THE EFFECTS OF SUPERVISORY MECHANISM IN TAIWAN

This study empirically explores Taiwan Supervisongechanism affect firm
performance on a data base of 537 listed firms. fégression results yielded
statistically significant effects indicate more @pétndent supervisors; less pledge and
remuneration and more expertise with lecturer,ifesate and business experience
which the Supervisors have and the quantity ofsilygervisors’ members did play a
role in monitoring firm performance. The result®ye the Supervisors in Taiwan’s
supervisory mechanism have some effects on firnfiopeance, which may help
refine general knowledge on the role of corporateegnance and may provide
impetus for further research in the Taiwan setting.
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1. INTRODUCTION

The setting up of an internal supervisory corpoggernance (CG) mechanism is
not compulsory in the regulations of certain costrin the world. National
conditions would normally determine whether thesentries should develop CG
mechanisms. The supervisory system in the westarmties such as the United States,
Germany and many other developed countries, shiaeisoare represented by a
board of directors (BoD). In the U.S., the Audit@uittee is a sub-committee of the
BoD. While, inGermany the Supervisory Boapthys the key role in monitoring and
controlling firm management. The role of such cogbe governance mechanism is to
mitigate the agency problems that arise from thpaion of ownership and
management (Sloan, 2001; Hermalin and Weisbaci3)2G@ma and Jensen (1983)
suggest that the board performs both a manageneeigiah role and a control role.
The control role aims to restrain managers’ lagtugd gain excessive personal
benefits at the expense of the firm, and indireaffects firm performance by way of
preserving the integrity of assets and externalomem (Cho and Rui 2009).
Numerous studies in Western settings have suggésa¢dboth firm performance are
affected by such BoD/AC attributes as the propartad outside board members,
board size, frequency of board meetings and shareership by members of the
board (e.g., Hermalin and Weisbach, 1991, 2003méek, 1996, 2004; Vafeas, 1999,
2000, 2005; Shivdasani and Yermack, 1999; KleinQ220Bédard et al., 2004;
Srinivasan, 2005).

In the case of Taiwan, for years the authority eoned has been striving to improve
CG by encouraging the listed companies to estalthehAudit Committee (AC).

Taiwan listed firms are required to have an AChe BoD of one—tier governance
structure or a system of the Supervisors of two-@i@vernance structure, with the
latter being charged with overseeing both the BaoD ffm management. Currently,
both with- and without-AC systems exist simultarggun Taiwan'’s listed companies.
Some have chosen to establish ACs to replace ther@sors (Ss), while others have
opted to maintain the Supervisors (Ss). The AC fivsisadopted in Taiwan in 2007 to
replace the existing supervisory system of the Bug@s. By the end of 2013,

however, because only less than 17% of publicliedisTaiwan companies have
willingly established ACs, this low percentage haised a question as to whettiee

existing system of the Supervisors is effectiventake the performance of the



companies and also operate better than those hatA€Cs. The objective of this study
is to provide exploratory evidence on this issuédilé/conceptually, having a two-tier
governance structure should enhance outsiderssimgrover management, whether
this outcome would hold in the case of Taiwan finsistill an open question. The
reason is that the incentives and ability of inéérgovernance bodies to control
management are not independent of external disaiglidevices, including the legal
infrastructure, shareholder activism, executive pgensation, external auditing, and
takeover markets (e.g., Cho & Rui, 2009; Karpoffaldesta, and Walkling, 1996;
Sundaramurthy, Mahoney, and Mahoney, 1997; McAvay Killstein, 1999; Allen
and Gale, 2001; La Porta, Lopez-de-Silanes, Shje#fiad Vishny, 2002). Taiwan
firms’ BoDs/ACs and Supervisors may not have tHeat$ on firms’ performance
observed in Western settings. This paper mainlygeson exploring the effects of
the Supervisors in Taiwan’s existing systémaddition to considering BoD/AC and
Supervisory Board attributes suggested by the exitarature, this study also
explores potential impact attributes, as well &sdtfiects of comparison of the periods
before and after 2007, when the Taiwan authoris@gificantly expanded the
responsibilities and authority of the BoD to essblAC to replace the existing
system of the Supervisors.

The remainder of this article is organized as feioSection 2 provides an overview
of the literature on the performance impacts cénimal governance structure. Section
3 discusses the institutional background for thusly, in particular Taiwan’s two-tier
board system and Taiwan regulations with a beamg internal governance
mechanisms. Section 4 combines this institutiomakiground with the extant—and
predominantly Western based—Iliterature to develbp hypothesis. Section 5
presents the research methods and results, aridnséctoncludes the paper with a
summary and discussion.

2. OVERVIEW OF PRIOR RESEARCH

2.1 ATTRIBUTES OF THE SUPERVISORY EFFECTS

This topic has been extensively studied in manetiged countries. Especially in the
US, the Audit Committees (AC) plays the key roleirdgErnal supervisory structure.
At present, there is still scant empirical evideoncethe effects of internal corporate
governance practices in Taiwan. In the U.S. thei®\@ sub-committee of the BoD;



and confines the definition mainly to the compasitand the key responsibilities of
ACs (See US Securities Exchange Act of 1934 #10(&)n)SOX Section 404, 2002).
All definitions of the AC tend to emphasize tworigiites of its composition, namely
independence and financial expertise, as well aseisponsibility or operations of
activities.

A large number of studies have been done to expglweaelationship between BoD
/Audit Committees characteristics and firm perfonoe (See Hermalin and Weisbach,
2003 for an overview). The board /Audit Committebaracteristics most often tested
include their composition, size, the intensity daftidties, and inside ownership.
Relating to board/Audit Committees compositionisiwvidely hypothesized that due
to their independence from firm management, oufisidependent (i.e.,
non-employee) directors would be more effectiventimside members in monitoring
and controlling management (Hermalin and Weisbd®&91; Mehran, 1995; Klein,
1998, MacAvoy and Millstein, 1999; Bhagat and Blat899; Yermack, 2004). Fama
and Jensen (1983) have argued that outside merhbgesincentives to develop a
reputation as experts in decision control and nooimtj. However, this does not
imply that inside directors have no value at aflr Example, Klein (1998) has argued
that insider directors contribute to monitoring ¢tions by bringing expertise and
knowledge to investment and financial decision mgkiyer et al. (2013) found that
professional accounting certification and AC expece are valued positively by the
board of directors when designating an AC memberaanancial expert. The
literature also has suggested effects due to meshipesize of the board/ACs. It is
held that increased size reduces the board’s morgteffectiveness because candid
discussions of managerial performance and timebjisa®s making become more
difficult (Fama and Jensen 1983). ). Vafeas (2ab@prizes that as board/AC size
increases, processes become more complex and iaualidevelop, and their
additional costs outweigh the benefit of havinguinpy more directors. According to
Lipton and Lorsch (1992) and Jensen (1993), théudgsional effects surfaces when
board size goes beyond seven or eight memberstréing towards smaller board/AC
sizes among prominent companies (such as Generar$/dBM, and Time Warner)
provides support for this view (Monks and Minow,9%59. Empirically, Yermack
(1996) has reported an inverse relationship betwbenboard sizes of large U.S.
public corporations and firm value. The largestfi@n of lost value occurs as boards
grow from small to medium size (i.e., from six wetve members). Eisenberg et al.
(1998) also found a negative correlation betweeard/dC size and firm profitability



as measured by industry-adjusted return on ag9#ter studies have focused on the
intensity of board activity, commonly identifyingi$ construct with the number of
board/AC meetings. The reason for this focus i¢ theeting time is an important
resource to improving a board’s /AC'’s effectiven@@senger, Shivdasani and Zenner,
1998). Vafeas (1999) found that firms experiena@eaased board activity following
share price declines, which implies that board/A€etings are viewed, at least by
board members, as being beneficial to firm perforcea It is further argued that the
intensity of board/AC activity is positively relado the number of outside directors.
Unlike the insiders who can exert control througiiydinvolvement, outside directors
rely mainly on board/AC meetings to monitor firmripemance. The intensity of
board/AC activities thus impacts firm performan&higdasani and Yermack, 1999).
Goodwin et al. (2006) found that the existence rofA&C, more frequent committee
meetings are related to higher effects. Chien.gRatL0) found that the presence of a
committee increased activity positively correlatethwncreased effects. The research
issues associated with the AC’s effects (He e2@09; Chien et al. 2010; Carcello et
al. 2011; Ika et al. 2012; Carcello et al. 2006hiRan et al. 2006; Ghosh et al. 2010;
Chandrasegaram et al. 2013) all highlighted the sACharacteristics of the
independence, expertise and diligence in assogiatith the effects of the AC (Zhang,
Y et al. 2007; He et al. 2009; Al-Najjar 2011; Cohet al. 2011; Sarkar and Sarkar
2012).

As for the German system, the Supervisory Boargspthe key role in the internal
supervisory structure. According to the German l@gns on CG, the SB
(Aufsichtsra} oversees and advises the BoD (Executive Bododstand, and also
has control over fundamental and important decssidxccording to Paragraph 1 of
Article 111 of the German Company AdktiengesetzAktG), the SB has the right
and responsibility to oversediblerwachep the operations of the company (Chen,
2007: 154). The characteristic of the existing Garraystem of CG indicates that the
SB plays the role of overseeing the operationsfimatice of the company. In addition
to the appointment and removal of directors, thestmonportant right and
responsibility of the SB is to oversee the operetiof the directors (Yang, 2004: 102).
Qin (2007) used the characteristics of supervismard to examine the relationship
between corporate performance and supervisory bérgroves that the supervisory
board of listed companies is effective. Firth et(@D07) find that the types of the
dominant shareholder, the size of the supervisargrdy and the percentage of
independent supervisors have an impact on theteffBing et al. (2010) reveal that



China’s corporate governance system implements thetiAmerican and the German
style mechanisms, but the supervisory board, ec#ygeature of the German style
governance is generally considered dysfunctionahg(2008) also analyzed the
characteristics of supervisory board in China tareixe the relationship between
corporate performance and supervisory board. Hdyzeth the size, number of
meetings, members and remuneration as proxieseo$upervisory board and found
that there was a significantly negative relatiotwaen the number of meetings and
corporate performance; a significantly positiveatiein between shareholdings of
supervisors and performance; and a U curve reldi@ween size and performance.
Therefore, he concluded that the supervisory boéited companies is effective in
China. Thus, improvement of the supervisory boardcfions could have better
corporate performance. Lee (2014) used the indegrea] expertise, and diligence
such like the size and the meeting times of thedS&amine the effectiveness of the
supervisory functions and found that the SB coubd Ibe replaced by the AC in
China.

In summary, the supervisory characteristics of peselence, expertise and diligence
(size and meeting times) of the SB and the AC i western literature are the
prerequisite and basis to exercise supervisorytiume and viewed as the positive
relationship with achieving effective oversight asupervisory characteristics which
needs to be strengthened and protected. Thesendsdndicate that corporate
governance could be considered an effective intetoal to achieve greater
supervisory effectiveness. It concludes that thtgebasupervisory effects of CG will
cause better corporate performance.

2.2 THE MEASUREMENT ON FIRM PERFORMANCE

To date, studies on the performance effects ofdooamposition have yielded mixed
results. For example, while Rosenstein and Wy&©Q) found a favorable stock
price (SP) reaction to announced appointments ditiadal outside directors, Beasley
(1996) observed a negative relationship betweenptioportion of non-executive
directors and the likelihood of fraud. Several othidies found no significant link
between outside directors or board composition fanad performance, as measured
by market-to-book value (MB), the price/earning®/f&PS) ratio, operating margin,
return on assets (RoA), sales per employee, ratiash flows to assets, and ratio of
cash flows to sales (Cho & Rui, 2009; Hermalin &disbach, 1991; Agrawal and



Knoeber, 1996; and Bhagat and Black, 1999).

If the governance institutions can implement effecsupervisory functions well, it
will increase investors’ trust in the company’'s G@d its operations because of
increased earnings. The ultimate test of earningdity is the earnings per share (EPS)
and return on assets (ROA) which provides a measthe extent to which new
earnings information and the return rate (Kim anodd§ 2005; Ryan and Zarowin
2003). Holthausen and Verrecchia (1988) documerdedgositive association.
Burgstahler and Eames (2002) and Abarbanell andahelf2003) suggested that
earnings may also be managed to meet simple earmrgectations in the stock
market. Teoh and Wong (1993) and Balsam e{2003) suggested that investors’
responses to an earnings surprise depend on theiye quality and credibility of
the earnings reported. The survey evidence in Gnaégal (2005) indicated that
reporting increases in quarterly earnings per sligRS) is an important goal for
management, and may be even more important thiaer dieating analyst forecasts or
reporting profits. Degeorge et. dl1999) provided evidence that the management’s
first objective was to report positive earninggrthio increase quarterly earnings, and
last to beat analyst forecasts. Myers e{2005) demonstrated that many more firms
reported a longer series of consecutive increasesiinings per share than would be
expected by chance. They interpreted this phenomexso evidence of earnings
management and provided the evidence that busimesmgers had incentives to
maintain their firms’ earnings trends. The foregpitiscussion illustrates that many
studies have used an earnings-based measure @syavpriable. According to James
(2005), he used EPS as a determinant to valuepei@dion; Kim and Kross (2005)
support a positive relationship between stock ntapkiee (SP) and earnings (MB).
Earnings Per Share (EPS) measured as indexes lextréie performance of a
company (Molz 1988; Rechner and Dalton 1991; Yeki&i96).

In summary, prior studies have advanced reasorfgfioperformance (EPS, SP, MB)
to be affected by board composition (independemzk expertise) and diligence of
size and intensity of activity. This literature, wever, has not directly assessed
whether these effects also would hold for the disfeiwan companies operating
within the Taiwan institutional context.

3. OVERVIEW OF TAIWAN REGULATIONS PERTAINING
TO CORPORATE GOVERNANCE



In order to thoroughly implement the corporate goamece system, the relevant
agencies in Taiwan have promulgated the relevavg &nd regulations. Taiwan Stock
Exchange (STE) has set the mandatory provisionsefjulating outside directors for
the new publicly listed companies. On October 4J2ahe Taiwan Stock Exchange
and the Gre Tai Securities Market promulgated tisted Corporate Governance
Code of Practice. Earlier in 2001, they have aménile Companies Act to increase
the obligations of directors and in 2002 also pdsg® Investor Protection Law.
These measures were adopted with focus on syndatmn with international
corporate governance issues. In addition, on Janiya2003, the Executive Yuan (the
Cabinet) announced the approval of the compositibrthe "Ad Hoc Team for
Reforming Corporate Governance.” The task of tremtevas to undertake reform
based on the existing corporate governance systednith reference to the direction
of corporate governance reform both in the inteomal and domestic context, with
the aim to promote and establish a sound corpgmaternance mechanism in Taiwan.
Unfortunately, the outbreak of the Procom scandalune, 2004, compelled the
government agencies to shift its focus by emphagimiore on corporate governance
standards and principles. For this reason, thenEiah Supervisory Commission has
to take the issues of corporate governance moreusér and to strengthen internal
controls. The Legislative Yuan in December 2005pdghe Securities Exchange Act
and the relevant provisions for requiring all palylilisted companies to establish
minimum standards of independent directors andrsigoes. To strengthen corporate
governance, the Legislative Yuan passed the amemdédes of the Securities
Exchange Act on December 30, 2005 which was proatethby the President, and
became effective as of January 1, 2007. The pasditige amended Act ushered in
establishment of the Audit Committee as well asatieption of the one-tier system of
corporate governance model in Taiwan. Accordingéation 14-4-1 of the existing
Securities and Exchange Act, companies which hssged stocks are required to set
up either an Audit Committee or Supervisors. Thrggup of an Audit Committee
or Supervisors is to be decided by the size ottmpany, the nature of business, the
scope of authority and other necessary conditioasting to establish an audit
committee instead of supervisors. Implementing @ggn will be made by the
authority. The Financial Supervisory Commissionutates the monitoring setting.
This model of corporate governance provides forchve@xistence of the one-tier and
the two-tier systems in Taiwan.

The World Bank announced the corporate governaméerament framework in



1999 for corporate governance that reflects arrprag between internal incentives
(which define the relationship among the key playiarthe corporation) and external
forces (notably policy, legal, regulatory, and market) tthagether govern the
behavior and performance of the firm. The boarddwéctors is responsible for
approving the company'’s strategy and major decssand for hiring, monitoring, and
replacing management. The Audit Committee is eistiaddl in the board has fiduciary
responsibility for ensuring compliance with laws damegulations, including
accounting and financial reporting requirementsT&iwan, the existing monitoring
role of the Supervisors has the same responsikaltythe later introduced Audit
Committees in 2007. The legal amendment triggemtsiderable debates on issues
as to whether reserving the supervisory mechanisirsiengthening the supervisors’
monitoring power is desirable without replacing #edit Committee, whether the
setting up of the Audit Committee would strengthesrporate governance, and
whether it was desirable to let the companies @efod themselves the best way for
establishing corporate governance. However, noawus was reached amidst the
argumentsBy the end of 2013, Table 1 illustrates less th@np&rcent of Taiwan
listed companies had set up audit commitid@s low percentage of willingness to
establish the ACs has raised a question as to ehé#te existing system of the
Supervisor is effective to make the performancéhefcompanies operate better than
those companies with the ACEhis particular issue serves as the motivationthisf
study.

[Please insert Table 1 about here]

Question: What are the effects of the Supervisorghe firm performance in
Taiwan?

The Supervisors have been adopted in Taiwan fronm&e system of Supervisory
Board for quite some time. A company’s Superviseguire at least two members.
The duration of a supervisor’s term is three ye&uspervisors hold stock in the
company but they do not serve as directors, masagestaff in the company. Instead,
supervisors monitor directors and managers, andluaa the management
performance of the company. In Germany, the cotpdoaard system is two-tiered.
There is the supervisory board, which is the baafrehon-executive directors, and
there is the management board, which consists efetkecutive directors and is
chaired by the CEO. It is the management boarddistermines the strategic direction



of the firm. The German supervisory board on théeothand, oversees the
management board, approves or rejects its decjsams$ appoints or removes its
members and decides their salaries. Gorton and i€c{2004) find that under the
German corporate governance system of codetermmagmployees are legally
allocated control rights over corporate assets utinoseats on the supervisory
board—that is, the board of nonexecutive directdaswvan publicly listed companies
only have Supervisors, without forming the SupemysBoard as Germany. Table 2
illustrates Taiwan Supervisors and German SupenviBoard with their prerogative
powers, indicating that the powers of Supervisar$aiwan are less than the powers
of German Supervisory Board. By referencing to foeerunner, the German
Supervisory Board especially has the powers of appg or rejecting management
board’s decisions, and appointing or removing i&snhers and deciding their salaries.
This may impact to the effects of the Supervisonstioe firm’s performance in
Taiwan.

[Please insert Table 2 about here]

4. HYPOTHESES DEVELOPMENT

Given the similarities between the responsibiligesl authority accorded to Taiwan
firms’ internal governance mechanisms and their tAfascounterparts, it is not
unreasonable to expect that they would have simp#aformance effects. Monitoring
by the Supervisors should augment direct oversayer management could have
additional effects of its own. Such expectationsywéver, must be tempered by
considering the broader context in which Taiwamn§r Supervisors operate. Two
characteristics of listed Taiwan firms are partlyl relevant in this regard. First,
most of these firms had been carved out from sharekeld by the Supervisors, these
shares can be traded on Taiwan’s exchange, andcdmeybe sold to other legal
entities or individuals. In Taiwan, there is theyalence of family-owned business.
Thus, it is common for those Taiwan listed firmsiethare predominately owned by
the family. This in turn may contain the represéméaof the family members as the
firm’s Supervisors and may have impact on the fionatg and efficiency of the
Supervisors. Taken together, the holding shares thed dominance of family
ownership suggest that motivation of the Supersismiding and pledging shares of
the Taiwan firms to increase performance. In addijtiraising the company’s
profitability would be one of the objectives thélel to pursue when compared with a



company which is not predominately owned by theilfamillingly establishing ACs.
The incentives of Supervisors’ members to incréaiseperformance may be further
reduced by the lack of rewards for establishingutafions as effective shareholder
representatives, given that Taiwan's market for #eevices of the Supervisor's
members is still in an early stage of developme&hts is not to suggest that family
owners’ representatives would have no effect. Suehers do reap personal gains
from firm ownership and as such, they are likelglésire improved firm performance.
Since influencing the selection and actions of ®gpervisors’ members takes
resources, larger family shareholders are morebtapaf such undertakings. Thus,
the emphasis on firm performance increases with dbecentration of family
ownership representative as the Supervisors wittresh holding, pledging and
receiving remuneration. This line of reasoningassistent with Cho and Rui (2009)
and Sun and Tong (2003), who suggested that leggop shareholdings in China
positively affect firm performance. In sum, Taiwdirms’ Supervisors have the
potential to affect performance in a manner sintibathat observed in the China, U.S.
and other developed economies.

Meanwhile, the Taiwan Stock Exchange CorporatiotneRuGoverning Review of
Securities Listings provides that: "independenediors and independent supervisors
must at least have one person with accountingnanfie expertise respectively.” How
to define the degree of the accounting or finangeedise? This is still a controversial
issue even in the western literature. In practice, objective standards for selecting
the qualified Supervisors often go through threanctels in practice by lecture,
certificate and experience: (1) lecturer qualificatfor public and private universities
of business, legal, financial, accounting or relatempany business; (2) professional
and technical staff who have certificate of natloegamination, such as judges,
prosecutors, lawyers and accountants; (3) more fivanyears of work experience
required for financial, legal, accounting or busmeHowever, selected features of the
Taiwan setting may negate or moderate these ef&dts®e same time that additional
variables may come into play. Empirical evidence thase relationships can be
informative to both Taiwan policymakers and investo Taiwan companies, yet it is
lacking in the extant literature. The findings bist exploratory study can help to
reduce this void. To provide focus and a referepomt for this undertaking, it is
specified the following hypothesis based largelytba extant (western) literature
reviewed earlier, and supplement these with vaembhiat are relatively unique to the
Taiwan setting.



H1: Performance is higher for listed Taiwan firmghaSupervisors that have lower
share ownership, higher proportions of independesmbers, lower pledge ratio of
shareholding, lower proportion of receiving remwai®ns, more expertise with
lecture, more expertise with certificate and morpegtise with business experience,
more frequent meetings and more members.

In considering this hypothesis, it is importantécall the caveat that given the current
state of Taiwan regulations and institutions, itidikely that all of the factors found
to be significant in Western settings would be afienal in Taiwan firms. This
hypothesis include a wide range of such factorsabee extant theory is not yet
sufficiently developed for specifying which partigu variables and relationships
would hold in the case of Taiwan. As such, beyoeithdp informative to policymakers
and investors, the findings of this exploratory ertdking could aid to the
development of more comprehensive theories caphieaking such predictions. It
also is worthy of note that with the 2007 Code safusally expanding the BoD’s
powers by establishing ACs to replace the Supersjsihis study expects Taiwan
firms’ governance structure to have more pronourefégtts subsequent to the Code.
The test of this hypothesis includes a pre- and-@osle comparison to shed light on
the efficacy of the Taiwan regulatory initiatives.

5. METHODOLOGY

5.1 SAMPLE SELECTION

To exercise some control over extraneous factdws, sample was selected’ from
listed Taiwan companies under the General Indudagsification. Thus, companies
belonging to, for example, the finance industry avexcluded. At the time of data
analysis, complete data for fiscal 2012 were noayailable, so this study focused on
2006 through 2011. Additional sample is generatgedhbse listed companies which
started to establish ACs since 2003: 76 compani¢stal. The additional test sample
is defined as a vertical evaluation for two stagesips are from the same sample size,
identified by chronology. Stage 1/Group 1 is idéeti with Supervisors only (without
ACs) before setting up ACs from 2003 to 2006; Stafgeroup 2 is marked with ACs
after setting up ACs from 2007 to 2011. The numbmrsGeneral Industry listed
companies in these five years since 2007 to 2081688, 686, 719, 756, and 801,
respectively.



Firms were selected from this set based on theviiilg criteria:

(1) Annual earnings, book value, debts and shd@nmation are available on the
Taiwan Stock Market and Accounting Research fir@ratatement database;

(2) Initial sample consists of publicly listed coampes with the Supervisors in Taiwan
obtained from the Taiwan Economic Journal (TEJ).

(3) Total assets are non-negative; and

(4) The numbers of Supervisors’ meetings, Supersisexpertise with lecture,
certificate and business experience, Supervis@s’and composition are available in
the annual reports.

(5) Missing data and omits values are also excluded

This selection process yielded a total of 537 distempanies and the additional test
with 76 listed companies both of Group 1 (befortaldshing ACs) and Group 2

(after establishing ACs) for the Taiwan stock exayes. To control for the effects of

extreme values, this study removed observationsate (1) in the top and bottom

one-half percent of book value-to-market value, i(RXhe top one-half percent of

firms with the most extreme values of one-time #egs a percent of income, and (3)
identified as extreme outliers in the regressMore details about characteristics of
the sample are reported along with the hypothesiing results.

5.2 HYPOTHESES TESTS

H1 was tested with a multiple regression whichudeld four control variables. Size
(SIZE) was included because larger companies giynenajoy economies of scale
(Cho and Rui 2009; Singh and Davidson, 2003), thoagency costs also may
increase with firm size (Cho and Rui 2009; Jengauh lleckling, 1976). Leverage
(LEVERAGE) was included because higher proportiaisdebt in the capital
structure may reduce the cash flow available fecmitionary use by management,
thereby reducing the chances of managerial ineficy (Cho and Rui 2009;
Grossman and Hart, 1982; Jensen, 1986). Howeverjnireased burden of fixed
interest payments also may hamper performancegviidreasing the incentives for



accounting manipulations to satisfy debt covenariiew proxies for growth
(GROWTH) and return on asset (RoA) were includechliee companies with higher
growth trend and higher return rate to have higharket valuation (Bedard et al.
2004; Cho and Rui 2009; Lee 2011). Following theadier studies, since the data
were pooled over a five year period, this papdetes the regression coefficients for
the following

Effects (Independence, Expertise, and Diligenc&BS8, SP and MB)
Effectiveness = §, + §,5S5R + §,ISR+ ;PR + B.RR + B.LR + f.CR + -ER +
Beln(55) + foMT + By Ln(Assets) + (,,GR + (,ROA +

Three dependent variables are used as performamasumnes are based on an
extensive prior literature: the market to book eatf per share (Cho and Rui, 2009;
McConnell and Servaes, 1990; Chung and Pruitt 1994lz, 1988); the stock price

(Kim and Kross 2005; Ryan and Zarowin 2003, Holdeuand Verrecchia 1988) and
the earning per share (James 2005, Kim and Kro8S, Zalepu, Bernard and Healy
1997). Table 3 presents “Definitions of Variables &xpected Sign”.

[Please insert Table 3 about here]

Table 4 shows descriptive statistics for the vdeislused in hypothesis testing. The
sample firms have an average ratio of EPS, SPvihé TWD 1.62, 28.41, and 1.51.
The standard deviation of EPS, SP, and MB are 28@®1, and 1.07. (US$1=TWD

29.9, approximately.)

[Please insert Table 4 about here]
Relating to the independent variables,
® Independence: The standard deviation of SSR, I8RaRd RR are 0.0724, 0.1381,
0.1922, and 0.2452. The mean of SSR, ISR, PR, dRdafe 0.0425, 0.0487,
0.1159, and 0.006. Maximum of SSR, ISR, PR, andaRR0.7882, 1, 0.9854, and

0.696. Minimum of SSR, ISR, PR, and RR are the séme

® Expertise: The mean of LR, CR, and ER are 0.059273%, and 0.9391. The
standard deviation of LR, CR, and ER are 0.151844, and 0.1608. Maximum



of LR, CR, and ER are 1, 0.5, and 1. Minimum of IR, and ER are 0.

® Diligence: Given that the mean of SS and MAR ar@28.and 0.6861. The
standard deviation of SS and MAR are 0.2468 and4®2Maximum of SS and
MAR are 1.9459 and 1. Minimum of SS and MTR aresame, O.

The mean percentage of Independent supervisor® rat4.9% and the mean
percentage of Supervisors shareholding Ratio &4tBe mean percentage of pledge
ratio of directors and supervisors shareholdingli$%,; and the mean percentage of
receiving remunerations by supervisors over nebrite is 0.6%. For mean of ER,
shows that more than 90% of supervisors have retevasiness experience. With
respect to ER, LR and CR are relatively low of thean. During the sample period,
the mean of the natural logarithm of total numbiesupervisors is 0.92. On average,
the Supervisors attended 68.6% meeting times ofdbofdirector per year. These
characteristics of the BoD and Supervisors sugh@stin many of the firms, they do
have the potential to play an active role in oveirsg management.

Table 5 presents the correlations among the vasallith Pearson correlations under
the diagonal and Spearman correlations above #godal. Many of the correlations

are significant at thgp=.05 level and most are small in absolute valueh wit
significance.

[Please insert Table 5 about here]

Table 6 reports the regression results. Log transitons were performed on Size of
supervisors (Ss) and assets (firm size) to allow fon-linear relationships. The

variance inflation factor (VIF) was within acceptalevels, consistent with limited, if

any, multicollinearity problems.

[Please insert Table 6 about here]

Table 6 shows that two of four control variableg argnificantly related to firm

performance: firm size (positive), growth rate (fws). By and large, the directions
of these relationships are consistent with prindifigs from western settings. More
important, 7 of the 9 coefficients for the EPS;f3he 9 for the SP and MB variables
are statistically significant. All of these are swmtent with our expectation of how



governance structure may affect firm performante proportion of independent
supervisors (positive), the proportion of the pkedbares of directors and supervisors
(Negative), the proportion of receiving remunernagidoy supervisors over net income
(Negative), Expertise with lecture, certificate abdsiness experience on EPS
(Positive) and with lecture on SP and MB (positi@ize of supervisors on EPS, SP
and MB all (positive) associated with higher fir@rformance.

6. SUMMARY AND DISCUSSION

The findings based on 537 listed companies from62002011 indicate that Taiwan
internal governance structure—Supervisors—have sffeets on firm performance.
While only two of the governance attributes —Thecpatage of shareholdings by the
Supervisors and the Supervisors’ meeting times-gestgd by prior research in
western settings were not significant, the othdrghe effects were directionally
consistent with predictions based on this litemtun the case of firm performance,
independent supervisors, expertise with certificdeture and business experience
and more members of supervisors had the expectsitiveoeffects; and both the
pledge ratio of directors and supervisors’ shamihgland the percentage of receiving
remunerations by supervisors had the predictedtivegeffects. These findings imply
that more independent supervisors, less pledgeshafeholding and remuneration
which the Supervisors have, the more supervisoth thie expertise as lecturers,
certificate and experience; the more members ofStifgervisors, the more it will lead
to greater effects of the Supervisor’s functionglenfirm’s performance to prove the
hypothesis.

At the same time, however, the findings stronglutican against the indiscriminate
application of theories and expectations based estern settings. Support for this
caveat comes from two aspects of the findings.t Rgsthe lack of effects from

variables that had been found to be significantother settings, such as the
Supervisors’ shareholding ratio and the Supervisoeeting times on EPS, MB and
SP respectively. This may be due to the fact thatpanies in Taiwan do not establish
supervisory board and their supervisors only atieeeting of the board of directors.
Consequently, this has resulted in no significaiféces of the frequency of the

Supervisors’ meetings on the firm’'s performance.tie case of the Supervisors’
shareholding ratio, it may be due to the fact thakaiwan, there is the prevalence of
family-owned business. Future researchers may densihe family-owned business



factor for testing the effectiveness of supervisfugctions. Second, Taiwan firms’
two expertise attributes of certificate and bussregerience are lack of effects on SP
and MB from expectations. Findings like these ssggéat, while theories and
findings from western settings do provide a usefidint of departure for
understanding corporate governance relationshigse#fiects in Taiwan, they are far
from adequate for unearthing the complexities amdciacies of this phenomenon.
For example, can it be that the different degreexpiertise of the percentage of the
Supervisors’ members with firm performance — ciedile, business experience
(non-significant on SP and MB) and lecture (withrsficant on EPS, SP and MB)
reflect different degrees of the Supervisors’ dff@mness in monitoring the aspects of
firm operations? Or is this a reflection of Taiwiaxestors’ emphasis on the effects of
supervisory mechanism? Questions like these radatee “hows” and “whys” behind
phenomena, and addressing them will require goaypihd examining cross sectional
differences in effects. However, these findingsspre the Supervisors’ contributions
in improving the characteristics of supervisory dions in addition to the defined
attributes of the literature and regulations babahput two independent variables of
expertise with “Lecturer” and “Certificate” whichay contribute to future research
on the similar studies. As such, there is roonotber modes of investigation, such as
in-depth interviews, field studies/direct obseroatiand detailed analyses of archival
records (Cho and Rui, 2009; Yin, 1989). Such urdémgs are made even more
worthwhile because as Taiwan increasingly seelegjiation into the global economy
and capital market, it can be expected to conttheegpromulgation of regulations on
governance, disclosure and their enforcement. Witlem accurate picture of the
relationships and effects, such policy initiativesk generating substantial costs
without accomplishing their objectives (Cho and,R@09).

In summary, except for these attributes withounigicant effects, the other results
consistently present the effects of the Superviamd lead the firms to have better
performance. On the basis of the finding in thiglgt the Audit Committee is neither
persuasive nor convincing to replace the supelyisystem of the Supervisors in
Taiwan. Since almost 85% of the listed companieJaiwan have maintained the
Supervisors’ system, and according to the comparisothe Supervisors’ powers
between Germany and Taiwan (Table 2), the resudtg pmovide a consideration or
suggestion for the government to further strengtherSupervisors’ power in order to
intensify the effects of the corporate governamcé&aiwan. The findings reported in
this paper, and related comments on the interpoatadbf those findings and



suggestions may be of assistance to users su@galsiors, supervisors or Boards of
Directors in considering what governance structfmeternal supervisory functions
within companies will be more effective, and theywao improve the effective
supervisory functions.
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Table 1.

Taiwan's Listed Companies Introducing ACs between 2

(Source: Author, as supported by the TEJ Database)

007 and 2013

Year 2007 2008 2009 2010 2011 2012 2013
No. of Co. 658 686 719 756 801 822 854
Increase in 28 33 37 45 21 32
No. of Co.

Increase in 4.26% 4.81% 5.15% 5.95% 2.62% 3.89%
% of Co.

No. of Co. 11 22 27 48 73 108 140
with AC

Increase in 11 5 21 25 35 32
No. of Co.

with AC

% of Co. 1.67% 3.21% 3.76% 6.35% 9.11% 13.14% 16.399

with AC




Table 2.
Supervisors in Taiwan

Comparison of the Power of the Supervisory Board in

Germany and the

The “Supervisory Board” adopted in
Germany

The “Supervisors”
adopted only in Taiwan

Liahkility for compensatioi,

The righs of debrief.

The power of convening shareholde
meeting.

To make a claim of dismissal liquidator

The right on behalf of the corporation.

Theright of investigation the establishme
of company and report

The supervisory authority with business

and finance. (The power of approving @
rejecting the management board’s
decisions)

=

When companies issue new shares, the
right to exam issuance of capital stock fg
noncash assets.

Dr

The power oappoining the managemel
board members and deciding their
salaries

No equivalent power

1. When Supervisors or Supesory Board carry out their duties, if they viol#te law, the Articles ¢
Association or neglect of duties leading that daenafgthe company, they have the responsibility

compensation.

2. When the company issues new shares with issudruapital stock for noncash assets, Supervisor
Supervisory Board should check the prices or vadonattandards to see whether if they are

equivalent with shares which company give.

for




Table 3.

Definitions of Variables and Expected Sign

Variables

Definitions

Expected Sign

Earnings Per Share
(EPS)

(Net Income-Dividends on Preferred
Stock)/Average Outstanding Shares

Stock Price (SP)

Average share price in the figeal.

MB ratio (MB)

Market price per share/ Book valua pbare

Supervisors
shareholding Ratio
(SSR)

The shareholdings by the supervisors/ Tota
shareholding

Independent

The number of independent supervisors/

supervisors ratio Total SUDEIVISOrs +

(ISR) P

P'Iedge ratio of The pledge shares of directors and

directors and ; . .

. supervisors/ Total shareholdings of directofs -

SUpervisors and supervisors

shareholding (PR) '

The ratio of

receiving o . .

. Receiving remunerations by supervisors /
remunerations by . -
: Net income.

supervisors of net

income (RR)

Lecturer ratio Number of supervisors with lecturer/ Total

(Exp-1) number of supervisors N

Certificate ratio Number of supervisors with certificate/ Total N

(Exp-2) number of supervisors N

Experience ratio Number of supervisors with related business

(Exp-3) experience/ Total number of supervisors

Size of supervisors Ln (Total number of supervisors) +

(8S)

The ratio of number

of meeting for The average meeting times for board of

board of director director which supervisors attended / Total +

which supervisors | meeting times for board of director.

attended (MAR)

. . Ln (Asset): the natural logarithm of the

Firm size . : . +
assets as the proxy variable of firm size
Total asset (t)-Total asset (t-1))/ Total

Growth rate (GR) ( © (1)) +
asset(t-1)

ROA Net income/ Average total assets +

Debt ratio (DR)

Total liability/ Total assets




Table 4. Descriptive Statistics

\Variable Mean Std. Deviation Minimum Maximum
EPS 1.6201 2.7016 -10.7200 21.6800
SF 28.410¢ 28.310: 2.480( 268.260!
MB 1.5106 1.0681 0.2270 22.7857
SSF 0.042¢ 0.072¢ 0.000( 0.788:
ISR 0.0487 0.1381 0.0000 1.0000
PR 0.1159 0.1922 0.0000 0.9854
RR 0.0060 0.2452 0.0000 0.6960
LR 0.0592 0.1518 0.0000 1.0000
CR 0.0736 0.1544 0.0000 0.5000
ER 0.9391 0.1608 0.0000 1.0000
SS 0.9240 0.2468 0.0000 1.9459
MAR 0.6861 0.2743 0.0000 1.0000
Firm Size 6.9380 0.5744 5.0811 9.2381
GR 0.0613 0.2103 -0.7837 2.4194
ROA 4,7424 6.9620 -21.4100 27.8900

DR 0.4325 0.1791 0.0127 0.9913




Table 5. Pearson Correlations with variables

EPS SF MB SSF ISR PR RR LR CR ER S¢E MAR F< GR ROA DR
EPS 1 .728**  .346** .014 A87*  -.082%*  -.042* .096 .080**  .006 .110* .013 224 .364** .009 -.006
SP 28 1 .643* .002 226%  -113%*  -.046* .188*  .065**  -.044* .152% .014 251+ .245% .017 -.0Q
MB .346** 643 1 .017 438 -.092%  -.049* A1 .042* -.036 .114* -.007 .009 .120*  -.008 -.020
SSR .014 .002 .017 1 .034 -.035 -.004 -.016 .004 17 .0 .040* -.027 -.015 -.012 -.008 -.034
ISR 187+ .226* 138  .034 1 -.074**  .014 A31%  .058** -.059**  .166** -.036 -.017 .056** .056** 046*
PR -.082*  -113%* -.092* -.035 -074 1 .010 -8B -.022 .037 -.007 -.032 125 -.041* .041* 40*
RR -.042* -.046* -.049* -.004 .014 .01C 1 .042* .01C .02C .064** .02¢ -.084* .00¢ .02 -.011
LR 096  .186**  .111*  -.016 A31% -.083%  .042* 1 A54%  -.061** .081* .038* .048* .022 .010 -.034
CR .080* .065*  .042* .004 .058*  -.022 .010 A58% 1 -.053**  .046* .086** .005 .004 -.042* .020
ER .006 -.044* -.036 .017 .059*  .037 .020 -.061**-.053* 1 -.090*  .036 .017 -.008 .053* .003
SS .110** A52% 114% .040* .166*  -.007 .064*  Q81*  .046* -.090* 1 .014 .023 .029 .055* -.052**
MAR .01< .014 -.007 -.027 -.03¢ -.032 .02¢ .038* .086**  .03¢ .014 1 .093*  -.007 .00¢ .01¢
FS .224** .251**  .009 -.015 -.017 A25%  -.084* 4B8* .005 .017 0.023 0.093* 1 0.140** -0.044* -0®3
GR .364** 245% 120 -12 .056**  -.041* .00¢ .022 0.00¢ -0.00¢ 0.02¢ -0.007 0.140** 1 0.01¢ 0.007
ROA .009 .017 -.008 -.008 .056*  .041* .024 .010 .04p*  0.053* 0.055**  0.008 -0.044* 0.019 1 -0.2757
DR -.006 -.020 -.020 -.034 -.046* -.044* -.011 403 0.020 0.003 -0.052** 0.016 -0.035 0.007 -0.275%1

1. »* ** and * denoted significance at the 1986 and 10% levels.

2. This table presents correlations among selectgdbles.




Table 6. : Phase I: The Results of The Empirical Model | (Sa  mple 1)
Dep.: (1) EPS (2) SF (3) MB
EPS, SP, M Coef. Tstat Coef. Tstat Coef. Tstat
C Predicted Sig -5.946*** -61.488*** 1.333***
(-8.865 (-8.686 (4.598
SSF + 0.38¢t -1.44: 0.13¢
(0.602 (-0.214 (0.500
ISR + 2.897** 35.91 3** 0.775%**
(8.431 (9.919 (5.226
PR - -1.065** -16.082** -0.390+**
(-4.364 (-6.241 (-3.691
RR - -4.25¢* -48.427* -2.612%*
(-2.249 (-2.425 (-3.195
LR + 0.78C* 23.830** 057%**
(2.499 (7.239 (4.252
CR + 1.045* 5.00¢ 0.12z
(3.440 (1.561 (0.930
ER + 0.49t -2.281 -0.06¢
(2.710 (-0.749 (-0.554
S<(Ln) + 0.761*** 11.512** 0.38&***
(3.982 (5.707 (4.699
MTR + -0.064 -1.11¢ -0.C3C
(-0.379 (-0.621 (-0.404
Firm  Size| + 0.865*** 11.3503** -0.C13
(Ln)
(10.441 (12.990 (-0.368
GR + 4,168+ 25.970** 0.556***
(18.774 (11.082 (5.788
ROA + 0.02 0.06< -0.003
(0.324 (0.862 (-1.092
DR +/- 0.107 047z -0.11z
(0.398 (0.166 (-0.969
o 0.21z 0.20(¢ 0.057
Adj. R- 0.20¢ 0.19i 0.05:

*x k- anc* denotedcsignificance at the 1%, 5% and 10% levels in-values

Ordinary least squares coefficients and t-statistiee shown. The dependent variak
are earnings per share (EPS), stock price (SP)ramklet to book ratio (MB). C is th
intercept, SSR is supervisors shareholding ra8® Is independent supervisors ra
PR is pledge ratio by directors and supervisorse$todding, RR is the ratio of receivir
remunerations by supervisors of net income, Exp4&dturer ratio, Exp-2 is certifica
ratio, Exp-3 is experience ratio, SS is the sizesgbervisors, MAR is the ratio ¢
number of meeting which supervisors attend, Firee 8 Ln (assets), GR is growth r3
of the firm, ROA is return of assets, DR is delior.
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