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Abstract

The separation of ownership and control, one typical characteristic of modern com-
panies, has caused agency problems for corporations, which consequently highlights the
realistic need for corporate governance. Designing and choosing scientific, rational and
efficient internal supervision pattern for listed companies have long been the direction of
corporate governance reform in various countries. By selecting and innovating systems,
both opportunistic behaviors of managers and tunneling behaviors of controlling share-
holders can be inhibited. Furthermore, it will reduce operating risks so that sustainable
and healthy development can be ensured and interests of investors be safeguarded.

An overview of corporate governance practices in the world suggests that the inter-
nal supervision patterns for listed companies can be classified into two categories: one is
the independent directors supervision pattern represented by the United States of Ameri-
ca and the United Kingdom, and the other is the supervisory board supervision pattern
led by Germany and Japan. In China, listed companies’ internal supervision pattern has
been compulsorily transformed from the supervisory board supervision pattern to the two-
tier supervision pattern of independent directors and the supervisory board. This implies
that supervisory boards of Chinese listed companies are inefficient, and that efficiency of
corporate governance could be rectified by introducing the independent directors system.
However, is this really the case? Is the independent directors system more efficient than
the supervisory board system? What kind of internal supervision pattern should Chinese
listed companies adopt? These questions urgently need in-depth research and systematic
summary.

Roe (1993) and Charkham (1994) claimed that the German and Japanese pattern
of corporate internal supervision is superior to the Anglo-American pattern. La Porta
et al. (2000) and Gugler et al. (2004 ), on the contrary, maintained the opposite.
Besides, the Asian financial crisis in the 1990s has triggered increasing scholarly inquir-

ies into the internal supervision pattern of Asian companies. They contended that it was
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the weakening internal supervision pattern that led to the financial crisis ( Johnson et
al. , 2000). Owing to unique system design, Chinese listed companies seem to be a
good scene for comparing these two kinds of supervision patterns. Factors such as di-
mensions, however, make it difficult to compare governance efficiency of the two in a
direct manner. One alternative method is to examine the interaction effect so as to deter-
mine the relationship between independent directors and supervisory board. If the two
are complementary and can cooperatively enhance governance efficiency of listed compa-
nies in China, the current two-tier supervision pattérn is reasonable ; but if they are sub-
stitute for each other, i. e. the introduction of independent directors system undermines
rather than strengthens the efficiency of supervisory board, then the existing supervision
pattern should be reshaped.

Centering on the proposition of “The Rational Choice of Internal Supervision Pat-
tern of Chinese Listed Companies” and following the approach of “theoretical analysis,
empirical test and policy recommendation” , the current dissertation carries out a thor-
ough survey on the goal setting, subjects, objects, and selection criteria of the internal
supervision pattern of listed companies. In the study, governance efficiency of supervi-
sory board is firstly inspected, followed by empirical tests of the interaction effect be-
tween independent directors and supervisory board. Lastly, on the basis of empirical
findings, rational supervision pattern choices are suggested and strategies for enhancing
governance effectiveness of listed companies in China are proposed.

Apart from the Introduction, the dissertation consists of five sections. The first sec-
tion, i. e. Chapter Two, presents literature and theories concerning the internal supervi-
sion pattern of listed companies. Relevant research literature both at home and abroad
has been systematically reviewed in the very beginning, with conclusions of regularity
revealed and objectively assessed. Chapter Two then illustrates basic theories on which
the internal supervision pattern builds, including principal-agent theory, incomplete
contract theory, corporate governance theory and stakeholder theory. Theoretical frame-
work of the current study is introduced in the second section, namely, Chapter Three.
By exploring basic goals, subjects, objects, types, characteristics and selection criteria
of the internal supervision pattern, this chapter attempts to establish a theory for the
whole research and lay a solid theoretical foundation for subsequent empirical analyses.
The third section, Chapter Four, conducts an empirical investigation into supervisory
board’s governance efficiency of listed companies. On the basis of manually collected

personal attribute data of supervisory board’s members as well as relevant theories re-
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garding board of directors, this study draws on earnings response coefficient model
(ERC Model) and discretionary accrual model (DA Model) respectively to measure ac-
counting information quality and to examine the impact of supervisory board characteris-
tics and capacity index on accounting information quality. In this way, governance effi-
ciency of Chinese listed companies’ supervisory board will be tested by empirical evi-
dences. Section four, composed of Chapter Five, Chapter Six and Chapter Seven, in-
vestigates the interaction effect between independent directors and supervisory board.
With independent directors and supervisory board integrated into the unified analytical
framework , this section explores the governance efficiency and the interaction effect of
the two systems from three aspects-accounting information quality, corporate risks and
top management turnover, thus revealing the core problems of corporate governance and
supervision for listed companies in China. The last section, Chapter Eight, is mainly
concerned with research findings and suggestions. Combining the empirical research con-
clusions and the theoretical model on the selection of internal supervision patterns, ...
this section firstly points out a rational supervision pattern choice for Chinese listed com-
panies, then proposes corresponding policies and strategies, and lastly ends with inade-
quacies of the current study as well as expectations for further research.

Major findings of the dissertation are listed as follows.

First, the basic goals of internal supervision system of listed companies should be
defined as improving accounting information quality, reducing corporate risks and effec-
tively supervising senior management personnel. Subjects of the internal supervision in-
clude both shareholders and company staffs, whereas objects are mainly senior managers
and controlling shareholders. The internal supervision pattern of listed companies, a
path-dependence development, should be influenced by company’s ownership structure,,
capital market efficiency as well as historical and cultural traditions.

Second, Chinese listed companies’ supervisory board plays a positive role in finan-
cial supervision. Not only will it effectively curb company’s earnings management behav-
ior and enhance company’s stock value relevance, but also will improve the accounting
information quality. Overall, the governance of supervisory board of listed companies in
China is effective, which therefore strongly disproves the one-sided claim of “ineffective
supervisory board”.

Third, on the national macro level, the introduction of independent directors sys-
tem can increase institution supply for corporate governance, improve governance effi-

ciency of the supervisory board, and bring about “institutional dividend” resulting from
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competition. On the micro level of companies, however, the independent directors sys-
tem and the supervisory board system are substitute instead of mutually complementary ,
i. e. application of independent directors system to the initial supervisory board system
will weaken rather than strengthen governance efficiency of the supervisory board.
Fourth, corporate governance reform in China should unswervingly adhere to the
supervisory board system. The optimal choice is to implement various governance and
supervision patterns according to companies’ organization forms and business scopes. Al-
so, co-existence and competition of independent directors system and supervisory hoard
system shall be allowed. Specifically, A-share listed companies and limited liability
companies should adopt the supervisory board supervision pattern and cancel independ-
ent directors. In this way, functional overlapping of the two systems and weakening of
governance efficiency resulted from power conflicts can be avoided. The reform priority
of companies like these is to continuously enhance independence and capacity of the su-
pervisory board. B-share listed companies and overseas-listed companies should employ
the independent directors supervision pattern without establishing the supervisory board,
the core task of B-share listed companies is to propel development of the independent di-
rectors system. Cross-listed companies issuing both A share and B share or H share
should apply the two-tier supervision pattern of independent directors and the supervisory
board. Their priority is to clarify the power boundary of independent directors and the
supervisory board as well as to establish effective mechanisms of coordination and com-
munication. To promote the modernization of corporate governance in China and to con-
siderably improve the effectiveness of listed companies’ supervision, efforts must be
made as follows. The first thing is to innovate operating mechanism of the supervisory
board, which includes implementing the independent supervisors system and enhancing
its independence, optimizing member structure of the supervisory board and strengthe-
ning its capacity, increasing duty-performing information and resource support for the
supervisory board, as well as perfecting incentive and restraining mechanism of the su-
pervisory board. Second, responsibility and authority of independent directors and the
supervisory board shall be reasonably divided. For instance, the supervisory board
should be entitled to a comprehensive supervision power of finance and be held responsi-
ble for overseeing the legitimacy of directors’ and senior managers’ duty-fulfilling behav-
iors. The role of independent directors ought to be defined as “consultants” to board of
directors and as “supervisors” to controlling shareholders. Besides, efforts must be

made to authorize the supervisory board to supervise independent directors. Third, the
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independent directors system should be strengthened continuously, which includes culti-
vating independent directors market, improving incentive mechanism and enhancing its
risk bearing mechanism.

The research innovations of this dissertation are primarily embodied in the ensuing
three aspects.

To begin with, a comprehensive theory of internal supervision pattern of listed com-
panies has been built. Through systematic analyses of different internal supervision pat-
terns and their characteristics, the dissertation clarifies the basic goals, subjects, ob-
jects of listed companies’ internal supervision system, as well as selection criteria of in-
ternal supervision patterns. Consequently, a complete theoretical framework of listed
companies’ internal supervision pattern has been established and proposed, which not
only lays a solid theoretical foundation for the whole research, but also greatly enriches
existing corporate governance theory.

Moreover, research on governance efficiency of the supervisory board has been ex-
tended into the interior of the supervisory board and the ensuing empirical findings con-
vincingly confute the lopsided claim of “inefficient supervisory board”. Based on manu-
ally collected personal information of the supervisory board’s members, the current study
explores the impact of the supervisory board’s characteristics and capacity index on cor-
porate accounting information quality from five dimensions and twelve aspects. The five
dimensions are scale and structure of the supervisory board, educational background,
work experience, motivation and other features of supervisors. It has been found that the
board of supervisors can strengthen company’s stock value relevance, effectively control
earnings management behaviors and remarkably improve the company’s accounting infor-
mation quality. This indicates that Chinese listed companies’ supervisory board plays a
positive role in finance supervision, thus forcefully invalidating the wrong view of ineffi-
cient supervisory board. |

Lastly, integrating independent directors system and supervisory board system into
a unified analytical framework, this research not only tests the interaction effect of inde-
pendent directors and the supervisory board, but also clarifies the root causes for prob-
lems besetting Chinese listed companies’ internal supervision. Existing studies arbitrarily
have severed the independent directors system from the supervisory board system and ex-
amined their governance performance separately. As a result, prior research findings
have been reduced to be unconvincing due to neglect of the unique system design of in-

ternal supervision pattern of Chinese listed companies. In contrast, the current study
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combines independent directors with the supervisory board to analyze their effects on ac-
counting information quality, corporate risks and top management turnover. Moreover,
the relation between independent directors and the supervisory board has been explored
in the research through interaction effect and it has been discovered that the former and
the latter are substitute instead of complementary to each other, i.e. in companies
where supervisory board system is originally utilized, the introduction of the independent
directors system have undermined rather than strengthened governance efficiency of the
supervisory board. This finding provides empirical] evidences based large samples for the
rational choice of the internal supervision pattern of listed companies in China.

In addition, the present research points out a rational solution for Chinese listed
companies as regards selection of internal supervision pattern and proposes strategies for
enhancing the effectiveness of governance and supervision of listed companies. There-
fore, it is of great significance for both legislative and regulatory institutions to improve
listed companies’ internal supervision system and to propel the modernization of corpo-
rate governance. Also, these findings can benefit other emerging markets and developing
countries.

Admittedly, due to the uniqueness of research subject as well as the limitation of
my time, energy and knowledge, there are still inadequacies of the current dissertation,
such as scarcity in approaches to investigate the interaction effect between independent
directors and the supervisory board, defects in setting some variables for the research
model and weak endogeneity besetting the model. Therefore, efforts must be made in the

future to overcome all these shortcomings.



