent directors in Taiwan?
To set aside the personal preference, the answer to
this issue is that independent directors, coupled with
the audit committee, might eventually take over the
monitoring function of corporate supervisors. From
the introduction of independent directors into
Taiwan’s listed companies and the evolution of the
regulatory policies (including the 2004, 2005 Pro-
posed Reform, and the 2006 Amendment), the role of
independent directors was initially aiming to enhance
the quality of the business decision process of the
board of directors. It has been geared toward the
monitoring agency and will eventually replace the role
of corporate supervisors. This conclusion is derived
from the observation of the “Corporate Governance
Best-Practice Principles for TSE/GTSM Listed Com-
panies” (Corporate Governance Code) announced by
the TSE and the GTSM.164 In the Corporate Gover-
nance Code, it encourages listed companies to set up
an audit committee whose membership must have at
least one independent director.165 When the board of
directors deliberates on the internal control system,
proposals of acquisition or disposition of assets, lend-
ing, making endorsements, providing guarantees, and
other material business decisions, the board should
take serious and sufficient consideration of the opin-
ion of the audit committee or that of the independent
directors.166 In addition to independent directors,
listed companies must appoint independent supervi-
sors. Therefore, if there is no duplication of monitor-
ing agencies, independent directors take a major role
to enhance the functioning of the board of directors in
the process of business decisions. However, this role
has moved toward the role of a monitoring agency. In
the 2004 Proposed Reform, when the board of direc-
tors deliberates material business decisions, a major-
ity vote of the independent directors is required. In
addition, the audit committee composed of purely in-
dependent directors will replace corporate supervisors
in the long run.

Independence Requirement for
Independent Directors

Once the role of the independent directors becomes
clear, it is then important to examine whether inde-
pendent directors can perform their responsibilities
and carry out their functions under the provisions of
the 2006 Amendment. In order to carry out the mon-
itoring function, it is pivotal to structure the frame-
work well. For example, it is important to ensure the
independence and expertise of independent directors.

In addition, the number of independent directors
must exceed a certain percentage of the board mem-
bers so that they can effectively monitor the manage-
ment. Additionally, if a portion of the board’s
responsibilities is delegated to functional committees,
such as audit committees, compensation committees,
nomination committees, and legal compliance com-
mittees, how independent directors play their role in
these committees is crucial as to whether the man-
agement can effectively be monitored.

Similar to the corporate governance regime in other
jurisdictions, Taiwan’s securities law requires that an
independent director comply with the requirements
of “independence” and have relevant expertise, such
as finance or accounting. Currently, as part of the
listing requirements, the TSE and the GTSM have
promulgated standards for determining whether a
director should be disqualified as an independent
director. A director will not be considered as inde-
pendent if any of the following circumstances
(incomplete list) occur:167

1) If a director is also an employee of the appli-
cant company or a director, supervisor, or
employee of an affiliated enterprise of the
applicant company. However, it is exceptionally
permitted if the independent director of its
parent company or subsidiary holds the
independent director position of the applicant
company concurrently.

2) If adirector directly or indirectly holds 1% or
more of the outstanding shares of the applicant
company, or whose shareholding ranks among
the top ten of the natural persons holding shares
of the applicant company.

3) If adirector is the spouse or has a direct
relationship within the second degree of
kinship of any of the persons mentioned in
the preceding two sub-paragraphs.

4) If a director is in the meantime a director,
supervisor, or employee of an institution that
directly holds 5% or more of the applicant
company’s outstanding shares, or of an
institution where a director’s shareholding ranks
in the top five of the institutional shareholders.

5) If a director is in the meantime a director,
supervisor, manager, or shareholder holding 5%
or more of the outstanding shares of another
company or institution that has a financial or
business relationship with the applicant
company.

6) If a director is in the meantime a professional,
or an owner, partner, director, supervisor, or
manager of a business entity that provides
financial, business, legal, or consulting services
to the applicant company or its affiliated
enterprise.

7) If a director serves concurrently as the indepen-
dent director of more than five enterprises.

Moreover, the stock exchange rules further require
that in order to qualify as an independent director,
one must have had previous business, legal, finan-
cial, or relevant experiences that the company needs
for at least five years.168 The board in the aggregate
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will not be considered independent if the majority
board members are mutually related as the lineal re-
lation of the first degree, or more than two thirds of
the board members are mutually related in any of the
following relationships: (1) spouse, (2) lineal relations
within the second degree of kinship, (3) collateral re-
lations within the third degree of kinship, (4) repre-
sentatives of the same juristic person, (5) related
person.169

In September 2003, the Securities and Futures
Commission (now the Securities and Futures Bureau
of the Financial Supervisory Commission (TFSC))
promulgated an order regarding the standard of
independence of directors and reiterated the impor-
tance of complying with the standards of independ-
ence for independent directors for 100 percent owned
subsidiary of a financial holding company, which
is similar with the aforementioned standards.17? By
January 2007, the TFSC, with the authorization of
Article 14-2 of the TSEA, will reissue another order re-
garding the standard of independence of independent
directors to deal with the issue of how to determine
that a director has met the standard of independence
and is qualified as an independent director.

Accordingly, in order to implement the corporate gov-
ernance policy, Taiwan’s Financial Supervisory Com-
mission has promulgated three important regulations
on March 28, 2006. They are: (1) Regulation Govern-
ing the Appointments of Independent Directors and
Related Matters by Publicly Held Corporations, (2)
Regulation Governing the Exercise of Duties of Audit
Committee of Publicly Held Corporations, and (3)
Regulation Governing the Meetings of the Board of
Directors of Publicly Held Corporations.17 These reg-
ulations will take effect beginning from January 1,
2007. However, regarding the appointment of inde-
pendent directors and the establishment of an audit
committee, it is permitted that companies need not
comply with the requirements until the current terms
of office of directors and supervisors expires.172

The newly adopted “Regulation Governing the
Appointments of Independent Directors and Related
Matters by Publicly Held Corporations” incorporated
the independence standards of its previously an-
nounced “Rules Regarding the Independence of the
Independent Directors and Independent Supervisors”
with some modifications, among them some stan-
dards were raised and some were liberalized.173

In addition, there are at least three important factors
related to the issue of independence of directors. The
first factor is the deficiency of candidates for the posi-
tion of independent directors that meet the require-
ments of independence and expertise. The second
factor is that although a candidate meets the inde-
pendence requirements, he or she usually has some
connection or friendship with the board members or
the management. The third factor is that it is unclear
whether there will be distinctions regarding the liabil-
ities of independent directors and other directors. It
would also affect the willingness of people to serve as
an independent director. These three factors obviously
affect the effectiveness of the independent director
system.

The independence of supervisors or independent
directors has always been challenged because of the
process and the method of election. Large sharehold-
ers are normally influential on the election of both
directors and supervisors (or independent directors)
and dominate both directors and supervisors. This
phenomenon has been criticized as the determinant
for the flaw of the internal monitoring mechanism
because under such circumstances, supervisors could
not effectively supervise or monitor the board and the
management. Korea has adopted a method which is
trying to improve the situation by restricting the vot-
ing power of large shareholders. According to the Ar-
ticle 409 of the Commercial Act, any shareholder who
holds more than three percent of the outstanding
shares will be prohibited from voting for those shares
above three percent when electing the supervisors
(auditors) or the outside directors who become the
members of the audit committee.17 This can be a
possible solution.

Composition of the Board of Directors
and Audit Committee

If the independent director is to play the role of mon-
itoring the management, the question of whether the
board of directors should be composed of majority in-
dependent directors is debatable. The US Congress
enacted Sarbanes-Oxley Act of 2002, in which one of
the focuses is to ensure the independence of the audit
committees and the board of directors.1’> The US
Securities and Exchange Commission accordingly
promulgated Rule 10A-3 of the Securities Exchange
Act of 1934 in which it imposes requirements on audit
committees and prohibits companies from being listed
if they do not meet the audit committee require-
ments.17® According to the listing standards and
corporate governance rules of the New York Stock
Exchange and the NASDAQ, the board of directors
of listed companies must be composed of a majority
of independent directors.177

Unlike the US requirements, the 2006 TSEA Amend-
ment requires that the board be composed of at least
one fifth (or 20%) of independent directors. Although
this is the minimum requirement and companies may
choose to have a higher percentage of independent
directors, past experience tells us that companies usu-
ally would meet just the minimum standards. If the
company maintains supervisors for resolutions of im-
portant proposals as listed in Article 14-3 of the TSEA
instead of setting up an audit