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China’s supervisory mechanism is peculiar in that it integrated the supervisory board (SB) of the German corporate
governance (CG) model in 1993, and has simultaneously adopted the audit committee (AC) of the Anglo-American
model since 2002. This paper aims to reveal the effectiveness of SBs in coordination with ACs in China. The
regulations for Anglo-American and Chinese systems are compared and further evidence is provided through
interviewing two governors of all listed companies in the SSE and of 79 investment corporations in Hangzhou.
Both statements indicate that China still faces difficulties and problems in meeting the two indexes of independence
and expertise of supervision to give effective supervisory functions. Both opinions differed in terms of the
co-ordination of SBs and ACs in the future. The evidence presented forms a basis for proposals of how key
characteristics of effectiveness and co-ordination can be improved to make supervisory functions in China more

effective.
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Introduction

China’s supervisory mechanism is peculiar in for it integrated the supervisory board (SB) of the German
corporate governance (CG) model while simultaneously adopting the audit committee (AC) of the
Anglo-American model. The AC was already in place in the US and UK long before it was introduced and
implemented in China. However, despite their differing periods of existence, comprehensive, systematic
regulations and norms govern ACs in these three countries. International regulations and norms for supervision
are used as the criteria to examine the performance of the internal supervisory mechanism in China, and to
appraise whether the supervisory performance in China has attained international standards. This research uses
the two composition characteristics of supervision, independence, and expertise, as a foundation on which the
respective effectiveness of SB in China can be appraised.

This study compares the regulations of Anglo-American and Chinese systems to identify differences in
these systems. Further evidence is provided by interviewing two governors: the Deputy Director of the Shanghai
Stock Exchange (SSE), who governs all companies listed in the SSE, and the manager of the state-owned
Hangzhou Industrial Assets Management Co. Ltd., based in China. When interviewed, there were 79
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investment corporations under his enterprise. The findings of this paper are collected from comparing
regulations and interviewing these two governors about their management experience and their assertions on the
framework of legislation. Both governors acknowledge that the SB is not functioning well, and highlight the
main reason behind its failing: A lack of independence and lack of expertise and experience of implementation
in practice. Overall, the findings of the appraisal of the performance of the supervisory functions of SBs in China
suggest that in practice they are not as “good” as expected, and are still far below the requirement of international
regulations and norms compared with the regulations of Western countries such as the US and the UK. China still
faces difficulties and problems in meeting the two indexes of independence and expertise of supervision in
effectiveness of supervisory functions. Both opinions differed in terms of the co-ordination of the supervisory
institutions of SBs and ACs. Therefore, how to synchronise these two models has become a particular challenge
facing China today.

The remainder of this paper is organised as follows. Section two introduces the background and question
based on the comparison of related regulations. Section three introduces the literature review and Section four
describes the research method. Section five presents the empirical findings, and Section six concludes the study.

Background and Question

Passed in December 1993, the Chinese company law was the legislation that first specified that every listed
company establish a SB to supervise the company’s financial activities and the conduct of its directors.
Subsequently, additional regulations regarding the appointment of independent directors were introduced. In
1997 this course of action was optional, but it became compulsory for listed companies in 2005.

Governance systems relying on independent directors typically include related structures with specific
supervisory functions, such as ACs made up of independent directors. The Blue Ribbon Committee (BRC) (1999,
p. 22) noted that “several recent studies have produced a correlation between AC independence and two desirable
outcomes: a higher degree of active oversight and a lower incidence of financial statement fraud”. This statement
indicates that more independent ACs could exercise better oversight of the quality of financial reporting.
Appointing a financial expert could only improve financial reporting when accompanied by complimentary
governance provisions (Blue Ribbon Committee, 1999; DeFond, Hann, & Hu, 2005). Since the AC’s
independence and financial expertise of competence are the key factors that determine its performances (Beasley,
1996), any serious regulatory attempt should have specific requirements related to these factors, and different
levels of regulatory requirements may result in different levels of supervisory performance. In countries such as
the US and the UK, it is compulsory for listed companies to establish an AC to oversee aspects of the
company’s internal control and financial reporting (SOX, 2002; FRC, 2010). In China, under the equivalent
regulation in the code of CG for listed companies in China (CSRC & SETC, 2002), the establishment of an AC
is voluntary rather than mandatory. This has resulted in a dual system in practice, wherein some companies
have ACs in addition to and separate from the SBs, while others have only established SBs. It should also be
noted that the SB in the Chinese system has some similar composition characteristics to the AC in the
Anglo-American system. Hence, there is the need for a comparison of the requirements of the charters of the AC
across the American, British, and Chinese systems, a comparison of the chartered requirements of the AC in the
US and the UK and SBs in China is presented in Table 1.
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Table 1
Comparison of the Requirements of the Charter of the AC Across the American, British and Chinese Systems of
AC and SB

Country uUsS UK China China
SUPEIVISOTY |-ppe aC The AC The AC The SB
Bodies

The guidelines  for listed
Relevant The Combined The code of CG for listed companies on the establishment
Laws and|The Sarbanes-Oxley Act. [code on CG of of the system of directors, the

companies in China.

Regulations the UK. company act and the code of CG

for listed companies in China.

At least half of the members:

All members: |It shall be chaired by an
It shall have at|independent director, and
least three(independent  directors  shall
members, or two|constitute the majority of the
in the case of|committees. Mainly composed of
smaller independent directors:
companies, wholindependent directors are elected
should all be|from nominees external to the
independent company, and others are elected
non-executive |from the internal directors who are
directors. in turn elected from nominees
amongst the stockholders.

There shall be at least three
members on the board. The
members consist of shareholders’
and stakeholders’ (employee)
supervisors.

Composed of stockholders and
employees:  nomination  and
appointment—directly  elected
from the stockholders and
employees.

Requirements|All members:

related to the|lt should have at least three
independent |members, who should all be
directors independent directors.

An AC financial expert At least one

SOX act mandates that the Supervisors shall have
. . - .. “Imember of the . . -
Requirements|firm must disclose in its At least one independent director|professional knowledge or work
- AC has recent . -
for the level|filings whether the from the AC should be alexperience in areas such as law
. . . . rland relevant . -
of expertise |committee has a financial|_. . professional accountant. and accounting (code of CG for
- financial - A h
expert, and if not should experience listed companies in China).

explain why.
Note. Source: The author own, as supported by reference CSRC (2001), CSRC and SETC (2002), FRC (2008), FRC (2010), and
SOX (2002), and NPC (2006).

As shown in Table 1, the Anglo-American model requires all members of the AC to be independent directors,
while the Chinese model asks for only half of the members to be independent directors. On the other hand, in the
Chinese model, at least one of the members has to be a professional accountant, while the corresponding
requirement in the Anglo-American model only asks for financial expertise or experience. This difference
suggests a number of potential deficiencies that could undermine the effectiveness of the SB and the AC in the
Chinese system in implementing effective supervisory functions. Since the intention of introducing the AC into the
Chinese CG structure is to strengthen the control over the serious problem of internal control by internal people,
the independence of the AC and its members should become the essential prerequisite to determine the supervisory
functions in CG, yet the regulation does not demand that all members of the AC are independent.

Independence

The members of SBs are directly elected from the stockholders and employees. The AC’s independent
directors are elected from nominees external to the company, and others are elected from internal directors, who
are in turn elected from nominees amongst the stockholders. Although the law states that the employee
supervisors are appointed by the shareholders’ meetings and democratically elected by the employees, there is no
explicit regulation concerning the rights to nominate and approve the candidates. Under the strong cultural
influence of Confucianism employees tend to be submissive to their employers, so it is not uncommon for the
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management and the BoD to nominate the candidates themselves. The “elected” employee supervisors may have
close personal relationships with the directors and managers and are administratively controlled by the latter,
therefore, it may be difficult for them to perform their supervisory duties effectively. If the general meeting of
shareholders often simply rubber-stamps the decision, the independence of SB can be seriously compromised.

Given the shareholding structures and shareholdings of SBs in Chinese listed companies, these issues
inevitably lead to concerns regarding insider control (Lee, 2011). As the stakeholder members of the SB are
elected at the shareholders’ meeting, there is no constraint against the big shareholders controlling a SB. It is,
therefore, possible for big shareholders to control both the BoD and the SB and, in the event of serious conflicts
between them, it would be difficult to maintain effective, just, and objective supervision.

Expertise

Although Chinese guidelines discuss the need for supervisors to have professional knowledge or work
experience in areas such as law and accounting (code of CG for listed companies in China), it is not yet a mandatory
requirement. That said, at least one member of a Chinese AC must have expertise in accounting, and at least one
member must also have recent and relevant financial experience in the US and UK as shown in Table 1.

A deficiency that could lead to ineffectiveness of SBs in China is the absence of a clear-cut requirement for
the expertise of board members. Although there are some brief comments in the code of CG for listed companies
in China, stating that the members should have expertise in law and accounting, the legal status of that code has
so far not been established, therefore, it does not constitute an enforceable mandate. Hence, there is no guarantee
that a SB has in its membership the basic expertise for the fulfilment of its roles. Which could mean that SB
membership is essentially an honorary title with no effective function in practice. Therefore, levels of expertise
relating to the effectiveness of SBs in China must be put under the microscope. It is a common challenge for both
supervisory systems to make efforts to guarantee the quality of members who execute supervisory functions.

In practice, there have been three old and three new institutions in the Chinese system (Lee, 2011). The new
institutions include the general assembly meeting, the BoD, and the SB, while the old institutions in SOEs include
the party officers’ committee, the union and the stakeholders’ representatives’ committee. Therefore, the SB is
composed of stockholders and employees and is directly elected by stockholders and employees. The SB’s
members interact with new and old institutions, leading to the problem of bridging the old and new institutions.
The elected SB representatives are accountable to the stockholders and stakeholders, they are supposed to take
their responsibilities seriously even though there is no required financial or legal professional accountable for
these responsibilities. It is mandatory that the SB performs its supervisory function once they are elected, even
though they may not have the required professional background.

The dual system of having ACs in addition to SBs in China is different to the unary system of the
Anglo-American or German model, 99.86% of 2106 listed companies in China have already established ACs as
of the end of 2010 (Lee, 2011). This raises the assumption that the establishment of ACs reflects a lack of public
confidence in the effectiveness of SBs. Through the comparison of the laws and regulations of SBs and ACs in
China, this paper aims to understand the effectiveness of SBs in practice and its association with independence
and expertise in China. The research question is raised as below:

How is the effectiveness of SBs associated with independence and expertise in China?
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Related Research

The Effectiveness of Supervisory Functions

The governance institutions’ effective implementation of supervisory functions will increase investors’ trust
in the company’s Corporate Governance (CG). In 2010, over 99.86% Chinese listed companies choose to
establish ACs in addition to SBs (Lee, 2011) is assumed to strengthen the effectiveness of supervisory functions
in China. Throughout the related studies of ACs, their effectiveness has been an issue of concern (Collier, 1996;
Goodwin & Seow; 2002, DeZoort et al., 2002; Krishnan, 2005; Abbott et al., 2007; Naiker & Sharma 2009;
Agoglia et al., 2011; V. D. Sharma, D. S. Sharma, & Ananthanarayanan, 2011). Their studies positively
recognize ACs’ effectiveness. Alanezi and Albuloushi (2011) advise all listed companies and policy makers to
make the formation of an audit committee mandatory thereby increasing the level of mandatory disclosure.
Furthermore, Agoglia et al. (2011) suggested that U.S. policymakers continue to contemplate a shift to more
principles-based accounting standards, e.g., IFRS. At present, the studies related to the effectiveness of
supervisory functions in China are still limited. Su, Chen, and Wang (2005) found that neither board performs an
effective monitoring function. Liu and Sun’s (2005) finding suggests that CG supervisory control mechanisms
over the management could be further enhanced, particularly through CG reform in China’s transition economy.
Xiao, Dahya, and Lin (2004) studied the role of the SB in China, and revealed that a “two tier board is also
fraught with problems”. Firth, Fung, and Rui (2007) implied that China’s regulators who are striving to improve
accounting information, transparency, and corporate governance. Limited evidence exists to show that the SB
effectively monitors the management in China. This study is therefore aimed to explore the effectiveness of SBs
as China’s adoption of its own form of ACs in addition to SBs to form a unique internal supervision mechanism.

Composition characteristics related to effectiveness of supervisory functions.

Subsequent to the passage of the Sarbanes-Oxley act, AC research continued to concentrate on examining
the relationship between the two AC characteristics of independence and expertise and effectiveness of
supervisory functions (Carcello & Neal, 2000; Klein, 2002b).

Independence

All related studies, Beasley (1996), Abbott et al. (2002, 2004), Klein (2002a, 2002b), Carcello and Neal
(2003), Xie, Davidson, and DaDalt (2003), Bedard et al. (2004), and Tsai (2009) are supporting the contention
that the independence of ACs can increase the company’s value and strengthen the quality of financial reporting
and the effects of the earnings management. The Chinese Company Act states that SBs comprise employee
supervisors and stakeholder supervisors. It is difficult for employee supervisors to be independent in carrying out
their supervisory obligations because they themselves are subject to the company’s administrative hierarchy, and
their wages and positions are determined by the management. The Company Act provides no administrative
protection against this threat, so this lack of independence is assumed to impact the effectiveness of SBs. This
assumption will be examined for the attribute of independence, according to the related studies of Beasley (1996),
Abbott et al. (2004), Klein (2002a, 2002b), Carcello and Neal (2003), Xie et al. (2003), and Bedard et al. (2004).
All studies conclude that higher levels of independence increase the shareholders’ and stakeholders’ trust in CG.
The findings of all these related studies empirically support a positive correlation between the supervisory
institution’s independence and its effectiveness in executing supervisory functions.
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Expertise

Firms with strong CG may exert stronger control over the firm’s financial reporting decisions, irrespective
of the activities of the AC, thereby reducing the impact of AC financial expertise on the firm’s reporting quality
(Carcello et al. 2008; Bryan et al. 2007). A number of studies have examined the governance outcomes
associated with varying levels of financial expertise. For example, Abbott et al. (2002) contend that there are
greater incidents of earnings restatements and fraud in companies where the AC lacks financial literacy.
Carcello et al. (2006) find a significant relationship between the presence on the AC of a financial expert with
prior work experience in accounting and lower levels of earnings management. Other studies, such as DeFond
et al. (2005), and Carver (2005), have examined the contextual role of various AC characteristics—notably
including financial expertise on aspects of financial reporting. Cohen et al. (2005) and Klein (2002a) document
the effects that SOX and market regulations have had on earnings management. Agrawal and Chadha (2005)
provide evidence concerning fraud and earnings re-statements, Felo et al. (2003) investigated financial
reporting quality and Xie et al. (2003) investigated earnings management. There are also documented
associations between financial expertise and incidents of accounting irregularities. Prior studies suggest that
firms with at least one general financial expert disclose fewer accounting re-statements (Agrawal & Chadha
2005; Abbott et al. 2004). They support the view that higher levels of financial expertise lead to greater
capability to prevent earnings management, and higher levels of professional expertise increase the trust of
shareholders and stakeholders. The emphasis on supervisory institution members’ expertise in regulation and
academic studies empirically support a positive correlation between the supervisory institution’s financial
expertise and its effectiveness in executing its supervisory function.

Research Design

Design

This paper aims to answer the research question by interviews with two governors and referring to the
work of Gendron, Bedard, Turley and Zaman, Spira and others. Since these researchers performed only limited
research on internal processes, they have called for more researches to be carried out. Thus the interviews with
two governors will help to understand the assertions and opinions of the governors, rooted in their management
experiences, in response to calls by the relevant researchers to unravel the black box of the monitoring system, as
this cannot be achieved through quantitative methods.

Generally, the qualitative method will analyse the responses from two interviewees to identify viewpoints
both on the understanding of the SB/AC setting framework of legislation and management of government, and on
evaluating the effectiveness of implementation by revealing the characteristics of supervisory functions in both
sampled interviewees. Hence this study uses interviews in order to examine the problems and difficulties
involved in co-ordination with the new regulations, and to evaluate the effectiveness of SB performance. The
study intends to highlight ways to improve the effectiveness of supervisory functions in practice, through
identifying the problems and difficulties faced due to the co-existence of SBs and ACs in China.

Sample Target
Two interviews were conducted with two governors who were questioned about the effectiveness of
supervisory institutions in practice in China, in order to understand the future development of two systems and
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their effects on the framework of legislation and management of government. The data was then analysed and
consolidated in order to generate conclusions.

Mr. XX1 (2007): Phone interview with Mr. XX1, governor of the Shanghai Stock Exchange (SSE) email
response on 24th August 2007, Shanghai (response by email).

Mr. XX2 (2007): Interview with Mr. XX2, governor of the Property Right Management Department of the
State-Owned Hangzhou Industrial Assets Management Co. Ltd., on 25th July 2007, Hangzhou (video record in
possession of author).

Conversation Analysis

Semi-structure interviews were used to allow the interviewees to express their points of views for mutual
understanding relating to the effectiveness of SB and the SB/AC’s relationships (H. J. Rubin & I. S. Rubin, 1995).
The interview transcripts were analysed through qualitative procedures (Miles & Huberman, 1994). Afterwards,
for each corporation, a conceptual matrix was prepared, summarising the main themes discussed by the
interviewees, before the interview material was re-examined to gain a better understanding of the answers
surrounding future expectations for the framework of legislation in China. To further ensure the validity of the
interviews, the analysis ensured that the answers from interviewees converged (Gendron et al., 2004). The
conceptual matrices for the responses of the two governors provide the basis for the findings of the paper.

Technique

The data analysis of the interview transcripts was processed in four steps as follows:

(1) Development of a coding scheme;

(2) Modification of the scheme when new themes emerged from the data;

(3) Development of a conceptual matrix to summarise the main themes;

(4) Examination of the relationships that might exist among these themes.

“The analysis has selected feelings, problems, and so on according to some explicit decision rules and has
clustered discrete but similar items” (Miles & Huberman, 1994, p. 178). This phase of the study clarified similar
variables, along with the two interviewed governors, in order to summarise the findings.

Empirical Studies

Interviews With the Two Governors

This study is structured by presenting the interview responses of two governors of SSE and State-Owned
Hangzhou Industrial Assets Management Co. Ltd. in China. The opinions of the governors on the framework of
legislation and the management of government are given below.

XX1 (2007): Phone interview with Mr. XX1, governor of the Shanghai Stock Exchange (SSE). Email
response on 24 August 2007, Shanghai.

(1) What are the intended purposes of setting up the SB, the independent directors and the AC according to
the framework of legislation and management of the SSE?

The SB: because the “Company Law of the People’s Republic of China” was initially based on the German
system, the SB was specified. Yet, because of some initial misunderstanding, the functions of the SB in Chinese law
differ from those of its German counterpart, and its primary function is to supervise the directors and managers. In
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practice, the chair of the SB is generally promoted from the internal staff of the company, and most of its members
also come from within the company, so it is merely a deliberative body under the control of the BoD.

The independent directors: the BoD is at the core of CG in China as far as the actual power of control is
concerned. To ensure the independence of the BoD from the major shareholders, China introduced the system of
independent directors from the US system for corporate governance. At least one third of the directors on the
BoD should be independent directors.

The AC: the AC is one of the special committees under the BoD. The majority of its members and its Chair
should be independent directors, and one of these should be an accounting professional.

(2) What are the functions of the SB, the independent directors and the AC according to the framework of
legislation and management of the SSE? How do these compare with one another?

The SB: to check the finance of the company; to supervise the directors and managers against any
behaviours that might violate laws or regulations or articles of the company; to demand correction when a
director or manager does not behave in the interest of the company.

The independent directors: to have the responsibility of being trustworthy and diligent to all shareholders; to
safeguard the interest of the company; to protect the legal rights of medium and small shareholders.

The AC: to recommend the appointment or replacement of external auditors; to oversee the internal auditing
system and its implementation; to sustain the communication between the internal auditing department and the
external auditor; to audit the company’s financial information and its reporting; and to audit the company’s
internal control system.

In practice, the functions of the SB, the independent directors and the AC overlap with one another. The
independent directors and the AC are stronger than the SB in their supervisory roles. The power of the SB is
superficial and cannot function as intended. Thus, some scholars and professionals have suggested abolishing the
SB in favour of letting the independent director to perform its supervisory role fully.

(3) How are the supervisory rights and responsibilities divided amongst the SB, the independent directors
and the AC according to the framework of legislation and management of the SSE? How do these compare with
one another?

See above.

(4) In practice, what are the interactions and relations amongst the SB, the independent directors and the AC
within the framework of legislation and management of the SSE? How do these compare with one another?

See above.

(5) Does each member of the SB and the AC have to be an ‘independent director’ according to the
framework of legislation and management of the SSE?

The AC: the majority and the chair have to be independent directors.

The SB: the members are mainly the union chair and employee representatives within the company, who act
for the interests of the employees and the society to some extent.

(6) What is the definition of an “independent director” according to the framework of legislation and
management of the SSE?

An independent director should be independent to the appointing company and its major shareholders, and
must not take on any role other than being an independent director in the said listed company.
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(7) Do members of the AC need to be approved by an overseeing organisation such as the SSE or any
specific regulation according to the framework of legislation and management of the SSE?

The appointment of an independent director needs to be approved by the general meeting of shareholders,
and the candidate needs to have received relevant professional trainings.

(8) According to the current Chinese regulations on the SBs, the independent directors and the ACs, the
installation of the AC is not mandatory. Is there any corporation under any special circumstance for which the
installation of the AC is mandatory?

Such a scenario has not happened. Currently, two thirds of the companies have installed the AC under the
BoD.

(9) Is there law or regulations that specify the constitutions, functions, and operations of the SB, independent
directors and AC according to the framework of legislation and management of the SSE?

The operations of the SB are specified in the “Company Law of the People’s Republic of China” and the
operations of the independent directors and the AC are specified in the “Code of CG for Listed Companies in China”.

(10) In view of the current situation of China and Chinese culture, what in your opinion is the ideal
supervisory function? How the company should operate to enable the CG mechanism to function well?

The equity of listed companies in China is concentrated in the hands of major shareholders. The key to
supervisory function is to reinforce the changes in the BoD. Specifically, these include: enhancing the
independence of the BoD, establishing the self-appraisal system of the BoD, increasing the effectiveness of the
operations of the BoD, perfecting the company’s internal control mechanism and supervisory system, improving
the overall quality of the directors, and implementing the continued professional development of the directors.

XX2 (2007). Interview with Mr. XX2, governor of the Property Right Management Department of the
State-Owned Hangzhou Industrial Assets Management Co. Ltd., on 25th July 2007, Hangzhou (video recording
in possession of author).

(1) How well does the SB of your company perform?

It is not ideal, and its installation seems a mere formality.

(2) What is the reason behind this?

Because of historic reasons, in a state owned enterprise such as ours, there is no evidence that the SB is
functioning properly. There are 79 investment corporations under our enterprise, most of which has foreign
investment, for which the mechanism of the AC applies, yet company law in China demands the installation of
the SB.

(3) Since the SB cannot function in a state owned enterprise, do you think it is necessary to install it?

Yes, it is definitely necessary.

(4) It is necessary to install it according to the regulations, but why do you think it cannot function as
expected in practice?

The main reason is that many of the members of the SB are internal staff, and it is impossible for internal
staffs to supervise independently. Furthermore, they are under those they are supposed to supervise (in their daily
role), how can that be done? So the main reason is a lack of independence. The second reason is a lack of
expertise. Though the members of the SB enjoy high reputation and social status, the level of their expertise is
questionable. Frankly speaking, most members of the SB are not well qualified. Thirdly, though there is
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specification in the relevant regulations, it is lacking in its implementation.

(5) What is your opinion in encouraging the installation of the AC?

I think this is incredible that the regulation puts the AC under the BoD because it is questionable how it can
operate independently in practice within such as model. The SB and the BoD are at the same level, so the former
can supervise independently. The SB needs to have real power for it to play its role in supervision. If the AC is
formed as an internal audit unit under the SB, then the two institutions can have meaningful relations. Yet in the
current design (in addition to the fact that) the AC is under the BoD, and the SB and the AC do not have direct
hierarchical relation, yet both play the role of supervision (That is incredible).

(6) It seems that there is overlap between the functions of the two institutions. How are these defined?

The function of the supervisory function is to supervise the BoD, whereas the function of the BoD and the
Management is to execute. The former is the supervisory unit, and the latter is the executing unit.

(7) How do you think the hierarchical relations between the SB and the AC should be?

The authors think that the AC should report to the SB to form a vertically integrated system that integrates
functions as well as human resources, and together they can achieve the supervision within the organisation.

Summary

To integrate and compare both governors’ opinions on the key issues related to this research a summary of
their responses is presented in Table 2.

Both governors state that the SB is not functioning well:

Mr. XX1 stressed, “The power of the SB is superficial and cannot function as intended”, and Mr. XX2
acknowledged, “It is not ideal, and its installation seems a mere formality”. Both governors also highlighted a key
reason for the failing effectiveness of SBs: a lack of independence among the supervisors. Mr. XX1: “In practice,
the chair of the SB is generally promoted from the internal staff of the company, and most of its members also
come from within the company, so it is merely a deliberative body under the control of the BoD”; Mr. XX2: “The
main reason is that many of the members of the SB are internal staff, and it is impossible for internal staffs to
supervise independently. Furthermore, they are underneath those they are supposed to supervise in their daily
role, how can that be done? So the main reason is a lack of independence”.

Mr. XX2 also highlights that most supervisors lack expertise and experience of implementation in practice.
Although both governors do not regard SBs as effective, Mr. XX2 still insists “Yes, it is definitely necessary”.
However, Mr. XX1 highlighted, “the key to supervisory function is to reinforce the changes in the BoD”.
Seemingly, he expects the installation of ACs to improve the supervisory function, especially in the case of
ineffectiveness of SBs.

Both governors’ opinions on the co-ordination of SB and AC are different:

Mr. XX1 highlighted differences due to their hierarchical relationship. Mr XX2 said, “the SB and BoD are
the on the same level, so the former can supervise independently”. Furthermore, Mr. XX2 indicated that, “I think
the AC should report to the SB to form a vertically integrated system that integrates functions as well as human
resources, and together they can achieve the supervision within the organisation”. However, Mr. XX1 said, “the
independent directors on the AC are stronger than the SB in their supervisory roles”. Mr. XX1 also mentioned
that “some scholars and professionals have suggested abolishing the SB in favour of letting the independent
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director to perform its supervisory role fully”.
Obviously, opinions on the co-ordination of the two supervisory institutions are different between the two
governors and scholars. Mr. XX1 thinks that ACs are stronger than SBs and also mentioned the scholars’ suggestion
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of “abolishing” SBs. However, Mr. XX2 merely called for the formation of a vertically integrated system.

Table 2
Matrix of Interviews of Two Governors’ (So

urce: Author)

Mr. XX1

[Mr. xX2

|Same/Different

1. Is the SB functioning well?

“The power of the SB is superficial and cannot
function as intended”.

“It is not ideal, and its installation seems a mere
formality”.

Same

2. What is the reason for the failing effectiveness o

f SBs?

“In practice, the chair of the SB is generally
promoted from the internal staff of the company,
and most of its members also come from within the
company, so it is merely a deliberative body under
the control of the BoD”.

“The main reason is that many of the members of
the SB are internal staff, and it is impossible for
internal  staff to  supervise independently.
Furthermore, they are underneath those they are
supposed to supervise (in their daily role), how can
that be done? So the main reason is a lack of
independence”.

Mr. XX2 also highlights that most of the supervisors
lack expertise and implementation experience in
practice.

Lack of independence—
Same.

Lack of expertise—Mr.
XX2.

Lack of implementation
in practice—Mr. XX2.

3. Is it necessary for SBs to exist in the future?

Mr. XX1 highlighted “The key to supervisory
function is to reinforce the changes in the BoD”.
Seemingly he expects the installation of ACs to
improve the supervisory function.

Mr. XX2 still insists it is necessary for the existence
of SBs. “Yes, it is definitely necessary”.

Mr XX2 said “the SB and the BoD are on the same
level, so the former can supervise independently.
The SB needs to have real power for it to play its
role in supervision”.

Different:

Mr. XX1—reinforce
BoD.

Mr. XX2—“Yes, it is
definitely necessary”.

4. It seems that there is overlap between the functions of the two institutions. How are these defined?

“In practice, the functions of the SB, the
independent directors and the AC overlap with one
another”.

“The function of the supervisory function is to
supervise the BoD, whereas the function of the BoD
and the Management is to execute. The former is
the supervisory unit, and the latter the executing
unit”.

Different:
Mr. XX1—overlap.
Mr XX2—no overlap.

5. How do you think the hierarchical relationship b

etween the SB and the AC should be?

Mr. XX1 said “the independent directors and the
AC are stronger than the SB in their supervisory
roles”. Mr. XX1 mentioned “some scholars and
professionals have suggested abolishing the SB in
favour of letting the independent director to
perform its supervisory role fully”.

“l think the AC should report to the SB to form a
vertically integrated system that integrates functions
as well as human resources, and together they can
achieve the supervision within the organisation”.

Different:

Mr. XX1—AC stronger
than SB and mentioned
the scholars’ suggestion
of “abolishing” SB.

Mr.  XX2—form a
vertically integrated
system.

Note. Source: The author own.

Conclusions

Both governors acknowledge that the SB is not functioning well, and highlight the main reasons behind its

failing: lack of independence, lack of expertise and experience of implementation in practice. Companies, after
implementing AC, may face issues with co-ordinating them with SBs. Opinions about the co-ordination of the
two supervisory institutions differ among the governors and the scholars. There is no direct inter-dynamic
relationship between the AC and the SB at present, so it would seem sensible to co-ordinate their relationship. In
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order to improve the supervisory mechanism of CG in China, further researches should investigate ways of
strengthening the relationship between the SB and AC in the future.

By considering the essential attribute of independence to perform effective supervisory function, it is a
challenge for China at present to determine whether the independence of members of SBs can be strengthened by
instituting regulations taking into account the interests of the stakeholders of the company, preventing the
members being influenced by insiders, and setting appropriate external independent directors. Obviously, greater
attention should be given to the voting system for the election of shareholders representing supervisors, in order
to increase the effective voting power of the small shareholders and expand the opportunity for their voice to be
heard in the SB.

The lack of expertise will impact on the effectiveness of supervisory functions. Referring to the AC’s rule,
the requirements for professional expertise among SB members may need to be regulated and enforced. Currently
the Chinese Company Act requires SBs to examine the company’s finances, but has no requirement for financial
or accounting expertise in the membership, this has resulted in boards lacking the competence needed to meet
their responsibilities. Meanwhile, the party member employee practises in China. Due to the existence of
company supervisors with political party status but who lack accounting, financial, legal or auditing expertise,
there may be a need to reduce the membership based on political party connections.

The findings of this study contribute to suggestions as to how the functions of the two institutions should be
co-ordinated to avoid redundancies and gaps in internal supervision in the future. Additionally, this research
provides practical understanding of the effective performance of SBs in China, with a view to proposing how they
can improve two key characteristics and co-ordination between two institutions of SBs and ACs. Finally, the
investigation and results reported in this paper may offer a basis for continuing research on the effectiveness,
operation and co-ordination of supervisory governance after the introduction of an AC, and for studies of other
monitoring functions such as audit and internal control.
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