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Abstract China’s corporate governance system implements both American and German
style mechanisms, but the supervisory board, a typical feature of German style governance
is generally considered dysfunctional. After 2006, the newly amended Chinese Corporate
Law significantly enhances the role played by supervisory boards. Our study examines if
the new Corporate Law improves supervisory board’s monitoring over executive com-
pensation, which becomes one of the main agency concerns in China’s emerging market,
thus providing a quasi-experimental testing of the legal approach of governance (La Porta
et al. in J Financ Econ 58:3-27, 2000). We examine the effects of both size and meeting
frequency of supervisory boards on executive compensations in Chinese listed companies,
by using data before and after the new Corporate Law became effective in 2006. We find
that before the new Corporate Law became effective, supervisory boards did not affect
executive compensation, although their role after that became significant; both supervisory
board size and meeting frequency affect total executive compensation, and supervisory
board size also influences pay-performance sensitivity. Furthermore, we find that there
exists a non-linear effect of supervisory board meeting frequency on executive pay, and an
optimal range exists. Policy implications are discussed.
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1 Introduction

Executive compensation has been a key agency problem, and the inflation of executive pay
also becomes a global issue (Lansing and Knoedgen 2007). A typical CEO at the beginning
of the 1980s earned 40 times the compensation of an ordinary worker, but the gap
increased to over 450:1 at the beginning of the twenty-first century (Lansing and Knoedgen
2007); people continue to perceive executives as overpaid. As commented by Mr. Levitt,
the former Chairman of SEC, executive compensation could be the only issue that
“engages the public today about the business community” (Levitt 2005, p. 41). Numerous
studies are devoted to improving our understanding of executive compensation (e.g.,
Blackwell et al. 2007; Vafeas and Waegelein 2007; Bauman and Shaw 2006; Palia and
Porter 2004; Vafeas et al. 2003; Chen 2002; Jensen and Murphy 1990), but few studies
examine this issue in emerging markets. Our study continues this effort by examining
executive compensation in China’s emerging markets.

In China’s stock markets, the agency problems could be more complex; the short history
of China’s capital markets has seen numerous cases in which minority shareholders are
expropriated by the controlling (state-owned) shareholders, and executives are overpaid.
With China’s emerging markets entering the second decade, it is believed that controlling
shareholders’ expropriation, usually through related-party transactions, is ameliorated,
possibly because of the unfolding privatization, the promulgation of a series of accounting
and auditing standards, and the stricter enforcements. The issue of executives being
overpaid seems to be getting worse, for example, the CEO of Ping’ An Insurance was paid
over RMB 66 million in 2007, which is more than USD 9 million (Yu 2008). Investors
increasingly perceive excessive executive compensation as a key agency issue in China’s
markets. For instance, a recent disclosure of (excessive) compensation by Ping’An
Insurance saw a dive of its stock price (Yu 2008). Prior studies examining determinants of
executive compensation in China mainly focus on the pay-performance link (e.g., Firth
et al. 2006; Kato and Long 2006). Given the crucial role played by corporate governance,
our study is intended to examine executive compensation in China’s listed companies from
governance’s perspective.

Examining the association between corporate governance and executive pay is not new,
previous studies have investigated whether and how corporate governance mechanisms,
such as features of board of directors, affect executive compensation (e.g., Boyd 1994;
Core et al. 1999; Cyert et al. 2002; Hartzell and Starks 2003; Elston and Goldberg 2003;
Ryan and Wiggins 2004). Ryan and Wiggins (2004), for instance, examines the association
between board independence and executive/director pay, and find that powerful CEOs can
exert strong influences on the board of directors so that CEOs overseen by a less inde-
pendent board of directors receive less equity-based pay. Our study adds to this literature
by examining executive compensation amid China’s unfolding corporate governance
reform. More specifically, we intend to shed light on the effect of supervisory boards, an
important yet rarely covered corporate governance element, on executive compensation.

Supervisory boards are not new either. It is one of the typical features of the German
two-tier board system, which, together with the Anglo-American governance system, is
generally recognized as the most effective governance mechanisms (Shleifer and Vishny
1997). Chinese listed companies have a board of directors and supervisory board since the
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inception of Chinese stock markets established at the beginning of 1990s, and the newly
amended Corporate Law (the 2006 version) makes independent directorship a mandatory
requirement for listed firms. As a result, China’s emerging market could be the only
jurisdiction that implements both American and German styles of corporate governance.
By “borrowing” the best practices from mature economies, the Chinese authority intends
to enhance corporate governance systems to address key agency concerns in the market,
including excessive executive pay. However, little empirical evidence is available
regarding supervisory board’s effect on addressing key agency problems related to exec-
utive compensation. Our study will help fill in this void, and may contribute to the existing
literature from multiple angles.

First, what constitutes effective corporate governance is a major concern in both mature
and emerging markets (e.g., Shleifer and Vishny 1997). Due to the lack of experience and/
or lessons, emerging markets usually take a trial by error method when making decisions
regarding corporate governance. China’s unfolding governance reform, especially its
attempt to incorporate both American and German styles, thus provides a unique setting to
test if a particular governance arrangement (e.g., supervisory boards) provides incremental
efficiency/effectiveness. Our examination will provide important policy implications, as
Chinese authorities and other jurisdictions that are undergoing governance reform will
benefit from our empirical evidence. Second, La Porta et al. (2000) prescribe that the legal
approach is a more “fruitful way” (p. 6) to understand corporate governance; China’s
governance reform again provides a quasi-experimental setting to examine this prescrip-
tion. A new version of the Chinese Corporate Law became effective at the beginning of
2006, and our study compares the functioning of supervisory boards before and after this
critical point. The sharp contrast of the role played by supervisory boards thus offers a
vivid illustration of the legal approach.

Third, as executive compensation becomes a central agency issue in China and around
the world, our evidence on the role of governance reform also provides important policy
implications. The role of supervisory boards, after controlling for other governance
mechanisms, sheds new insight on how to fight excessive executive pay. Fourth, our study
examines the research questions in an improved way. We first divide supervisory board’s
meeting frequency into two parts: monitoring-induced versus non-monitoring induced, and
then focus on the former to address the monitoring issues. Furthermore, given that mon-
itoring itself is a costly activity, we consider the possible non-linear effects resulting from
supervisory board’s monitoring. Finally, prior studies have examined the role of super-
visory boards and concluded that supervisory boards are dysfunctional (e.g., Dahya et al.
2003; Xi 2006). People generally perceive supervisory boards in China as a decoration to
the boardroom. The CFA Institute in Hong Kong, on the other hand, recently surveyed the
corporate governance practice in mainland China in August/September 2006, and find that
thanks to recent governance reform, the rating of supervisory board’s effectiveness is 3.85,
with 1 (5) denoting extremely unimportant (important); furthermore, respondents believe
that the functioning of supervisory boards has been improved. Firth et al. (2007) also
confirm that supervisory boards help improve earnings’ informativeness. Given the
co-existence of two monitoring organs, our results thus will provide empirical evidence to
the ongoing debate whether a supervisory board is needed on top of independent directors.

We test hypotheses using data in 2005 and 2006 from the two stock markets in China.
Consistent with conventional wisdom that supervisory boards are dysfunctional in the
Chinese corporate governance systems (e.g., Dahya et al. 2003; Xi 2006), we find that
supervisory boards fail to affect executive pay in 2005. On the other hand, after the newly
amended Corporate Law became effective in 2006, we show that both the size and meeting
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frequency of supervisory boards influence executive compensation significantly after
controlling for other factors including independent directors. That is, the dysfunctional
supervisory board can be an effective monitoring mechanism if it is empowered properly.
We further show that supervisory board size significantly affects pay-performance sensi-
tivity such that a larger supervisory board leads to a lower level of pay-performance
sensitivity. In addition, our results show that supervisory board meeting frequency has a
non-linear effect on executive pay, and suggest that an optimal range of meeting
frequencies may exist. Thus, our finding illustrates vividly the legal approach (e.g., La
Porta et al. 2000) in China’s quasi-experimental setting, and corresponds to Li et al. (2006)
that macro corporate governance environment will affect monitoring effectiveness and
efficiency.

The rest of this article is structured as follows: Sect. 2 discusses the institutional
background, reviews the literature, and develops the hypotheses. Methodologies are
described in Sect. 3, and empirical results are presented in Sect. 4. Section 5 concludes this
study.

2 Institutional background, literature review, and hypothesis development

In this section, we provide institutional background regarding China’s economic transition,
the compensation reform in general and the executive compensation scheme in listed
companies in particular, and China’s unfolding corporate governance reform in which both
supervisory boards and independent directors constitute the monitoring organs. Interested
readers could also refer to China-related literature for more information about China’s
emerging market (e.g., Chen et al. 2000; Yeh et al. 2002; Firth et al. 2007; Ding et al.
2009).

2.1 Economic transition and compensation reform in China

China began its economic reform in 1978, and the goal of Chinese economic transition
from planned to market-based system was formally made clear in CCP’s (Chinese Com-
munist Party) 14th Congress in 1992. The most significant step during the transition was
the establishment of stock exchanges in Shanghai and Shenzhen in 1990 and 1991,
respectively. The development of these two stock markets underwent a bumpy road at their
early stage due to speculation and lack of investor protection, its success is obvious as the
stock markets have been experiencing unprecedented growth since its inception. As of
December 2007, 1527 firms were listed in Shanghai and Shenzhen Stock Exchanges, and
the total market value amounted to RMB 31,044 billion. In 2007, the Chinese stock market
was ranked No. 1 in the world in terms of IPO proceeds (RMB 447 billion).
Accompanying China’s economic transition is the compensation reform, especially the
reform for executives in Chinese state-owned enterprises (SOEs). Prior to the reform,
China implemented a simple, rigid, and universal compensation system in which SOEs
were not allowed to keep any profits. As a result, executives’ compensation in SOEs were
not linked to performance or to their individual contributions; rather, other factors, such as
job title, seniority, size of the firm, industry, and region, mainly determined how much
executives were compensated (Kato and Long 2006). In mid-1980s, a major compensation
reform was implemented so that SOEs were allowed to keep part of their profits to reward
their employees as well as their executives. From 1984 to 1993, SOEs began to link the
growth of compensation to that of the firm performance. In 1985, it was reported that this
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experiment was piloted in 100,000 SOEs, covering more than 30 million SOE employees.
A common compensation practice for executives in SOEs at that stage was the system of
fixed monthly pay plus a bonus (Kato and Long 2006). The role of bonus is limited, partly
due to the deeply-rooted equality of pay between managers and ordinary employees (Firth
et al. 2006), the approval system, and the wage adjustment tax (Kato and Long 2006; Yueh
2004). The role of incentive compensation in SOEs was examined by previous studies
(Groves et al. 1994, 1995; Mengistae and Xu 2004), but inconsistent findings were reported
based on survey data.' However, it is widely accepted that the compensation reform during
this period was influenced by both planned system and market orientation.

In 1994, the compensation reform opened a new chapter. SOEs were permitted to set
their own compensation practices (Yueh 2004), and a yearly compensation system con-
sisting of the base salary and the incentive-pay for SOE executives was implemented
throughout the country (Kato and Long 2006). According to Kato and Long (2006), the
pilot experiment of yearly compensation system was considered successful and became the
dominant compensation practice for SOE executives, especially in large firms.

2.2 Executive compensation in listed companies in China

The majority of publicly listed firms in China were converted from SOEs. When SOEs
became listed, their net assets were converted into state-owned shares, and new shares
were issued to the public at a much higher price. The state-owned shares enjoyed a much
lower conversion price, but cannot be traded. On the contrary, the public investors paid a
much higher price for the same stocks, but those can be circulated in secondary markets.

Due to the overwhelming domination of state-owned shares, the executives of listed
companies at the early stage were often paid according to the civil service pay scale (Firth
et al. 2006). With the development of China’s stock markets, however, the increasingly
popular incentive compensation for executives was encouraged by the Corporate Law, as
well as by the regulations promulgated by the China Securities Regulatory Commission
(CSRC). Since the core theme of Chinese economic transition is the SOE reform with an
objective of establishing modern corporation systems, performance-related pay is
increasingly and widely adopted in Chinese listed firms since the milestone CCP Congress
in 1992 (Firth et al. 2006). Using survey data from 1995 to 1999, for example, Liu and
Otsuka (2004) confirm that the fixed pay plus performance-related bonus is the most
common compensation system, and is used by more than 80% of their respondents.

It is worth noting that cash compensation for executives dominates stock options in
Chinese listed companies. Firth et al. (2006) indicates that several Chinese listed firms
cross-listed in the US and Hong Kong have granted stock options to their executives, but
little information is disclosed. They listed several reasons to explain this phenomenon,
including the high rate of executive turnover and executives’ concerns over the non-
controllable events. Following Firth et al. (2006) and Kato and Long (2006), we only
consider the cash compensation for executives in the current study.

2.3 Corporate governance reform in China: supervisory boards
One of the major characteristics of Chinese capital markets is the domination by con-

trolling shareholders. According to Chen et al. (2006), about 30% of the shares are owned
by central or local government, and another 30% are owned by legal entities which are

! See Firth et al. (2006) for detailed discussion of these findings.
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usually SOEs ultimately controlled by the government. Therefore, although large share-
holders seem to represent an effective corporate governance mechanism and help address
agency problems (Shleifer and Vishny 1986, 1997), it is doubtful whether they play a
positive governance role in China. In fact, the short history of Chinese stock markets
suggests the contrary. Shleifer and Vishny (1997) prescribe legal approach and large
shareholders as the two most common governance approaches; in China, improving legal
protections of investors seems to be the only feasible option facing Chinese authorities.
The governance reform in Chinese stock markets, as reflected through promulgating and
amending a series of laws and CSRC’s regulations, supports this argument.

The 1993 Corporate Law, enacted after the establishment of stock markets, confers the
monitoring function to supervisory boards, whose members are representatives of both
shareholders and employees. The Chinese corporate governance system resembles the two-
tier board structure in Germany, and combines it with the Anglo-American governance
system. Therefore, the role of supervisory boards in Chinese companies is not the same as
that in Germany (Xi 2006). The supervisory board in China does not appoint or evaluate
managers; it serves as one of the two monitoring organs in the Chinese governance
mechanism. The other one is independent director on the board of directors.

According to the 1993 Corporate Law, the supervisory board has two major functions:
(1) to supervise the directors and top management, and (2) to examine the financial affairs
of the company. The monitoring role played by supervisory boards, however, has been
controversial, and survey results suggest that at least in listed companies, supervisory
boards’ role is minimal (Xi 2006). Stated differently, members on supervisory boards are
best described as honored guests, friendly advisors, or censored watchdogs (Xiao et al.
2004). Several factors may have contributed to supervisory boards’ ineffectiveness,
including, among others, the lack of information that is crucial for exercising their mon-
itoring duties, the lack of expertise to fulfill their monitoring role, and the lack of legal
supports to take actions (Xi 2006). It is worth pointing out, however, that investors seem to
value supervisory boards and their reports, which are required to be disclosed in annual
reports. For example, a company’s failure to provide supervisory board report in its 1998
annual report led to negative market reactions (Dahya et al. 2003). Further evidence is
provided by Firth et al. (2007), whose results show that supervisory boards improve the
quality of accounting information, and by Ding et al. (2009) addressing that a larger size of
supervisory board helps lower the board chair pay.

The 1993 Corporate Law was amended three times in 1999, 2004 and 2005, respec-
tively; these amendments led to a remarkable progress in enhancing monitoring functions.
The latest Corporate Law amendment addressed several important constraints that pre-
vented supervisory boards from functioning properly. First, supervisory boards now have
the power to propose dismissal of wrong-doing directors and top managements, and to sue
directors and top managements who commit frauds. Second, supervisors were allowed to
attend board meeting, but the latest amendment gave them the right to raise questions and
make suggestions (Xi 2006). While the board of directors can decide compensation of top
managers, the supervisory boards now have strengthened power to curb executive com-
pensation. Furthermore, supervisory boards now have the right to submit proposals to
shareholder meetings, which have the ultimate right to approve compensation of board
directors. If the supervisory boards consider executive compensation inappropriate, they
can submit proposals stating alternatives. Anticipating a possible disagreement among the
supervisory boards, the executives, and controlling shareholders may encourage the board
of directors to adjust their compensation proposal in advance. Third, supervisory boards’
right to supervise top managements and directors has been expanded. Before 2006, other
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top managers, such as vice president, CFO, and secretary of board of directors, were
beyond supervisory board’s monitoring scope. The expansion of supervisory boards’
monitoring scope will surely improve their monitoring effects on other top managers’
compensation. Finally, supervisory boards gain improved access to information, and
usually have sufficient resources to fulfill duties that are out of their expertise by seeking
independent professional advice, with the company bearing the expense. All these
amendments greatly improve the monitoring power of supervisory boards.

In addition to empowering supervisory boards, the 2006 Corporate Law also affects
other aspects of the governance system. For example, restrictions are imposed on chairs of
the board, and independent directorship is codified. It is worth pointing out, however, that
Chinese listed companies have been implementing independent directorship since 2001 as
mandatorily required by the CSRC, and the new Corporate Law just completes the legal
procedure; therefore, there is no change in the regulation regarding the functioning of
independent directors. Since independent directors and supervisory boards are two moni-
toring organs with a certain level of duplication of functions, we examine the effect of
supervisory boards after controlling for that of independent directors, which is not taken
into consideration in Ding et al. (2009).

Furthermore, it could be interesting to examine supervisory board’s incentive structure,
and investigate how the newly amended Corporate Law influences supervisory board’s
incentives. Then it would be interesting to examine how supervisory board’s incentive
structure affects its monitoring. We believe that an in-depth interview of supervisory
boards (e.g., Dahya et al. 2003; Xiao et al. 2004) helps shed important insights on this
topic. Due to data limitation, however, in this study, we focus on examining supervisory
board’s monitoring function before and after the passage of new Corporate Law using
cross-sectional data.

2.4 Prior studies on executive compensation and research questions

What drives executive compensation is extensively examined. Agency theory predicts that
compensation policy should tie executive compensation to shareholders’ objectives, and
therefore, a positive pay-performance relationship is expected (Kaplan 1994). This is
supported by empirical evidence from both mature and emerging markets (e.g., Jensen and
Murphy 1990; Kaplan 1994; Firth et al. 2006; Bertrand and Mullainathan 2001).

While the pay-performance relationship is well documented, mixed evidence is also
presented. The lack of consistent pay-performance relationship, in conjunction with the
low pay-performance sensitivity (e.g., Jensen and Murphy 1990), suggests that other
factors may help explain the variation of executive compensation. A recent stream of
research focuses on the influence of corporate governance mechanisms on executive
compensation, with particular attention to board of directors and ownership structure. Boyd
(1994) finds that CEO compensation is not linked to firm size measured by net sales or
profitability measured by return on equity, and shows that firms with lower levels of board
control tend to have higher levels of executive compensation. Core et al. (1999) also
confirm that firms with less effective governance structure pay their CEOs significantly
higher. As for the effects of ownership structure, Cyert et al. (2002) show that the equity
ownership held by board directors significantly negatively affects CEO’s compensation. In
another study, Elston and Goldberg (2003) examine the effects of ownership control on
executive compensation using a unique dataset in Germany, and find that greater owner-
ship dispersion increases executive compensation.
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Monitoring function of financial institutions is also considered as one of the critical
determinants of executive compensation. Bank influence seems to lead to a lower level of
compensation, and institutional investors serve as an effective monitor (Shleifer and
Vishny 1986). Hartzell and Starks (2003) show evidence supporting the negative rela-
tionship between institutional investor concentration and executive compensation, but find
a greater level of the pay-performance sensitivity. Ke et al. (1999) examine the pay-
performance relationship in both publicly and privately-held insurance companies, and find
a positive relationship only holds for public ones.

Our study adds to this stream of literature by examining the monitoring effects of
supervisory boards on executive compensation. Based on our discussion, we predict that
supervisory boards may not be able to serve as an effective monitoring organ before the
passage of the new Corporate Law. In contrast, we believe that the newly amended Cor-
porate Law would significantly empower supervisory boards so that they can enhance their
monitoring role, thus curbing executive compensation. Our hypotheses are developed as
follows:

H1 Supervisory boards in year 2005 did not play a role in curbing executive pay.
H2 Supervisory boards did curb executive pay in year 2006.

The Corporate Law in China requires a publicly listed company to have at least one
supervisory board meeting per 6 months, that is, a minimal of two meetings per year. If
needed, companies may have more than two meetings to deal with various issues. In the
meantime, it is widely accepted that board monitoring is costly and having too many
meetings in a year may lower the efficiency and effectiveness of corporate governance
mechanism. Thus, we expect to see a non-linear monitoring effect carried by supervisory
board meeting frequency; in other words, supervisory board meeting is only expected to
affect executive compensation significantly in a certain range. Since two meetings a year is
a minimum and is mandatorily required, dysfunctional supervisory boards may simply
meet twice a year to satisfy the legal requirement. Therefore, we predict that supervisory
boards holding at least three meetings a year are more likely to function well, thus curbing
executive compensation. Determining the upper limit of supervisory board meeting is
difficult, as its meeting frequency may depend on many factors, and no prior literature has
offered insights on this aspect. We try to determine the upper limit in the following two
ways. First, intuitively supervisory boards should hold fewer meetings than the board of
directors due to the latter’s crucial role in corporate operation in China. Our examination of
meeting frequency of board of directors shows that on average board of directors of
Chinese listed companies hold about seven meetings annually in 2005 and 2006. Second,
Sinopec (600028) is an SOE company listed on Shanghai Stock Exchange, and was
awarded the “Company with Best Corporate Governance in China” title twice in 2002 and
2004 by the well-known Euro money. The award is based on the company’s prior year
governance practice, and our examination of Sinopec’s annual reports shows that it held
five supervisory board meetings in 2001 and 2003, respectively. In addition, the survey
conducted by the CFA Institute of Hong Kong in 2006 indicated that the effectiveness of
supervisory boards has been improved since 2003, and the newly amended Corporate Law
may further motivate supervisory boards to meet more frequently due to the empowerment.
Therefore, we expect that a well-functioning supervisory board may meet at least three
times a year, but somewhat below seven times.

We fully acknowledge that our analyses above are rather exploratory; the best practice
for Sinopec may not be the best practice for other companies due to firm-level variations.
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However, given the lack of theoretical support and prior literature, we believe that our
exploration of supervisory board activity is a valid attempt, as it would shed important
insights on how this monitoring organ is functioning to curb executive pay. Furthermore, it
will help highlight the importance of cost-benefit analyses when it comes to costly mon-
itoring activities. Acknowledging its exploratory nature, we do not develop it into a formal
hypothesis; rather, we explore the role of supervisory boards by examining the following
research question: In terms of supervisory board’s activity, is there an optimal range of
supervisory board meeting frequency?

3 Data, variables, and models
3.1 Data

We use data sets developed by GTA and SINOFIN; both have been widely used in prior
studies (e.g., Sun and Tong 2003; Bai et al. 2004; Wei et al. 2005; Haw et al. 2005; Kato
and Long 2006; Zhang and Ding 2006; Jia et al. 2009). Since the objective of our study is
to shed light on the functioning of supervisory boards before and after the new Corporate
Law became effective (at the beginning of year 2006), we focus on year 2005 and 2006 to
capture the “legal approach” (La Porta et al. 2000) of improving corporate governance.
This is the same sample adopted by Ding et al. (2009),” and it consists of 1,345 obser-
vations in 2005 and 1,410 in 2006.

3.2 Variables
3.2.1 Dependent variable: total executive compensation (TEC)

When we choose our dependent variable, we have two options: the total compensation and
the average compensation; both are valid. We use the LnTEC, which is measured by the
natural logarithm of total executive compensation disclosed by listed companies in their
annual reports, as our dependent variable for several reasons. First, total executive pay or
the total pay of top three executives has been disclosed by Chinese listed companies since
1998, and is available on our data sets. Second, our adoption of total executive pay is
consistent with prior studies examining compensation issue in China (e.g., Kato and Long
2006). Third, Crossland and Hambrick (2007) find the weakest CEO effect in Japan,
compared to that in the US and Germany; that is, CEOs matter more in the US and
Germany than in Japan. It could be the similar case in China; the prevalence of collective
culture highlights the role of top management team, rather than that of CEOs. Therefore,
the total executive compensation is appropriate in the Chinese setting. Finally, as men-
tioned previously, the newly amended Corporate Law significantly expands supervisory
board’s supervision scope; for the first time, other top executives, such as vice CEOs and
CFOs, are overseen by supervisory boards. As our study’s focal point is to examine the
impact brought by the latest amendment of Corporate Law, we believe our adoption of
total executive compensation suits our research questions.

2 Ding et al. (2009) also adopt these 2 years of data, but for a different reason. They examine individuals’
compensation, and the information about individual director’s or individual executive’s compensation was
not mandatorily disclosed in the annual report until 2005.
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3.2.2 Characteristics of supervisory boards

As aforementioned, research on the monitoring effects of supervisory boards is rare.
However, there is a rich literature on board monitoring (e.g., Jensen 1993; Vafeas 1999);
we therefore follow previous studies and measure characteristics of supervisory boards
from three aspects, including the meeting frequency of the supervisory board (SBMF), its
size (SBS), and the turnover of its chairman (SBCTurnover). These measures are consistent
with those used in Ding et al. (2009) and Jia et al. (2009). Board meeting frequency is
usually measured as a continuous variable by previous studies (e.g., Eisenberg et al. 1998;
Vafeas 1999; Xie et al. 2003). We follow the literature and define SBMF as the number of
annual supervisory board meetings, and then use a model adopted by Ding et al. (2009) to
estimate the monitoring-induced supervisory board meeting frequency (MISBMF). As
described in Ding et al. (2009), the model is

SBMF yrrent = f (FPpasl7 Riskpast, SBScurrent; control Variables) + ¢ (1)

Consistent with Ding et al. (2009), we use the subscripts “current” and “past” to label
variables in the current year and those in the past year, respectively. The variable FP refers
to firm performance, and the second variable SBS is measured by the number of super-
visory board members. The variable SBCTurnover is a binary one indicating whether there
is a turnover of the chairman of the supervisory board in a year; if yes, the value of
SBCTurnover equals one, and zero otherwise.

3.2.3 Control variables

Following prior literature and considering the China-specific context, we examine our
research questions by controlling for other factors,’ including variables measuring board
independence, ownership structures, board chair/CEO duality, firm performance, risk taken
by firms, firm size, and industry effects.

The size of independent directors (IBSIZE) is used as a proxy of board independence.
Ownership structure, especially the features of controlling shareholders, is a key issue in
China’s capital markets (Firth et al. 2006). We follow Firth et al. (2006) and Ding et al.
(2009) to consider two major categories of shareholders: state-owned and foreign own-
ership. Ding et al. (2009) construct a binary variable (GOV) to indicate whether the largest
shareholders are government or government agencies, and another binary variable (GOV
SOE) measuring whether the largest shareholders are government/government agencies
and state-owned enterprises. GOV SOE is broader in scope than GOV; both have a value of
one if the answer is yes, and zero otherwise. In the meantime, Ding et al. (2009) consider
three variables, FOR, FOR10, and FOR%, to capture the potential effects of foreign
shareholders.* We also follow Firth et al. (2006) and Ding et al. (2009) by taking into
account the interactions between ownership structure of dominant shareholders and other
variables, such as firm performance, meeting frequency, and size of the supervisory board.
To further characterize the influences of ownership structure, we follow Chen et al. (2006),
Ding et al. (2009), and Jia et al. (2009) and include the Herfindahl index (HHI) for the ten

3 These control variables are the same as those used by Ding et al. (2009).

4 FOR is a dummy variable; for firms with a foreign shareholder as the largest one, it equals one and zero
otherwise. FOR10 is also a dummy variable; it equals 1 for firms with at least one foreign shareholder
among the ten largest ones, and zero otherwise. FOR% measures the ownership percentage held by foreign
shareholders listed among the ten largest ones.
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largest shareholders, excluding the largest one, to capture the major features of ownership
concentration.

To measure the separation of duties, we include a dummy variable, DUAL, to indicate
whether the chairman of the board of directors is also the CEO of the company, which
equals 1 if the same person assumes both positions, and zero otherwise. Firm performance
and risk taken by firms may affect executive compensation in two ways. First, due to the
wide adoption of incentive pay in Chinese listed companies, firm performance may influ-
ence the executive compensation. Second, as discussed in Ding et al. (2009), they may both
affect supervisory board meeting frequency. As a result, the performance and risk variables
are used twice in our analyses—first to estimate MISBMF and then as control variables in
testing the effects of supervisory board monitoring on executive compensation. ROA and
ROE are adopted to measure accounting return,” and debt-equity ratio (D/E) is used to
indicate the risk level. Other control variables, consistent with this stream of literature (e.g.,
Ding et al. 2009; Firth et al. 2006; Wang and Xu 2004), include TRADE defined by the ratio
between tradeable and total shares, the logarithm value of total assets (LnAssets) which
measures the firm size, and 13 industry dummies according to the CSRC categorization.

3.3 Models and estimation
3.3.1 The effects of supervisory board size and meeting frequency on executive pay

To provide a valid answer to the research questions proposed above and to highlight the
difference in effects of supervisory boards on executive compensation before and after the
2006 Corporate Law became effective, we adopt models similar to model (2) and the two-
stage least square (2SLS) model of Ding et al. (2009) for cross-sectional tests using year
2005 observations, year 2006 observations, and a combination of them, respectively. The
ordinary least square (OLS) regression is based on:

LnTEC = y, + 7;SBMF + 7,SBS + 7y, Control variables + & (2)
and the second stage of the 2SLS model is
LnTEC = o9 + oy MISBMF + o, SBS + a3 Control variables + ¢3 (3)

3.3.2 The effects of supervisory board size and meeting frequency on pay-performance
sensitivity

We then follow Jensen and Murphy (1990) and Hartzell and Starks (2003) to examine pay-
performance sensitivity, especially the effects of supervisory board size and meeting fre-
quency on it. The model follows:
ATEC = {y + 7,ASW + (,SBMF + (3SBS + {4,ASW*SBMF + {SASW"SBS
-+ C(,ROE —+ C7D/E —+ CgDual + CgGOV —+ Cl()FOR —+ C] IHHI (4)
-+ CIQTRADE + C13LnAssets —+ C14IBSIZE + &

where the dependent variable ATEC is the change in total executive compensation from
2005 to 2006, and ASW refers to the change in shareholder wealth. Other variables are

5 We also use the variable net profit margin (NPM) as another proxy of firm performance. NPM indicates
the net income generated by each dollar of sales, and it measures the effectiveness of cost control. No
qualitative change is found.
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defined before. The interaction terms between supervisory board characteristics (i.e., size
and meeting frequency) and change in shareholder wealth are included to explore the
potential effects of supervisory boards on pay-performance sensitivity.

3.3.3 The effect of change in supervisory boards on the change of executive pay

We also follow Ding et al. (2009) to test if the changes in the characteristics of supervisory
boards before and after the newly amended Chinese Corporate Law became effective have
an impact on the change in total executive compensation, and if yes, how. The OLS
regression used for this test is similar to that adopted by Ding et al. (2009), and is
developed as follows:

ATEC = f, + 5 ASBMF + f3, ASBS + f; Control variables + &5 (5)

The dependent variable is the change in executive compensation, ATEC, and the
independent variables in the analysis are ASBMF and ASBS, where

ASBMF = SBMF2006 — SBMF2005,

and
ASBS = SBS2006 — SBS2005.

Control variables are the difference between firm size in 2005 and 2006 (AAssets), that
between the D/E ratio (AD/E), that between firm performance (AFP), that between the size
of independent directors (AIBSIZE), and twelve industry dummies.

Ding et al. (2009) also use sub-samples to further investigate the board chair pay-
supervisory board sensitivity in firms whose largest shareholders are state-owned and in
those whose ten largest shareholders include foreign investors. This study not only follows
them to use these subsamples to test the total executive pay-supervisory board sensitivity,
but also does so using a sub-sample of firms with low meeting frequency of supervisory
boards since these firms tend to meet more after the new Corporate Law became effective
on January 1, 2006.

To sum up, models (2) and (3) are developed to examine the effect of supervisory
boards on total executive compensation by considering the endogeneity issue. Model (4)
investigates the traditional pay-performance sensitivity, especially the effects of supervi-
sory boards’ characteristics on this sensitivity. Model (5) sheds light on the effect that
changes in supervisory boards have on the change in total executive pay.

4 Empirical results and analyses
4.1 Descriptive statistics

Table 1 presents the descriptive statistics for the full sample, the subsample in 2005, and
that in 2006, respectively; z-statistics for comparing variable means between 2 years are
also presented in the last column of Table 1. The average total executive compensation
increased from RMB1, 635,008 in 2005 to RMB1, 894,876 in 2006; the increase is highly
significant at the 1% level. The significant increase of total executive pay corresponds to
our previous discussion that (excessive) executive compensation has become one of the
central agency issues in China’s listed companies.

From 2005 to 2006, the average supervisory board meeting frequency increased from
3.12 to 4.02, and the change is also highly significant at the 1% level. Given that meeting
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frequency is a valid proxy of board’s diligence (e.g., Vafeas 1999), our descriptive sta-
tistics provide preliminary evidence that the supervisory board does respond to the passage
of the new Corporate Law by holding more meetings.

It is worth noting that the average size of supervisory boards decreased from 4.19 in
2005 to 4.11 in 2006, but the change is not significant at the conventional level. Prior
literature shows that larger boards of directors are inefficient (Karamanou and Vafeas
2005) and the size of board of directors is inversely associated with Tobin’s Q (Yermack
1996). If the supervisory board suffers from the same size problem, the decrease of
supervisory board size, although non-significant, could be interpreted as a positive sign that
supervisory boards react in 2006. Our formal tests follow. To spare space, we do not repeat
the descriptive statistics of other variables here since they are presented in Table 1.

4.2 Monitoring effects of supervisory boards on total executive compensation

Table 2 presents the results of model (2), and they provide us with the general picture of
how supervisory board’s characteristics impact the total executive compensations. When
the combined sample is used, no monitoring effect of supervisory board meeting is found.
In contrast, the size of supervisory boards is found to be significantly, positively associated
with the total compensation. Given our previous discussion that larger boards of directors
are not effective (e.g., Karamanou and Vafeas 2005; Yermack 1996; Eisenberg et al. 1998;
Cheng et al. 2008), it appears that larger supervisory boards have similar efficiency
problems. This is contrary to the findings of Ding et al. (2009), who show that a larger
supervisory board helps lower the board chair pay, possibly because the board chair is the
focal point of supervisory boards’ monitoring.

A further examination reveals that the size effect of supervisory boards is highly
significant when the 2006 sample is used, but is not significant at the conventional level
when the 2005 sample is employed. Although the positive sign of supervisory board size
suggests a low monitoring efficiency, the sharp contrast between 2005 and 2006 does
indicate that the 2006 Corporate Law makes a difference; in other words, the “legal
approach” seems to work. The meeting frequency of supervisory boards is not significant,
regardless of the sub-samples. As discussed previously, however, the result may be due to
the fact that monitoring-induced meeting frequency and the non-linear effects have not
been taken into account. Consistent with prior studies (e.g., Firth et al. 2006), we fail to
find a performance-compensation link for the combined sample.

4.3 Subtle monitoring effects

In the following analyses, we further address two sets of subtle monitoring effects by
taking into account (1) the joint effects between meeting frequency and size of supervisory
boards, and (2) the non-linear effects of SBMF.

4.3.1 Joint monitoring effects between SBMF and SBS

Table 3 presents the results based on the 2SLS model using three samples, one with
observations in 2005, one with observations in 2006, and a combination of them. At the
first stage of the 2SLS model, we find that in all three samples, the size of supervisory
boards (SBS) increases its meeting frequency (SBMF) significantly; it is consistent with
prior literature (Ding et al. 2009; Jensen 1993) that a larger board needs more meetings to
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Table 2 Monitoring effects of supervisory boards on executive compensation: model (2)

Dep. var. LnTEC

Comb 2005 2006
SBMF —0.004 (0.010) —0.001 (0.016) —0.010 (0.014)
SBS 0.034*** (0.013) 0.019 (0.020) 0.048*** (0.018)
ROE —0.010 (0.029) —0.059 (0.058) —0.025 (0.040)
D/E —0.041*** (0.015) —0.041 (0.027) —0.035* (0.020)
DUAL 0.036 (0.044) 0.067 (0.064) 0.001 (0.060)
GOV —0.159 (0.114) —0.234 (0.154) 0.021 (0.181)
FOR 0.645 (0.461) 0.768 (0.609) 0.189 (0.726)
ROE x GOV 0.020 (0.014) 0.254*** (0.096) 0.056 (0.041)
ROE x FOR 2.036%** (0.661) (dropped) 2.045%%%* (0.676)
SBMF x GOV 0.048** (0.019) 0.032 (0.027) 0.052* (0.030)
SBMF x FOR —0.055 (0.063) —0.160* (0.088) 0.068 (0.096)
SBS x GOV —0.015 (0.021) 0.008 (0.029) —0.052 (0.033)
SBS x FOR —0.061 (0.093) —0.002 (0.130) —0.073 (0.134)
HHI 0.0002*** (0.000) 0.0002*** (0.000) 0.0003*** (0.000)
TRADE 0.529%%%* (0.112) 0.316* (0.176) 0.583*** (0.155)
LnAssets 0.357*%* (0.014) 0.356*** (0.021) 0.353*** (0.019)
IBSIZE 0.137%** (0.020) 0.143*** (0.030) 0.133*** (0.028)
ROE x SBS 0.005 (0.007) 0.000 (0.014) 0.015 (0.013)
ROE x SBMF 0.01** (—0.005) 0.026* (—0.015) 0.019 (—0.012)

Industry dummies

Included and mixed

Constant 5.495%%%* (0.296) 5.673%%% (0.448) 5.513%%%* (0.400)
N 2599 1296 1303

Adj. R? 0.2881 0.2597 0.3061

F-value 34.91%#* 16.14%%%* 19.53%**

The dependent variable LnTEC is the natural log of the total compensation of all executives. SBMF
indicates the number of meetings of supervisory boards in a year, and SBS measures the size of supervisory
board. ROE is net income divided by total equity, and D/E indicates the debt-equity ratio. DUAL is a
dummy variable with a value of one if the board chair also serves as the CEO, and zero otherwise. GOV has
a value of one if the largest shareholder is government and/or government representative and zero otherwise,
and FOR indicates whether the largest shareholder is a foreign shareholder. The Herfindahl index (HHI)
measures the ownership concentration, and TRADE measures the percentage of shares that are tradable.
LnAssets is computed using the natural logarithm of total assets. IBSIZE is the number of independent
directors who are on the board of directors. ROE x GOV and ROE x FOR measure the interactions
between firm performance and ownership structure. SBMF x GOV and SBMF x FOR measure the
interactions between supervisory board meeting frequency and ownership structure. SBS x GOV and
SBS x FOR measure the interactions between the size of supervisory boards and ownership structure.
Industry dummies include 12 dummy variables indicating the industries categorized by China Securities
Regulatory Commission (CSRC). Results presented in this table are obtained from OLS regressions based
on model (2)

#k p < 0.01, ** p <0.05, * p <0.10. N is the number of observations

achieve consensus or solve conflicts. As shown by Ding et al. (2009) using the full sample,
in addition, SBMF is positively associated with SBCTurnover in both the full sample and
the two sub-samples.
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After estimating MISBMF using model (1) in all three samples, the full sample and the
two sub-samples, we incorporate it into model (3) and present the results in Table 3. Our
results confirm what we present in Table 2; we find a significantly (at the 1% level)
positive effect of the size of supervisory boards on the total executive compensation in
2006, but not in 2005. Since the joint effect has already been incorporated, our results in
Table 3 further highlight the significance of the new Corporate Law.

Similarly, we find that supervisory board meeting frequency does not monitor the total
executive pay. As discussed before, the non-significant role of meeting frequency could be
due to the existence of a relevant range in which supervisory board meeting exerts mon-
itoring functions.

4.3.2 Non-linear effects of supervisory board meeting frequency

As stated above, we further address non-linear monitoring effects of SBMF on total
executive compensation in different ranges of supervisory board meetings. Model (3) is
used, and results are presented in Table 4. The supervisory board has no effect on total
executive compensation when it holds either too few or too many meetings, regardless of
the sample year. When supervisory board meeting frequency is sufficiently low (i.e., below
or equal to 2), firms may only meet due to the mandatory requirement. Thus, it is highly
likely that supervisory boards in these firms are dysfunctional; therefore, no monitoring
effects. On the other hand, when supervisory boards meet too often (more than six
meetings a year), the monitoring costs may offset the positive aspects.

Our focal point is the range in which a supervisory board meets more than mandatorily
required, but not too many (i.e., 3 < SBMF < 6). As discussed in the previous section, we
believe only within this range does a supervisory board function properly. We observe
from Table 4 that both SBMF and SBS highly significantly affect total executive pay
within this range. Compared to the results in Tables 2 and 3, it is the first time that we
observe a significant main effect of supervisory board meeting frequency. Furthermore,
examinations based on sub-samples show that both supervisory board meeting and size
significantly influence the total executive pay ONLY in year 2006, rather than in year
2005. Once more, after considering the joint effect and the non-linear effect, we conclude
that the 2006 Corporate Law vividly illustrates the “legal approach” of enhancing cor-
porate governance. More specifically, consistent with above analyses, the size of super-
visory boards is highly significantly and positively associated with the total executive pay
in year 2006 which saw the new Corporate Law become effective. Consistent with prior
literature on board (of director) size (e.g., Karamanou and Vafeas 2005; Yermack 1996;
Cheng et al. 2008), we interpret this finding as large supervisory boards being inefficient.

In sharp contrast to the positive association between supervisory board size and total
executive pay, we find that the supervisory board meeting frequency in year 2006 is highly
significantly negatively associated with total executive pay, suggesting that supervisory
boards hold more meetings to curb executive compensation. The extent to which board
meets should reflect its diligence level, and is expected to influence management activities
(e.g., Karamanou and Vafeas 2005). Our examination on supervisory boards suggests that
this effect depends on the legal environment. In year 2005, whether a supervisory board
meets frequently does not affect total compensation; in year 2006, which saw the newly
effective Corporate Law, supervisory board meeting frequency effectively reduced total
executive pay. Put differently, after the new Corporate Law became effective in 2006, we
observe a functioning supervisory board; thus, a strong and effective monitoring effect of
supervisory boards is revealed.
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In summary, we demonstrate that the newly amended Corporate Law, which signifi-
cantly strengthens the role of supervisory boards, does make a difference in enhancing
governance efficiency, because the dysfunctional supervisory board (in year 2005) began
to function in year 2006 (after we take into consideration both the SBMF-SBS joint effects
and the non-linear effects of SBMF). With a proper supervisory board meeting frequency,
we find supervisory boards meet to curb (excessive) executive compensation in year 2006,
rather than in year 2005 (Table 4); correspondingly, we observe a significant increase of
supervisory board meeting from year 2005 to year 2006 (Table 1). On the other hand, we
find that a large supervisory board tends to increase total executive pay in year 2006, but
not in year 2005 (Table 4), a finding that is consistent with board literature which shows
that a large supervisory board is more likely to have a lower monitoring efficiency; as a
result, we observe a decrease in supervisory board size from year 2005 to year 2006
(Table 1).

4.4 Pay-performance sensitivity: the effects of supervisory boards

The pay-performance sensitivity analysis based on model (4) is presented in Table 5.
Given the lack of equity-based pay scheme in Chinese listed companies during our
sample period, the change in shareholder wealth fails to significantly affect the change in
compensation. A positive coefficient is reported for the change in shareholder wealth, but
it is not statistically significant. The lack of per-performance sensitivity in our tests is
consistent with Firth et al. (2006) who also find a positive yet non-significant coefficient
for the change in shareholder wealth. The explanatory power of our sensitivity model is
also low, but is quite consistent with prior studies that examine pay-performance sen-
sitivity in the US (Jensen and Murphy 1990) and China (Firth et al. 2006; Kato and Long
2006). Our focal point is the effect of supervisory boards on pay-performance sensitivity.
As shown in Table 5, the size of supervisory boards negatively affects the pay-
performance sensitivity such that a larger supervisory board leads to a lower sensitivity.
This size effect is consistent with our previous discussion that a larger supervisory board
results in a higher level of total executive pay. Therefore, our findings that a larger
supervisory board inflates total compensation while decreasing pay-performance sensi-
tivity consistently suggest that a larger supervisory board may lead to monitoring inef-
ficiency, which is consistent with many prior studies documenting an inefficiency
resulting from a large size of the board of directors (e.g., Jensen 1993; Karamanou and
Vafeas 2005; Yermack 1996; Eisenberg et al. 1998; Del Guercio et al. 2003; Cheng et al.
2008).

4.5 Total executive compensation: supervisory board sensitivity

To further document the marginal impacts of supervisory board’s characteristics on total
executive compensation, we analyze the effect of changes in supervisory board meetings,
as well as those in supervisory board sizes, on the change in executive compensation.
Empirical results are presented in Table 6. According to the analyses based on the full
sample, we fail to find a significant change in total executive compensation resulting from
the changes in supervisory board’s characteristics, but our further analyses based on sub-
samples present interesting patterns.

Since firms with minimal or less than minimum supervisory board meetings are likely to
have more in 2006, possibly to conform to the new Corporate Law, we re-do the total
executive compensation-supervisory board analysis using a sub-sample with the firms
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Table 5 Pay-performance sensitivity analysis: the effects of supervisory boards

Dep. var. ATEC

ASW 0.0133 (0.0239)
SBMF —19.4247 (16.8470)
SBS 39.5456** (19.1528)
ASW x SBMF 0.0048 (0.0046)
ASW x SBS —0.0035** (0.0015)
ROE 7.3718 (8.5782)

DE —28.1011 (23.2852)
DUAL —52.9929 (74.8261)
GOV 26.0494 (59.8735)
FOR —46.3047 (180.6955)
HHI 0.2101** (0.1061)
TRADE 176.4440 (192.7497)
LnAssets 32.7431 (25.5384)
IBSIZE —0.8853 (36.5491)
Constant —718.5092 (521.1426)
N 1297

Adj. R? 0.0117

F-value 2.09

The dependent variable ATEC is the change in the total compensation of all executives (in thousands). ASW
is the change in shareholder wealth (in millions). SBMF indicates the number of meetings of supervisory
boards in a year, and SBS measures the size of supervisory board. ROE is net income divided by total equity,
and D/E indicates the debt-equity ratio. DUAL is a dummy variable with a value of one if the board chair
also serves as the CEO, and zero otherwise. GOV has a value of one if the largest shareholder is government
and/or government representative and zero otherwise, and FOR indicates whether the largest shareholder is a
foreign shareholder. The Herfindahl index (HHI) measures the ownership concentration, and TRADE
measures the percentage of shares that are tradable. LnAssets is computed using the nature logarithm of total
assets. IBSIZE is the number of independent directors who are on the board of directors. Results presented in
this table are obtained from OLS regressions based on model (4)

** p < 0.05. N is the number of observations

whose board meeting frequencies in 2005 were less than three times (i.e., SBMF2005 < 3).
As shown in Table 6, the change in supervisory board meeting frequency (ASBMF) was
negatively related to the change in the total compensation of all executives (ATEC) at the
5% significance level. It indicates that, for firms whose supervisory boards met less than
three times in 2005, the marginal effect of their supervisory board meeting on the change in
total executive compensation would be RMB 47,301.62 in 2006.

We follow Ding et al. (2009) and investigate the total executive pay-supervisory board
relationship in a sub-sample of firms whose largest shareholder is government/government
agencies. According to the empirical results presented in Table 6, we find that one more
supervisory board member results in an increase of RMB 278,012.20 in the total executive
compensation. We also redo the total executive compensation-supervisory board sensi-
tivity using firms having foreigners among the ten largest shareholders only. As presented
in Table 6, one more supervisory board member results in an increase of RMB 652,206.90
in the total executive compensation. These results are consistent with those presented by
Ding et al. (2009) which examine individual executives’ compensation.
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4.6 Robustness tests

Robustness tests are done using alternative proxies for financial performance, risk taken by
firms, and ownership structure variables. We have found no qualitative change in the
results. Variance inflation factors (VIF) are estimated; our empirical results are not biased
due to potential multicollienarity. In short, we conclude that the empirical results presented
in this study are robust.

5 Conclusions and future research

As one of the typical emerging economies in the world, China’s corporate governance
reform provides a unique setting to offer insights to the global effort to enhance gover-
nance effectiveness and efficiency. It combines the two well-accepted corporate gover-
nance mechanisms in the world, the Anglo-American and the German systems. While the
CSRC intends to strengthen the monitoring effectiveness of the Chinese corporate
governance system with the co-existence of independent directors from the American
system and supervisory boards from the German system, evidence of the functionality of
the supervisory boards is mixed in this stream of literature. In order to protect the minority
shareholders’ benefits, the CSRC makes significant efforts, one of which is through the
newly amended Corporate Law which became effective at the beginning of 2006.

This study attempts to address the monitoring role played by the supervisory board by
comparing its effects on total executive compensation before and after this new version of
the Chinese Corporate Law became effective. Findings indicate that the amendment sig-
nificantly strengthens the monitoring effects of supervisory board, since in 2006, more
supervisory board meetings help curb total executive compensation when they fall in a
proper range; this is not found in 2005. We also find that a larger supervisory board size
tends to increase the total executive compensation, but it lowers the pay-performance
sensitivity. In addition, the marginal effects of supervisory board’s characteristics on the
change in total executive compensation depend on the range of supervisory board meeting
frequency and certain ownership features. In summary, documenting the joint and non-
linear effects of supervisory boards, we provide vivid evidence that the “legal approach”
works well in China’s unfolding governance reform. This conclusion further confirms the
results presented in Ding et al. (2009).

Multiple contributions are made to the academic literature and the practice; findings in
the current study not only add to the literature on corporate governance under agency
theory, but also provide crucial policy implications for both the Chinese authorities and
other emerging markets in the world. Future research can be done by investigating the
effectiveness of the Chinese two-tier board mechanism, consisting of both boards of
directors and supervisory boards.
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