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Does the Strategic Role or the Control Role of the Board of
Directors Exist in Chinese Listed Companies?

Abstract: Faced the complex competing environment, the stewardship theory and
resource theory support that the board of directors plays an important role in business
strategy as well as the control role to CEO and incent him to work for the benefits of
shareholders from Agency theory and Managerial theory. The paper analyzes
Structural Equation Model (SEM) of the direct relationships between the board and
performance, and the indirect relationship among the board and performance through
compensation incentives. The sample is from Chinese listed companies from 2005 to
2007. The empirical studies show that the board of State-Owned Enterprises (SOE)
have only perform the control role and mainly focus on incenting CEO and directors
of board, while the boards of Private Owned Enterprises (POE) have both the strategic
role and the control role in practice. Further, the results show corporate governance of
SOEs are becoming better and better when adding the control variables of year,
industries and areas, while the POE is reverse. So, Chinese companies should
emphasize the strategic role of board as the same important as its control role in order
to enhance their corporate governance in the future.

Keywords: The board of director’s control, Compensation incentives, Stewardship
theory, Strategic role, Control role

1. INTRODUCTION

In addressing the principal-agent problem, the shareholder interest’s school® believed
that the board of directors, on behalf of the shareholders, should play a role as
supervising the managers and achieving the interests of shareholders to maximize
(Fama & Jensen, 1983). However, with the frequent occurrence of corporate
governance scandals during 2000~2002 in U.S.2, people began to question the boards’
monitoring role. Donaldson and Davis (1994) even suspected the necessary of the
existence of the board, because the board of directors are mainly independent
directors, which against the principle that the most complete information the most
effective decision-making, and this kind of board turned to be an inefficient
organization. The SEC introduced an incentive measure which allows companies give
the directors stake or stock options. However, the result was Controversial. According
to the research, the board tends to CEO rather than directors, if the independence of
the board was not well guaranteed. (Jensen, 1993; Brick, 2006) it can be suspected

The Chinese researchers hold the Stakeholder theory according to the fact that the listed companies are mainly
state owned in China

2 Enron . Global Crossing . WorldCom . Xerox . CMS Energy and so on



that the board had some collusion when they select the CEO and the independent
director. That requires the reform of the board control and corporation governance.

(Jensen, 1993; Murphy, 1999; Core et al, 2003; Brick, 2006) So SEC made a new
rule which enforce the board’s independence in2002 and 2003. In 2003, China had
introduced the independent directors’ regulation. And in 2006, China started to adopt
the directors and management equity incentive plan. These measures reflects that the
corporate governance of china is followed the international standers. But according to
some research the corporate governance of china has some problems about “virtual
agent client”, managers of existing post and "Tunnel" effect. (Li, ect, 2004; Liuand
Lu, 2004; Tang and Xie, 2006; Ye, ect, 2007) Chinese scholars do a lot empirical
Study in this area. (Li, 2005; Chen, ect, 2005) However, there is less research based
on board control. Facing to the difficulty of the current corporate governance, we
badly need some research to prove the role of the Board.

When the Management rights and ownership separated, the prevailing view is that the
important function of the board is supervision on the behalf of shareholders. It can
build a best contust between managers and owners by taken pay incentive and
restraint mechanisms. It also can mitigate the conflict between shareholders and
managers. However, Hermanlin and Weisbach (1998) pointed out that the processing
of determining the pay is actually a negotiation between CEO and directors. Jr.(2004)
considered that a powerful CEO would influence the board’s pay incentive .He also
can make the directors have less incentive to monitor the managers. Then let his pay
has little thing to do with the corporation’s stock performance. Bebchuk (2002)
argued that this is because the CEO’s power overrides the board’s, and the optimal
pay contractual relationship had been twisted. On the other hand, with the Increasing
incentive of market competition, CEO should focus on the implementation of the
strategy, and the board (for example, the strategic consulting sub-committee) is also
need to direct the corporation’s development. But the board’s key role is balance the
power between directors and CEO, and the final result shows the board’s function and
builds the relationship between directors and CEO. Then what factors decide the
control power of the board? How the boards take the strategy and supervision? With
these questions, this article will give some replies. First, find a theory which support
the board’s dual role—supervision and strategy. Second, build a conceptual model
about board’s strategy and supervision. Then take the Listed Companies in China
from 2005 to 2007 as examples. The structure of this article is as follows: the second
part discuss the change of board’s role and on this basic, build a conceptual model; the
third part explain the source of sample data and variable choice; the fourth part will
use the Chinese list companies to test the model and analysis the results; the fifth part
gives the conclusion and advice.

2. THEORY FUDATIONS AND CONCEPTUAL MODEL

2.1 The theory of corporate governance and the role of board of directors



With the development and integration of theory of corporate governance such as
classic agency theory, managerial hegemony theory, stewardship theory and resource
dependence theory, the modern view is that the board of directors has to shoulder the
dual supervision and strategic guidance role, namely: (1) the board’s fiduciary duty of
monitoring the manager to achieve the maximal interests of shareholders through the
hiring and supervising the CEO to implement corporate strategies to maximize the
realization of the interests of shareholders, and firing CEO when running a poor
management; (2) responsibility to guide the development of major corporate strategic:
firm’s mission, values and vision; make policy and strategic decisions that support
mission, values and vision (Hendry and Kiel, 2004). And supporters may prefer
different theories because of preference differences.

1) The theoretical foundation on the monitoring role of the board of directors

Managerial hegemony theory (Mace, 1971; Vance, 1983; Lorsch and Maclver, 1989)
argues that boards are a legal fiction dominated by management. Recognizing that
these results were largely driven by the power imbalance between management and
boards, the latter were termed ‘“‘creatures of the CEO” (Mace, 1971) who served
merely a rubber-stamping function (Herman, 1981). This managerialist perspective
relies on five mechanisms for management control. (1) The separation of ownership
and control in corporation leads to a diffuse ownership situation in which the power of
large shareholders is diluted. This relative weakness in shareholders control affords
management a greater level of control affords management a greater level of control,
based on agency theory, is likely to be self-serving and to place boards in a passive
role. (2) The information asymmetry between non-executive directors and top
management put the board at a disadvantage. (3) Mangers can reduce their
dependence on shareholders by using retained earnings to finance investment
decisions. (4) In many cases board members are handpicked by management and
hence, management controls the board by virtue of the appointment process. (5)
Namely, since inside directors report to the chief executive officer and are largely
dependent on this person for compensation and career advancement, the extent to
which such directors occupy board seats is likely to confer a power imbalance to the
chief executive (Stiles, 2001). Because of these five factors, resulting in a strong
internal CEO and executive director of the company's strategy team leader, and the
board of directors only plays a consult or support role as a rubber stamp. Critics of
managerial hegemony theory argue that its empirical support is limited (Stiles and
Taylor, 2001) and that its theoretical basis is dependent on the definition of the term
“control”. The board has ultimate control over management through their capacity to
hire or fire the CEO. Furthermore, the increasing concentration of firm ownership by
large investors and the growth of interlocking directorships considerably reduce
managerial power; especially in the last century since the 90's with the access of
international institutional investors holding shares, it strengthen monitoring of the
board of directors of the company's strategy ,further curbing the growth of
management control.



Agency theory argues that the major role of the board is to reduce the potential
divergence of interest between shareholders and management, minimizing agency
costs and protecting shareholders’ investments. Agency theory has very clear
implications for the monitoring and control role of the board (Fama, 1980; Fama and
Jensen, 1983) and its specific role are mainly setting corporate strategy, the selection
of CEO and management team and monitoring its behavior on behalf of all
shareholders. Therefore, agency theory explicitly pointed out the role in supervision
and control of the boards on the CEO. Scholars have generally agreed that although
the agency theory supporters give the hints of strategic role of the board, there is no
direct strategic guidance to define the role of the board of directors, because boards
just use indirect control to CEO and executives to determine the company's strategic
direction (Eisenhardt , 1989; Hill, 1995); and, early on the strategic role of the board
of directors of the basic confined to the CEO gives recommendations on the
evaluation of strategic options rather than the creation of the strategy (Hendry,
2005).

2) Strategic guidance to support the role of the Board of Trustees of the theory

In the nineties at the end of the last century, the emergence of stewardship theory and
resource dependence theory break the power pattern of the boards; the supporters
believe that the relationship between board of directors and CEO will no longer be the
supervision and being supervised, but the co-operation relationship. Stewardship
theory argues against the opportunistic self-interest assumption of agency theory,
claiming that managers are motivated by “a need to achieve, to gain intrinsic
satisfaction through successfully performing inherently challenging work, to exercise
responsibility and authority, and thereby gain recognition from peers and bosses”
(Davis, 1990/1997). This perspective recognizes a range of non-financial motives for
managerial behavior and arguing that the strategic role of the board contributes to its
overall stewardship of the company. It also argues that insider-dominated boards
contribute a depth of knowledge, expertise and commitment to the firm which
facilitates an active strategy role (Stiles, 2001; Donaldson, 1998). Therefore, this
theory stresses the realization of people's self-worth; managers value that being
involved in the company's strategic decision-making and hope get the boards’ respect,
rather than an oversight by the board of directors in order to cost control (Davis,
1997). There are also aspects of culture that may influence the choice between agency
and stewardship. It should be apparent from the theory that collectivist cultures are
more likely to initiate a principal-steward relationship while individualistic cultures
would appear to facilitate agency relationship; in a low-power cultural environment
there are more likely to choose as a stewardship, etc. (Davis, 1990/997).

At the same time resource dependence theory stems from research in economics and
sociology and focuses on the role of interlocking directorates in linking firms to both
competitors and other stakeholders (Zahra and Pearce, 1989). Ac-cording to this



theory, boards are a “cooperative” mechanism for a firm to form links with its
external environment, to access important resources and to buffer the firm against
adverse environmental change (Hillman, p140). However, as with agency theory, the
implications of resource dependence theory for the strategy role of boards are mixed.
While Stiles (2001) argues that the board’s boundary spanning activity contributes to
the strategy role by bringing in new strategic information, Carpenter (2001) suggest
that boards serve as “a strategic consultant to top managers rather than (or in addition
to) exercising independent control”.

3) The newly integrated point of view

Initial research mainly based on the simple theoretical basis. Such as the managerial
hegemony theory hold a pessimistic attitude to the control of board; and agency
theory support the monitoring role of the board of directors; stewardship theory and
resource dependence theory holds a basic positive attitude towards strategic guidance
of the board. Boyd (1994) suggests describing the relationship between the CEO and
the board of directors from multi-angle, such as the vigilance of the board of directors
to consider the role, the role of participation in strategic, monitoring and even the role
of influencing CEO and management team. For example, the effective
conceptualization of the relationship between the boards and CEO can greatly
improve corporate governance.

Recent studies have found that the boards are more and more involved in corporate
strategy, and some non-executive directors take company's strategic direction as its
main objective of serving, to participate in market strategies development activities
such as the assessment of company vision, market environment, in order to serve as
effective guidance to the manager of the company (Hill, 1995; Hendry, 2004).
However, scholars have recently begun to integrate theories in an attempt to explain
board roles (Hillman and Dalziel, 2003; Sundaramurthy and Lewis, 2003), arguing
that this multiple lens approach “allows for a more fully specified model” and a richer
understanding of the relationship between variables such as board capital and the
monitoring and access to resources roles. Davis (1997) also pointed out that the
stewardship theory can be associated with the agency theory, and may not be the
antithesis from a practical context and the psychology point of view; and that, if both
directors and managers choose steward relationship then they maximize the potential
performance of the company; and if it is pure agency relationship, then they pursuit
the cost minimization. Davis then give a principal-manager choice model, suggesting
that the relationship between directors and CEO are common incentive and not the
monitoring and evaluation, supported by the stewardship theory, board of directors
are committed to the strategic role at this time, even the CEO is also involved; also it
may be a conspiracy agency relationship, stressing the supervisory role of the boards,
but it may be ineffective for oversight; if they choose the wrong role, while there is
departure from the balanced situation such as the increase of supervision and
punishment, it may happen the alternatives between strategic guidance and



supervision. In fact, Eisenhardt (1989) also pointed out that when "the identification
of strategic decision-making™ happen, it was considered the monitoring role of the
board of directors based on the agency theory; and McNulty and Pettigrew (1999),
Hendry and Kiel (2004) suggest that "shape the strategic decision-making" is in the
form of a consultation for the boards control, we believe that this is a closer
relationship between CEO and Board members supported by stewardship theory.

Further, Stile & Taylor (2001) pointed out that although these theories are taken into
account the strategic role of the boards, and also support the control mechanisms of
boards, they not fully and clearly reveal the strategic role of the board of directors.
Hendry (2004) gives a new approach integrates organizational control and agency
theories, viewing control as a broad mechanism to shape the company mission and
vision, regulation company's innovative capacity and entrepreneurship, and to
facilitate innovation and organizational renewal (Stiles and Taylor, 2001), they make
a distinction functions between the boards’ strategic control and financial control; in
addition to the boards implement the financial control, such as monitoring the
company's financial situation, bound the power of manager and replace CEO when
performance does not good and other traditional functions, the board of directors at
the same time should have the influence of strategic control, such as analysis of the
development trend of the market environment, the establishment of a strategic scope,
determine the strategic objectives and vision of the company, etc. (see Figure 1).

2.2 The strategic role of the board and its research review of the effectiveness of the
implementation

Mace (1971) interviewed 50 directors of medium and large US corporations and
found that boards only impacted on strategic decision-making in times of crisis and
that they were otherwise controlled by chief executive officers. Other scholars
followed Mace’s approach with similar results, concluding that boards provided little
strategic direction and that this role rested primarily with the chief executive officer.
Recognizing that these results were largely driven by the power imbalance between
management and boards, the latter were termed “creatures of the CEO” who served
merely a rubber-stamping function (Lorsch and Maclve ,1989). Mintzberg (1983)
proposed seven key roles: selecting the CEO, exercising direct control during periods
of crisis, reviewing managerial decisions and performance, co-opting external
influences, establishing contacts and raising funds for the organization, enhancing the
organization’s reputation and giving advice to the organization. Zahra and Pearce
(1989) took a more limited perspective and suggested three roles only: service,
strategy and control, the “service” role as enhancing company reputation, establishing
contacts with the external environment and advising management.

Combined with the actual effectiveness operation of the boards and the support of
different organizations theoretical, Ferlie et al (1994) pointed out that three roles in
strategic decision-making of the boards: 1) rubber stamp; 2) to explore or question



strategic options; 3) to actively participate in strategy decision-making activities,
which even including the identification of the company long-term development
prospects. Baysinger, Hoskisson (1990) and Beekun et al. (1998)defined strategic or
behavior control as involving a subjective assessment of strategic decisions
pre-implementation as well as an objective assessment of financial performance
post-implementation. Conversely, they defined financial or outcome control as
involving primarily, if not solely, financial performance post-implementation. With
the external competitive environment intensifies, the strategic role of the board of
directors was further emphasized, McNulty and Pettigrew (1999) clearly divide the
strategic role of the board of directors into three levels: taking strategic decision,
shaping strategic decision and shaping the context, conduct and content of strategy.
Pye (2001) argues that the discussions and debates of strategy will be as important as
the content itself on the directors’ strategic level. Through interviews with 51
directors and four case studies, Stiles and Taylor (2001) indicate that although the role
of the boards is not currently in the planning of the concept of strategy (such as setting
the vision and the value of the company), it was actively involved in setting strategy
environmental background and maintain the strategic framework (such as feedback
and the proposal of amendments, etc.) and so on. Therefore, their research shows that
the British Board of Directors are to play an active role on the current strategy,
thereby greatly challenged the managerial hegemony theory.

Westphal and Fredrickson (2001) suggest that the traditional "passive"” point of view
will be the board's role in the strategy as the dismissal CEO on poor operating
performance, shaping a firm’s strategic direction by selecting a CEO who has
experience at implementing the strategy that board members favor. However, Stiles
and Taylor (2001) pointed out that although the replacement CEO is a very critical
incident, the boards also adopted corporate strategy such as shaping the corporate
mission, vision and corporate values, establishing the scope of strategic activities and
are concerned about the operating environment, development trends and opportunities
and so on. Nicholson and Kiel (2002) argue the main role of boards as "strategic
advisory", considering directors with social resources make strategic development for
the company, in which separation between strategy and access to resources is
associated. From a comprehensive point of view, Hendry (2004) divide strategic role
of the board of directors into strategic control and financial control of two aspects,
that in the complex and uncertainty environment the boards make strategic
positioning based on access to information: If the board of directors are weak at the
strategic and financial control, then plunged into a embarrassing role termed "rubber
stamp"; if financial control and strategic control are strong, boards will run into CEO
affairs and act as a manager; only under appropriate strategic control and financial
control, will it effectively improve the performance of the company, maximize the
realization of the interests of shareholders.

2.3 The conceptual model



1) Exploring the conceptual model

For early modeling and empirical studies on the role of the Boards, under agent theory
as the starting point Boyd (1994) described the key role of boards as to set CEO
compensation in internal control mechanisms, and further established a LISREL
structural equation model using empirical data on the U.S. market, tested the decision
role on the CEO compensation, such as industry control over the Board of Directors,
the company size, company performance, est.. After a decade, on the basis of Boyd’s
study Lin (2005) further break the board control authority to the Board power and
CEO power; and to make use of Taiwan's industry data, he analysis the decision of the
role of CEO compensation, such as control over the board, major shareholders hold
shares, the performance of the company, company size, investment opportunities, as
well as the CEO power; empirical findings support the viewpoint of stewardship
theory whereby the CEO acts as a steward of his company when he also holds the
position of chairman of the company.
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Figure 1: Contingency factors, board strategy role and firm performance,
Hendry (2004)

During this period, Beekun et al. (1998) integrated organizational control theory and
agency theory to explain the strategic role of the boards, and defined strategic or
behavior control as involving a subjective assessment of strategic decisions
pre-implementation as well as an objective assessment of financial performance
post-implementation. We believe that the role of such control is more reflected in a
indirectly role that the Board of Directors adopt a certain incentive mechanism to
monitor the behavior of the CEO, which in turn it affects the performance of the
company. With regard to compensation incentives, Jr and WigginsIII(2004) suggests
that independent directors have a bargaining advantage over the CEO that results in
compensation more closely aligned with shareholders’ objectives, on the contrary,
when the CEO power over the board increases, compensation provides weaker
incentives to monitor. Further, they (Jr and WigginsIll (2004)) view that the
independence of the board of directors, manager empowerment, as well as the
compensation decision is a long-term entophytic decision-making process; However,
normally, , the Board of Directors features should have been pre-determined down
before the enactment of the remuneration policy; therefore, there should be a balanced



result between compensation structure of board members and characteristics of the
board of directors . Of course, this also provides us with an idea, that characteristic of
the board of directors (including the independence of the board of directors and
manager competence) is an exogenous decision to the compensation incentives
because decision is finalized before it.

Although these studies provide a good supporting role on the dual role of the Board of
Directors, they are not explicitly related to organizational efficiency and strategic role,
especially the company's financial performance indicators. No systematic link was
found between the role of boards and company's financial performance in view of
empirical study is major concern of the different statistical factors in board structure
rather than the links between the role of the boards and company's financial
performance. Therefore, Hendry (2004) has established a conceptual framework
model (see Figure 1) with strategic impact factors, the relationship between the role of
boards and the company performance, considering a variety control level of board of
directors in strategic control and the financial control, integrated with organizational
control and agency theory. And that they made the assumption that: the power of the
board and environmental uncertainty in relation to top management is positively
related to strategic control and negatively related to financial control by the board.
Information asymmetry, such as that associated with increasing levels of
diversification, will be negatively related to strategic control and positively related to
financial control by the board. Of course, the premise of these assumptions is that the
choice of the board of directors should be positively related to the performance of the
company.

We must also admit that, boundaries are very blurred between the roles of Board's
strategic and monitoring, whether it is from practical or theoretical analysis. Here, if
we are mainly concern the conduct of directors, rather than the social breakdown of
the characteristics of the board of directors, we will only be limited to the role of the
board of directors and the supervisory control strategy on two dimensions, so that we
can choose the suitable indicators to measure quantitative research.

2) Research conceptual model

Conclusions of these studies are in support of the board of directors has a dual role of
monitoring and strategies, however, supporters of the various theoretical view focus
on different aspects, we believe that this has led to two transduction pathway (see
Figure 2 and Figure 3) when the board of directors are to play a practical effect.
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Figure 2: Basic Conceptual Model 1
If we consider the firm size and other control variables, we get the conceptual model 2

as bellow.
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Figure 3: Basic Conceptual Model 2

One path is performance role of corporate governance through boards’ supervision
and indirect incentive conduction to the CEO, supported by managerial hegemony
theory and agency theory. managerial hegemony theory view the monitoring role of
the Boards: by strengthening the powers CEO weaken the status of the strategic
direction of the board of directors, and the directors only evaluate corporate strategy,
for the supervision as “rubber stamp”, of course, we believe that the board of directors
still has the ultimate control on CEO in accordance with the performance of the
company, dismissal or appointment of new CEO. Agency theory suggests that the
independence of the board of directors decided on behalf of the interests of
shareholders, and to reduce agency costs; while the higher the independence of the
board of directors, the more closely related degrees between CEO compensation and
corporate performance.

Another path is through the board strategic direction which directly improved
corporate governance, supported by stewardship theory and resource independence
theory. They support the right of control and independence of the Board improves the
effectiveness of the implementation. At the same time, stewardship theory support
CEO duality, that managers in the board of management control can be beneficial for
CEO to implement corporate strategies; we also believe that since the assumption that
human nature is the achievement of self-satisfaction, the directors and CEO also have
to shoulder the duties of their own mission, they will also be incentive under the
effective control of CEO and, through strategic and financial control of the company
to optimize performance. Supported by this view, the independence of the board of
directors will work with CEQ's power is equally important, they are positively related
will compensation and the performance of the company.

In other words, in our model, we view the direct contribution of boards to the
performance of the company as a strategic control; and view the role through the
board control of compensation incentive mechanism, thereby affect corporate



performance and realize the maximized interests of shareholders as indirect financial
control. It is worth noting here that the assessment and performance appraisal of
incentive compensation is based on a pre-determined performance of the company
and the strategic role of the board of directors and the supervisory role of the impact
of the current (or the next period) in the performance of the company.

Control over the Board are decided by the game between the independence of the
directors and CEO power, if the control of the board embodiment of the strategic
capacity to directly affect the performance of the company; if the board control tilt to
the regulators, through pay incentives mechanism conduction, and reducing agency
costs, to improve corporate governance performance, indirectly improve the
performance of the company. Therefore, we have established a model of control over
the Board of Directors is the results of the power game between CEO and directors,
and will include the impact of these two variables.

We are also aware of the control over board of directors, the management of
hegemony, as well as incentive pay is an endogenous decision-making process over
time in the area of corporate governance, and normally the characteristics of the board
of directors are determined before the board and CEO pay has been established , so
the relationship between the board of directors and CEO pay incentives exist a
balanced result, we will also analysis from the compensation endogeneity the
important factors hindering the board of directors play a strategic role in guiding and
monitoring.

Here, we put forward the logical framework of the conceptual model in support of the
above theoretical analysis, SEM system conceptual model of the specific role of the
board of directors constitute the basic model (Figure 2) and extended of the control
variable model (Figure 3).

At the same time take into account in practice, the main body in China's capital
market are state-controlled listed companies, and since the existence of the arguments
with relevant governance mechanism between state-owned enterprises and private
corporate, the controversy of market competition and efficiency between the
operation and management (Hu, etc.). This shows that there are some differences
under the different nature Board of Directors; further, although in recent years
emerged stewardship theory, the mainstream of China's scholars hold the view of
school-agent theory that the state-owned enterprises are triangle the principal-agent
relationship, or "virtual commissioned agent "relationship, then there may be less
efficient supervision of state-controlled board of directors to the CEO or less efficient
strategic role in guiding than private enterprises, so we will divide the samples into
state-controlled entities and the main private holding as a comparative analysis of two
major categories.

2.4 explanation of variables



Early research on the role of boards of quantitative factors to identify the directors
(especially the non-executive directors) of the will, experience, skills and
self-confidence and so on; the degree of directors involved in required by chairman of
the board; management and directors of power; degree of symmetry information
between directors and management; the extent in changes of the Board of Directors,
etc. (Boyd, 1994). Some studies concluded that the involvement extent impacted by
the strategic role of the Board mainly have the descriptive statistics features of the
board of directors, stake of institutional investors, company's previous performance,
the authority of the Board, association of directors and corporate environment and so
on. These variables are often used to proxy for the strategic role of boards. Here, we
start from main factors involved in the conceptual model, then we mainly analysis
relationship between control over the board of directors, the compensation mechanism
and the company performance; and control variables related to company size,
company performance, as well as the nature of the controlling shareholder. It should
be noted that, in view of the salaries of management are decided in the beginning and
the company characteristics can be summed up in the end, we selected the current pay
of CEO, directors, top management and the board of directors characteristics as
control variables, and we select the previous company performance company size
characteristics (main variables to select see Table 1) in expanded model as control
variables.

1) Board Control

The traditional compensation decision-making is considered the establishment of an
optimal contract by the board of directors to alleviate the agent contradictions and
conflicts; Some studies even think that it is more appropriate to describe the the
compensation decision-making process as negotiation process between the board of
directors and CEO (Helmalin and Weisbach, 1998). The game model developed by
Helmalin and Weisbach (1998) suggest that the formulation of directors and CEO pay
is the outcome of bargaining between the board of directors and CEO, and they also
think that a higher proportion of independent directors would help prevent the CEO's
bargaining ability. Bebchuk (2002) pointed out that empirical studies have been more
supportive of the negotiation model instead of the optimal contract model, because
when the CEO is above on the board of directors, it will disturb the exercise of the
optimal salary contract, and most companies in the United States have varying
degrees of managers’ hegemony before that. Moreover, Jr and Wiggins III (2004)
found strong managers will make full use of their status to influence the remuneration
of directors, so that directors do not have more incentive to monitor them, but also
provides a convenient for the compensation mechanism for manager which is not
sensitive with stock price performance. Hendry (2004) argues that the Board will play
different roles through two mean of the control of monitoring management behavior
and corporate strategy guide; he also suggests that the determination of financial
control or strategic control should be decided by the powers of the board of directors,



the environment of uncertainty, asymmetric information and performance of the
company. Here, we view control over the board of directors as the results of the two
power game between board of directors and CEO, with ultimate control power
decided jointly by the board of directors (mainly its independence) and the CEO
power.

Chart 1: Key Variables and Explanation
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the directors no longer take with the reputation as an incentive mechanism but
through economic incentives. However, we consider that Boyd did not distinguish
differences between independent directors and outside directors, because, from the
agent theory, the driving force in pursuit of economic interests by part of outside
directors as the representative of the controlling shareholder may be stronger than
reputation; However, the final result depends on the outcome of the game between
CEO and directors from the perspective of the stewardship view, while the control of
boards should be positive related with the stake proportion boards hold. Lin (2005)
divide the control of boards into board power and CEO power, the board power has
followed Boyd (1994) the first three indicators, and the CEO power is measured by
the turnover and CEO share.

Based on monitoring role of the board of directors supported by agency theory, many
research and practice regard that the independence of the Board as an important factor
in effective corporate governance, therefore, the ratio of independent is an important
indicators for the efficiency of directors whether choosing monitoring or strategic role.
With regard to the size of the Board of Directors, Andres (2005) researched a large
number of samples in North America and Western Europe, suggesting that the large



board of directors will be too inefficient, which would result in company's
underperformance, this view has been recognized in the majority of the literature. We
can assume that, the views are hard to unify when the board is too large, and it cost
more resources to the trade-offs of board compensation, so, the larger board of
directors are negative related with board control.

e CEO Power

Holding the highly symbolic position of board chair would provide the CEO with a
wider power base and locus of control (Boyd, 1994). In contrast, an independent
board chair will facilitate objective assessment of CEO and top management team
performance (Weidenbaum, 1986). The CEO duality will make "absolute leadership™
have stronger awareness of the steward from the perceptive of stewardship theory,
thus the CEO duality will enhance the board control (Lin, 2005). At the same time, we
believe that the factors affecting the CEO power, in terms of CEO characteristics, are
the term of CEO, whether the new successor, characterization of the social experience,
such as the age and academic qualifications and other factors. From China's actual
conditions, in addition to the duality our model views the proportion of independent
directors, the proportion directors have a stake, directors compensation, CEO tenure,
CEO turnover, HHI5 as the factors decide the power of boards, thus affect the
monitoring role of CEO pay.

CEO duality is a status symbol, and it also shows the greater power, and then has
impact on control of the directors, so from the agency theory, this indicator is negative
related to the board control and brought more salary. CEO may require a higher base
salary to reduce the risks arising from fluctuations of the performance. But the
stewardship theory and organizational control theory believe that this will be
conducive to the implementation of corporate strategy for the future and have a
positive effect on the performance of the company. In contrast, external board of
directors were trying to prevent the internal exploitation of the wealth of shareholders,
therefore, the proportion of independent directors will inhibit excessive CEO pay
incentives, and will directly contribute to the improvement of the performance of the
company. In addition, agency theory argues that the with directors hold shares it will
be a strong motivation factor for the board control, which should have a positive
influence to board controls.

2) Monitoring the role of transmission mechanism - the pay incentive

The authority of the board mainly embodied in the relationship between boards and
senior management team (Westphal and Finkelstain, 2001), a strong management
team is likely to use this ability to potential control directors, with the board of
directors is conducive towards the wishes of management to run. How can the board
implement effective control, Fama and Jensen (1983) pointed out that the need to
have sufficient incentive which allows board members to avoid being CEO instigation



or with the collusion CEO. Among them, the most directly involved in CEO incentive
pay, the board of directors remuneration, the remuneration of other executives. CEO
compensation include salary (wages and bonuses), performance bonuses (dividends).
In addition to the incentive pay, another direct incentive mechanism method come
from the share board holding, the higher proposition shares held by the board of
directors, its more hope CEO act to increase the interests of shareholders (Zald, 1969;
Patton and Baker , 1987; Holderness and Sheehan,, 1988; Beatty and Zajac, 1990;
Shleifer and Vishny, 1997).

e CEO compensation and executive compensation incentives.

Agency theory suggests that because the manager is a self-motivated to reduce agency
costs through a series of internal control mechanisms to force the interests of
managers and shareholders agreement (Jensen and Meckling, 1976). The specific way
is the supervision and incentive mechanism of outside shareholders and the board of
directors to the CEO. In the agency theory framework, the boards act as the
representative of the interests of shareholders, and its basic internal control
mechanism is to make the interests of shareholders and executives can better reach a
consensus, then one of its responsibilities is to monitor the performance of CEO and
decided to pay the corresponding equal pay for work.

Fama & Jensen (1983) pointed out that if there is no pecuniary interest for a key
decision makers (such as CEO) to the decision-making result, the contradiction and
conflict between the CEO and shareholders are more likely to increase because, at this
time, CEO are more inclined to pursue their own power or wealth, rather than the
interests of shareholders or companies. Boyd (1994) also considered that in view of
agency theory stresses the differences between the CEO and shareholders, it provides
a particularly useful analytical framework of the relationship between CEO and
directors. In support of this view, many scholars and experts believe that the board of
directors pay plays an extremely important role in setting CEO, followed by a large
number of empirical studies to explore the characteristics of the effect of Board of
Directors to CEO compensation (Boyd, 1994; Lin, 2005).

Empirical research on the board of directors and CEO pay incentives: Tosi and
Gomez-Mejia (1989) suggest that the supervision of the Board of Trustees reduced
impact of CEO in setting the compensation; Core (1997) and Lambert (1993)found
the number of designated members of the board of directors are large, the CEO
receive more pay from research on Canada and the United States market; Study of
Boyd (1994) showed that under the inefficient control of the board of directors, CEO
pay is higher, but CEO pay has little to do with company performance and size .
These studies support the outside shareholders and the Board has impact on CEO pay,
independent board of directors is conducive to efficient performance of the company,
and a reasonable CEO pay should be directly linked to the performance of the
company. Many academics opposed to Boyd for his second assumption, such as the



Core (1997) consider that the company size, as well as CEO duality have positive
effects to CEO compensation; Lin (2005) suggest that the control of board of trustees
are negatively correlated with CEO pay, at the same time, he consider it reinforced
negative correlation through modeling the CEO duality company alone compared to
hybrid modeling. However, there are also many scholars study found that, CEO pay
are very weak or no statistical relationship with the relevance of the performance of
the company, in which Jensen and Murphy (1990) make listed companies in the
United States as an example, Firth (2006) took pre-listed China shares changed as
sample. For example Firth (2005) suggest that the performance of listed companies in
China and has little to do with ownership attribution, but associated with the
characteristics Board of Directors, and therefore challenge principal-agency theory's
limitations.

* Director’s incentive pay

Fama & Jensen (1983) argued that, if the directors wan to carry out effective
monitoring, it requires the directors have sufficient incentive mechanism and the will
not collude with CEO or be influenced by CEO. With regard to the compensation of
directors, especially the salaries of outside directors, scholars have different views,
one view was that, particularly in the low salaries paid to directors, the mechanism set
up to rely on the reputation of the directors of the decision-making will be more
credible, because the value of outside directors lies in his reputation as an expert in
the use of control in the decision-making to further increase its value of human capital
(Fama and Jensen, 1983), if the pay of director is too high, it will damage its
reputation of independence and credibility, because the possibility of that buying
interest was increased; For another view, as a shareholder (the major shareholder or
shareholders, the spokesman for small and medium-sized), the directors are also on
the agent chain, they also face the problem of conflict of interest, and need
appropriate incentives mechanism.

Recently, some researches focus on the role of board incentive pay to boards and the
implementation efficiency. By measuring the listed companies directors pay and the
relationship of board independence in United States from 1995-1997 by of directors,
Jr and Wigginslll (2004) found that with the a stronger control of the board to CEO,
their remuneration will target the interests of shareholders in line, and the board of
directors with a high proportion of external directors are more inclined to the interests
incentives; On the contrary, with CEO power-dominated board of directors, their
remuneration are weak for the monitoring incentives to the board of directors , and
with a high proportion of internal directors and the inherent tendency managers of the
board of directors, it use less incentive to the rights and interests . Brick (2002/2006)
reports the relevance between company's poor performance and over salary of
managers and directors, and to explain the strong evidence of cronyism of the CEO
and directors.



3) The performance of the company and other control variables

As company performance indicators, international evaluation standards include Tobin
g (market value and replacement cost ratio), ROE (return on the rights and interests),
ROA (return on assets) and so on. However, in our country, as a result of a series of
share issues, scholars have chosen ROS (return on sales), as the judge the
performance of the company (Firth, 2005) in a long time. However, the study sample
mainly use the previous data before equity reform; We believe that with the split share
structure reforms, highlights the role of market signals, China's capital markets are
more and more market-oriented pricing, so when we study in the evaluation the
performance of the company, we choose indictors more consistent with international
EPS,, ROA and Tobin's g, etc. and also choose the ROS.

On the other control variables, the prevailing view was that, CEO compensation
incentives are determined by position turnover, industry, business nature and size of
companies and other factors. If the important factor decided to directors and
management pay is company's size, here we have adopted a company's sales, the total
assets of enterprises and employees as the characterization variables. The nature of an
enterprise in accordance with the nature of the controlling shareholder of listed
companies into state-controlled and non-state-owned holding company, two broad
categories: one state-owned holding, including local and central state-owned holding
enterprises, ESOP Association and collective enterprises; and the private holding
company, including individuals’ holding company and foreign enterprises. At the
same time, the industry factor in our country is also due, here we have adopted Firth
(2006) proposed five law: hybrid and other trade, industry and manufacturing, the
business sector, public utilities sector, real estate and finance; At the same time, based
on the company's regions (Area) is divided into: Shanghai and Shenzhen area, the
eastern coastal developed areas, the central region, north-west five underdeveloped
areas.

3. DATAAND METHODOLOGY
3.1 Data Source

we have collected the data of the top 3 managers and top 3 directors since 1998, the
CEO compensation was not completely disclosed until 2005, and some important
variables which affect the compensation like company size or performance are based
on previous data. So we decided to select the listed companies from year 2005 to year
2007 as our samples, from which we get 2832 SOEs and 1305 POEs. We give the
introduction of our samples as follow:

1) The data of main variables are from SINOFIN and CSMAR database. We get the
financial data from WIND from 2004 to 2007 and the CEO compensation from
2005 to 2007.



2) We use the annual salary to represent CEO compensation, it includes only salary
and bonus, but not equity-based incentives, which was started at 2006 and suspend
at March 2007 in China. So we only consider the shareholdings of directors and
top managers, but not the CEOs.

3) We got the CEO tenure by calculating the difference between his leave date and
taking position date. And the CEO age was updated to the statement published day;,
and use the nominal age.

4) Taking in to account the real factors and the possibility of artificial entry errors,
we excluded the samples that CEO compensation is less than RMB 10,000, or the
company employee is less than 50.

5) We also excluded the odd sample subject to ROA, ROE, and use logarithm value
to represent compensation, sales, assets and employees in order to avoiding
heteroscedasticity .

3.2 Model and Methodology

The main characteristic of SEM is that it provides a reasonable way to test the
relationships among latent variables like board control and CEO power. By using
multiple indicators, SEM estimates are free from the biases imposed by measurement
error or unreliability. So it is widely used in social science.

As long as the research model refers to the Panel Data, we divide our model to three
by year (2005~2007) as model 1, model 2, model 3 besides the Mixed overall sample
data. And we further divide each model into two groups which represents the state
owned enterprises (SOESs) and private owned enterprises (POESs). We expected to find
some key roles of the board of directors under different ownerships.

In the robustness test, we do further research as follows: 1) Analysis the effects of
ownership only consider state owned enterprises (exclude the Collective owned ones)
and private owned enterprises (exclude the offshore companies), 2) Use the Extended
model which considering the firm size and previous performance, 3) Taking into
account other control variables like industries, areas and CEO turnovers.

We can see the concept path analysis map as figure 4
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Figure 4: Path analysis of extended model
4. EMPIRICAL TEST AND ANALYSIS

4.1 Descriptive statistics

We class the variables which represent the board control as directors power and CEO
power (as detailed described in chart 2, in which group 1 represents the SOEs while
group 2 represents the POES). The samples include all the industries and areas,
which make sense to the strategies and monitoring role of the board in China.

From the statistic we can see that the median of the board size are the same in both
SOEs and POEs, yet the mean of SOEs is 0.8 higher, the Standard deviation as well.
This shows that the board is smaller and more stable in the POEs than the SOEs.
However, the POEs’ mean of directors’ share, managers’ share, independent directors’
rate and board meeting times are all above the SOEs. It may explain why the directors
are more diligent in POEs. The mean of equity concentration, CEO tenure and
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compensation in SOEs are greater than POEs. The higher concentration is result from

the restriction of selling shares regulation in China before. CEO tenure is longer
because in China, CEOs in SOEs are more like government officials than
Entrepreneurs. Their life in the position is more related to politics than firm’s real
performance. From chart 3 which described the firm performance, we can see the
mean of ROEs, ROAs and ROSs are higher when turns to SOEs, only Tobin’s Q is an
exception, which means that the operating performance and efficiency in SOEs are
improved greatly related to the POEs from year 2005 to 2007.

Chart2: Describe Analysis grouped by holder@ character: Board control

Variables Sample (N) Min Max Median Mean Standard
deviation
Board Power
Boardsize: Groupl 2826 1 21 9.00 9.83 2. 242
Group2 1301 1 23 9.00 9.02 2.112
Direc’s Share Groupl 1951 .0000000  .2275565 .000051200 .001821978 .0137921036
Group2 877 .0000000  .7026403 .000154200 .059275340 . 1322425848
HHI5 Groupl 2763 .0037559 . 9774463 . 203186346 . 1317363963
Group2 1254 . 0083060 . 7096427 . 141477825 . 1022940182
Indenpendr  Groupl 2826 .0000000 . 7500000 . 344872828 . 0713509569
Group2 1301 . 0000000 1.0000000 . 357585184 . 0688333302
Meetings Groupl 2822 1 36 8.01 3.395
Group2 1300 1 35 8.37 3.616
CECPower
Duality Groupl 1410 0 1 .41 . 492
Group2 588 0 1 .42 . 494
CEOtunure  Groupl 2406 0 22 5.92 2. 986
Group2 1054 0 16 5.52 2.999
CEOturnover Groupl 2776 0 1 .39 . 489
Group2 1253 0 1 .47 . 499
Manag’s Share Groupl 2814  .0000000 .2323304 .001611604 .0135697013
Group2 1290 .0000000 .7026403 .044325715 .1214701629

Chart3 Describe Analysis grouped by holderQ character: performance and compensation

TBE4 Sample (N) Min Max Median Mean Standard
deviation

Compensation
CEO Groupl 2383 1 963. 1 32.107726 44. 3376866
Group2 1053 1.09 655. 12 27. 383676 37. 4970547
Top3 direc Groupl 2793 2 817 68. 61 72. 284
Group2 1280 3 860 67. 40 74. 211
Top3 manag Groupl 2787 1 975 80. 63 80. 278




Group2 1283 1 969 64. 16 70. 185

Performance
Eps Groupl 2828 -4.029 5.530 . 21651 . 496031
Group2 1303 =7.07 4.35 . 1205 . 66508
Roa Groupl 2815 —78. 0031 210. 8074 4. 004077 10. 2724500
Groupl 1292 -92. 5880 769. 7572 3. 773454 27. 4264834
Ros Group2 2767 -. 961433 . 985194 . 06848627 . 160683810
Groupl 1201 —. 940562 . 852068 . 06421322 . 174710792
Q Groupl 2827 —-. 591935 42.571990 1. 74375895  1.453937916
Group2 1302 -. 02659 70. 27320 2. 1875648 3. 03206235

4.2 Correlation Analysis

We standardized all the variables in Group 1 and Group 2 for better use of the SEM
through AMOS. The correlations of the main variables are showed in Chart 4 (for
Group 1) and Chart 5 (for Group 2). We can see from the Pearson test that the
company governance is significantly correlated to the performance and compensation.
However, the board size showed few correlations with the equity concentration, ROA,
CEO tenure and turnover, yet it do correlated to the board control, compensation and
performance. So it’s hard to judge the board’s function simply.

Meanwhile, we found that the directors’ share correlate to the compensation more
significantly in POEs. The relevance among corporate performance indicators are all
above 0.5 except Tobin’s Q and the relevance of CEO, directors and managers’
compensation are even above 0.9. So if we use the traditional regression equation, it
will appear serious multicollinearity. But the SEM will solve this problem. It couples
the high relevant variables into one potential variable.

4.3 Model Analysis
1) Basic Model Analysis

First of all, we measure the board’s function by the basic model which classes the
sample by ownerships (see Figure 5 and Figure 6). From Figure 5 we can see that the
effect of the board control incentive the compensation is 0.128 in Group 1. In other
words, the control of the board of directors can explain the compensation by 1.6%.
And the transmission of incentives from compensation to performance is 0.289, which
means that the sound incentive pay contributes to the hard work of directors and
managers which make the company perform better is up to 25.7%. However, it is
obvious that the SOE board control has nothing to do with the performance directly.
The indicator variables represents the board control is mainly decided by CEO power.
The duality and tenure are both strengthen the board control while the CEO turnover
weakens it. The variables represent the independency of the board like independent



directors’ rate is not work significantly.

These phenomena showed that during the year 2005~2007, the boards of SOEs in
China did not either performed as strategic makers nor show enough independencies.
Only the CEO power made the board improve the compensation of both directors and
managers. Or we can say the function of the boards is reflected mainly in improving
the inadequate incentive pay.

On the contrary, in Group 2 the boards in POEs turned to perform well as both
strategic guides and management supervision. The data in Figure 6 showed that the
boards in POEs significantly declined the managers and directors’ compensation by
6.8%, but this strict supervision on compensation mechanism made the team gave
only 0.6% contribution to the performance; and the boards were improving the
performance directly by 0.4%. In the meanwhile, we find that the CEO power
indicators like turnover and tenure, as well as the board independency indicators like
independent directors’ rate and board size are all contribute to the board control. It
demonstrated from another way that board control is a bargaining result by all the
interest party.

This also reflects that the boards control in POEs in China is mainly represents the
agency problem. The company governance better restrained the managers and
directors’ pay, supervise the manage team well through its independency and partly
performed as strategic consultants.

In the entire sample model, the Chi-square and the degree of freedom’s ratio is high
(see Chart 6), and the CFI in Group 1 is 0.931, RMSEA is 0.64. in Group 2, the CFl is
0.891, which is a little low, RMSEA is 0.83.

2) Sub-annual Test

We then class our samples by year, as Model 1 for 2005, Model 2 for 2006 and Model
3 foe 2007. This makes our model more reliable because the company governance in
China developed rapidly.

Judging from the statistical indicators, the sub-annual test’s CMIN/DF improved
sharply, varied from 3 to 6.3. CFI were mainly above 0.9 and RMSEA declined below
0.8. These mean we can accept the basic model.

Group 1 (see the correlation coefficient in Chart 6) reveals that the effect of the board
improving the inadequate incentives is declined year by year, as well as the duality
strengthens the board control. The incentives are always notably improving the
company performance. This can be seen as a sigh that the board function in SOEs is
better yearly.



Group 2, on the contrary, shows that the POEs governance was best in the year 2005,
both supervision and strategic role are significant. But in the year 2007, it appeared
that the board had lost their control.



Chart4: PEARSON Correlation test for SOEs (N=2832)
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Chartb5 PEARSON Correlation test for POEs (N=1304)
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A possible explanation to this is that in 2007, the SOEs’ state of corporate governance
were greatly improved because the institutional reform and social supervision. And
the social resources and policies began to bias in favor of SOEs. So the POEs had to
face an unfavorable situation.

Chart6: Statistic indicators of all models

Model N X2 df CMIN/DF | IFI/RFI CFI NFI RMSEA | PCFI
All Sample | Groupl | 2831 | 942.7 |74 | 12.7 0.931/0.895 | 0.931 | 0.926 | 0.064 | 0.656
Group2 | 1304 | 746.1 | 74 | 10.0 0.892/0.832 | 0.891 | 0.882 | 0.083 | 0.628
2005 Groupl | 919 | 3218 |74 |4.35 0.953/0.915 | 0.953 | 0.940 | 0.060 | 0.671
Modell Group2 | 412 | 226.1 |74 | 3.06 0.941/0.879 | 0.940 | 0.915 | 0.071 | 0.663
2006 Groupl | 946 | 460.4 |74 | 6.22 0.916/0.860 | 0.916 | 0.902 | 0.074 | 0.645
Model2 Group2 | 452 | 2725 |74 | 3.68 0.912/0.834 | 0.911 | 0.883 | 0.077 | 0.642
2007 Groupl | 948 | 3948 |74 |5.35 0.913/0.851 | 0.912 | 0.905 | 0.068 | 0.643
Model3 Group2 | 440 |263.7 |74 | 3.56 0.901/0.812 | 0.899 | 0.868 | 0.076 | 0.634
All sample SOE 2622 | 793.6 | 74 | 10.725 0.939/0.905 | 0.939 | 0.933 | 0.061 | 0.662
basic POE 1248 | 721.6 | 74 | 9.75 0.891/0.830 | 0.891 | 0.880 | 0.084 | 0.628
Control SOE 2622 | 1112.2 | 100 | 11.12 0.919/0.880 | 0.919 | 0.912 | 0.062 | 0.676
Model POE 1248 | 825.4 | 100 | 8.254 0.881/0.819 | 0.881 | 0.867 | 0.076 | 0.647
(Industry
& Area
Extended SOE 2622 | 5207.5 | 184 | 28.302 0.800/0.741 | 0.799 | 0.794 | 0.102 | 0.637
Model POE 1248 | 2773.9 | 184 | 15.076 0.783/0.713 | 0.782 | 0.771 | 0.106 | 0.623
(Industry
& Firm size

4.4 Further Research and Robustness Test
1) Excluding interference of the SOEs and the POEs

We excluded the employee holding and collective holding samples leaving only pure
state owned companies in the name of robustness test. And we excluded offshore
companies from the private owned ones. The results showed that there is no notable
difference between pure states owned companies and the expanded SOEs, while the
board strategic role in pure POEs turned to be weakened. Its significant level
increased to 0.65. It indicated that in all the POEs, the offshore companies boards are
play a main role of strategic.

2) Control variable model

We added the industry and area as control variables to our basic model, in order to see
how they change the role of the boards. In SOEs’ samples, CEO turnover had a
significant negative impact on the board control, and the CEO tenure was no longer a
key point to board control. The strategic and supervision role of the board did not
changed when using the control variable model. In POE samples, the board tenure




contribute to the board control negatively at 1.4% significant level, but the CEO
turnover did not affect the board control

The statistic indicators did not change much. Comparing with the basic model, in
Group 1, the SOEs, CMIN/DF increased a little, from 10.725 to 11.12; CFI decreased
by 2%, RMSEA go up by 0.001, the overall indicators acted a slight weakening.
However in Group 2, the POEs, all indicators improved (see Chart 6 and Chart 7). So
we may conclude that the model we built is at a certain degree of stability.

Chart 7: Sub-annual model’s significant degree
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3) Extended model

At last, we take in to account the firm size and previous performance which affect the
CEO compensation. We call it extended model. But the model set-up and the fitting
extent are both not good enough® from the statistic indicator view. But from the
economic point of view, the ownership does affect the role of the board: 1) the POEs’
company governance variables can explain the board control significantly. The POEs’
board plays an important role of supervising the compensation and it has a certain

% It is partly because the sample size is too large. The results will turn better if we use a very industry or just one
year.



contribution to the company’s performance. That demonstrates that the POEs
emphasis the agency problem excessively, which blocks the CEO to act as a steward.
2) the board in SOEs did not show any contribution to the company performance
directly. That is the role of strategic guidance is not obvious. Its role of supervision is
mainly represented as improving their own and the manager’s incentives, but all the
indicators except equity concentration and CEO tenure are not affect the board control
notably. So we can say from another aspect that the board control positively correlated
to the incentive pay significantly, and thus contribute to the performance. This is
because the external institutional mechanism changed, not the individual contribution.
Which means, the SOEs’ board in China has little independency, the better
performance during 2005~2007 mainly comes from the institutional improvement

Chart8: Control variables and Extended Model’s significant degree
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5. CONCLUSIONS AND RECOMMENDATIONS

Today, with the intensely competitive external environment of enterprises, facing this
complicated and changeable external environment, the board of directors as the core
of the operation in corporate strategy authority, as we all know, should incent and
supervise CEO and managers, they also need to take the responsibility to guide the
direction of the corporations’ strategic advisory. The classic agent theory and
management hegemonism are the cornerstone for the supervision of the board, but the
board as the focus for which is struggled between CEO and directors has the very
important function when the corporation make the strategy about the direction of
operation. These theories imply that the board should guide the direction of the
corporations’ strategic advisory. As the same time, stewardship theory and resource
dependence theory are all support the board’s function should include guiding the
corporate strategy, achieving the interests of shareholders.

Though the process of making the model of structure of the board control, we
distribute the function of the board into guiding the corporate strategy which directly
improves the performance of the company and the monitoring which is indirectly
done by incented and supervised CEO and managers. Combined with China's
ownership structure and corporate governance objectives, interest groups, and even
theoretical support based on the difference, we test the board’s function model with
the state-owned holding company with the private holding company of the Board of
Directors as control samples role. The conclusion said that China's private holding
company board reflects the strategic guidance and encouragement in the areas of dual
role. The monitoring role has an outstanding performance of the inhibition on agency
costs. But State-owned holding company's supervisory role reflects that the shortage
of long-term incentive inadequate of improving to the CEO.T he functions of strategic
guidance is not obvious. Further annual sub-model and excluding sample model show
that the private holding company’s governance declined year by year. And its board’s
strategic role comes mainly from the contribution of foreign enterprises. But purely
from the central and local governments directly controlled state-owned companies’
strategic role is not as good as the model which includes collective and employees
holding company samples. However it is pleased to know that state-holding
enterprises’ state 0f governance is improving year by year.

After considering the firm size and previous compensation, we found that the boards
in SOEs are still act only as incentive and supervision role. Boards in POEs showed
great supervision and some strategic role. Thus we recommend that, the boards’
reform in SOEs should improve the directors’ professionality as well as strengthen
their supervision role. That is the board should shift their key point from improving
inadequate incentive to restraining the agency cost, and do improve their skills as lead



the strategic of the company. The POEs should keep alert that CEO’s hegemonism rise,
and intense the incentive to CEO.

We certainly know that the key role of a board is its control power. That is the
bargaining between CEO and the directors. The power of directors and CEO in POEs
are both affect the board decisions significantly, which especially reflect the
independency of the board. The board control in SOEs is mainly comes from CEO
power, like duality, CEO tenure and turnover, while the board size or independent
directors’ rate nearly have no contribution. However, the sub-annual test showed that
the equity concentration is affecting the board control year by year. Maybe the
independency of the board is going better.
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