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PREFACE

Board of directors (the Board hereinafter) has been placed onto
the center stage in recent global debates on corporate govemance re-
forms. The Board oversees the whole process of board governance. Its
primary function is to continuously review the firm operation, involve in
strategic management decisions, communicate management with outside
stakeholders, monitor management and protect shareholders from man-
agement opportunistic behaviors. An effective Board achieves this goal
by establishing power — balanced board structure and designing incen-
tive compatible governance mechanisms. It helps alleviate the agency
problems by reducing the information asymmetry between insiders and
outsiders through timely release of unbiased information to those with a
stake in the company and improving firm performance through active in-
volvement in decision — making process .

This study sheds some light on economic determinants of the ef-
fectiveness of board govemance. Based on comprehensive literature re-
view and critical synthesis, a theoretical model is developed on the ef-
fectiveness of board governance by integrating agency theory into orga-
nization theory. The result illuminates complexity of the Board dynam-
ics and paves the way for future empirical research that will expand and
refine the present understanding of what actually makes the Board ef-
fective .

Effectiveness of the Board is mainly reduced to two counterpart e-
conomic determinants, demand factors and supply factors. The equilib-

rium of demand and supply determines the effectiveness of governance



-10- WA TESEZOERHR

mechanisms and the integrity of govemance structure of the Board .

In the present analysis on supply ~ side effecis, sources are col-
lected from literature on group dynamics and workgroup effectiveness.
Recent research developments underscore the need for research on the
processes that link board structure with firm performance and informa-
tion disclosure quality. The present study begins by considering factors
that characterize the board as decision — making groups and by dis-
cussing criteria that distinguish effective boards from ineffective ones.
Then, drawing on the literature on small — group decision making, we
defined and developed three critical board process variables and two
board - level outcome variables that we believe serve as mediators of
the relationships between commonly studied aspects of board input vari-
ables and firm performance and information disclosure quality .

The analysis of demand - side effects is based on the principal —
agency theory. Briefly speaking, with the development of modermn com-
pany and appearance of agency problems, board governance gradually
became the key internal governance mechanism. Demand for effective
board govemance comes from the shareholders, debtholders and other
stakeholders attempting to lower agency costs. They devised a lot of
mechanisms to prevent managers from behaving opportunistically .
Board monitoring is one of them. Different governance mechanisms in-
teract with each other, we should consider their combined effects on the
effectiveness of board governance other than individual effect. There-
fore, the model developed from the present study contains both the e-
quilibrium of demand and supply factors and interaction of different
governance mechanisms .

Firstly we try to link the effectiveness of board govemance with

firm performance. For firm performance, board governance has two



positive effects. As a strategic decision — making group, any improve-
ment in the decision — making process of the Board can directly con-
tribute to firm performance by establishing competitive advantages over
peer companies. As a monitoring mechanism, the supervision of the
Board can alleviate agency costs and discipline managers to work for
maximization of shareholders’ interests, and then push firm perfor-
mance upward indirectly. However, there are a lot of factors influenc-
ing firm performance ranging from firm specific to industry — level fac-
tors, from temporary to permanent factors, and from inside to outside
factors . All these factors are entangled with each other. It is very diffi-
cult to disentangle them and find which effects result from the effective-
ness of board governance. To complete the analysis, another variable,
information disclosure quality, is select as the benchmark to indicate
the effectiveness of board governance. The Board is assumed to be re-
sponsible for disclosure of firm information. An effective board can mit-
igate agency costs by facilitating timely release of unbiased public infor-
mation through managers to those with a stake in the company. Infor-
mation disclosure quality is also highly related to firm performance.
Access to relevant and reliable public information can reduce the infor-
mation asymmetry among different types of investors, increase market
liquidity of equity, lower cost of capital, and then mise firm perfor-
mance .

In the present study we test hypotheses that are deducted from
theoretical model of the Board effectiveness with data from Chinese list-
ed companies. Data used were manually collected covering board de-
mography, management compensation, and audit opinions, from annual
reports of 1999 of all companies listed in ShenZhen and ShangHai

Stock Exchange. Financial information of Chinese listed companies was



-12- WAL TEERBEAR

obtained from GENIUS database and stock price from TE] database. In
addition, data were also collected about audit committees of HongKong
listed companies from database “wadley Card” and “Cash Market,
Trade Option, Growth Enterprise and Daily Quality” .

Based on results from analytical modeling and empirical testing,
this paper also proposes corresponding policy implications for regula-
tions of capital market monitoring and corporate govemance reforms.
They are; separation of CEQ and chairman, establishment of audit
committees, independence of non - executive directors, stock option
schemes in management compensation package, and empowerment of

external auditing.

This paper consists of four chapters.

Chapter I focuses on corporate governance in transitional econo-
my . Based on the corporate reform and capital market practice during
China’s economic transition, it analyzes the nature and reasons for the
major agency problems encountered by China’ s firms, summarizes
characteristics of modemn corporate governance models, as well as puts
forward the reform orientation for‘ corporate governance centering around
strengthening board governance . In the 1% section, it is pointed out that
because of the special background of China’ s economic system, the
transitional issues of China’s firms showed some unique characteristics
different from that under a mature market economic sy;;tem. To put it
briefly, they are shown in two aspects. One is the “insidercontrol” and
the other is “expropriation of minority shareholders” . Both of them are
related, yet cannot be totally attributed to the special ownership struc-
ture of China’s firms. Settlement of the two agency problems depends

on reform of the whole corporate governance system other than the mere



