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Abstract of thesis entitled:

Corporate Govemance and Performance: An Analysis of Listed Companies in China
submitted by Fung Man Yau

for the degree of Docior of Philosophy

at the Hong Kong Polytechnic University in February 2003.

This study investigates the corporate govemance system in China. Prior
literature of corporate governance mechanisms uses data from the developed
economies such as U.S. and the UK. I examine how the governance mechanisms
operate in China using data from Chinese listed firms. If the Chinese corporate
govemance system is effective, there will be an alignment between manageriat
compensation and firm performance. Furthermore, governance mechanisms will be
able to reduce agency costs and aid the removal of ineffective managers.

On agency cost control, I find that firms with foreign shareholding incur
higher agency costs. There is limited but weak evidence that concentrated ownership
is associated with lower agency costs. Contrary to previous studies, I find no evidence
that legal person shareholding is more effective in reducing agency costs. While it is
usually assumed that government share ownership in China creates inefficiencies and
agency problems, I find that there is no difference between government and non-
government controlled firms. The composition of the board of directors, as reflected
in the proportion of non-executive directors, has no association with agency costs.

I also examine the top management compensation and I find that, similar to
the developed economies, there is a positive pay-performance relation in China; I also
find evidence to support the argument that concentrated ownership and government
ownership act to both reduce compensation levels and induce performance related pay

for CEOs. The presence of a foreign shareholder is associated with higher pay and I
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attribute this to foreign investors demanding better qualified management and the
willingness to pay for them.

There are mechanisms to remove ineffective managers in China. I find that
there is a significant relationship between turnover and performance and this
relationship is more significant in a forced turnover situation. The removal of the key
management figure in response of performance deterioration is a natural response of a
bureaucratic shareholder and I argue this is the 'scapegoat’ behavior. I also argue as
government influence is paramount, the ownership structure would not impose any
difference in removal mechanism. I also find that there are higher tumovers in both
good and poor performing firms. While poor performing managers are removed as a
result of poor performance, good performing managers are transferred and promoted
in the government hierarchy.

Finally, I study the substitution and complimentarity effect of the different
corporate control components. Corporate governance research has identified a
number of mechanisms that are intended to ensure that management teams act in the
best interests of shareholders. I use the simultaneous equation method to examine the
interaction of six ownership and governance control mechanisms. There is evidence
of interdependence in the use of different control mechanisms. The empirical results
also show that there are significant relationships between corporate governance
control mechanisms and firm performance, but the significance of those control
mechanisms disappears in the simultaneous equation estimation. This result is
consistent with the hypothesis that there is an optimal use of corporate governance

mechanisms for an individual firm.
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Chapter 1
INTRODUCTION

1. Background

Why do I study the Chinese corporate governance? The simple answer to this
question is to understand the mechanisms at work and to make recommendations to
improve them. Prior studies on corporate governance mechanisms use data from the
developed economies such as U.S. and the UK. I examine how the governance
mechanisms operate in China using data from Chinese listed firms.

China is a fast developing country and has undergone a tremendous economic
upheaval. Over the past two decades, there have been sigt.liﬁcant changes in every aspect
of the economy. A key process of the economic reform is the reform and transformation
of the state owned enterprises. The Chinese government introduced the joint stock
corporation structure to state owned enterprises (SOE) and transformcd many SOE:s into
limited liability companies. The corporatisation process aims to formalize the separation
of ownership and management control of the SOE. As a result of the separation of the
ownership and management, it is therefore necessary to introduce a workable and
effective corporate governance system. The need for an effective corporate governance
system is obvious in the economic deveiopment process.

Corporate governance is a much-discussed topic in the well-developed

economies.! There is also growing interest on the corporate governance systems in

! See Shleifer and Vishny (1997) for a summary.



developing and transitional economies.> The Chinese governance system offers an
interesting contrast to corporate governance systems in the developed economies. In
China there is a trend towards providing incentives for the management to maximize
shareholder wealth, but a higher priority emphasis is placed on achieving the political
objectives of the government. This is especially so when there is significant government
ownership. Although the government encourages competition, as a country with a
socialistic market economy, the key objective of the government is to maintain a
substantial control of the whole economy. There is conflict in these two objectives and as
a consequence problems exist in the present Chinese corporate governance structure.

The economic reforms began in 1978 with the transformation and privatization of
the state owned enterprises. The Chinese government introduced the joint stock
corporation structure to the SOE and this transforms SOEs into limited liability
companies. It is hoped that by this transformation, the influence of the government will
be greatly reduced to enable the SOE to achieve a greater autonomy and hence improve
productivity and profitability. The Chinese Communist Party formally adopted such a
policy in their Fourteenth Party Congress held in 1993.% This is a watershed line in the
development of the Chinese market economy. The decision has a significant impact on
the property rights of the SOE and it gives direction to establishing corporations based on
the shareholding system.

China has a socialistic market economy. While market economy and competition

are introduced there are also the 'socialist' characteristics. Socialist characteristics mean

? For example La Porta et al. (1997, 1998, 1999) compare the corporate governance systems in both developed and
transitional economies; see Clacssens (1997) for evidence on the corporate governance system in the Czech and Slovak
Republics.



public ownership and state control, and state control means direct intervention. In the
process of corporatisation, most of the converted state owned corporations remain under
the control of the state and direct state intervention is unavoidable. On the other hand,
managers are given more autonomy to manage the state assets. The question of
monitoring the managers so as to ensure efficient operations has become an important
agenda in the government. A corporate governance system is therefore necessary and
becomes a relevant issue in the enterprise reform process. Although China has introduced
a corporate governance framework based on Western principles during the past decade,
the Western corporate governance structure does not cater for the unique socialistic
market economy, where there are significant government interventions.

This Chapter is organized as follows: Section 2 examines the Western system of
corporate governance. Section 3 presents a review of the development of the Chinese
corporate governance system and the problems inherent in it. Section 4 describes the

scope of the present study.

2. Corporate Governance
2.1.  Definition

From an economist's point of view, Williamson (1984) defines corporate
governance as the set of institutional arrangements to align the interests of management
and shareholders. Zingales (1998) defines corporate governance as the complete set of
constraints that shape the ex-post bargaining over the quasi-rent generated by a firm.

There are two conditions under which we need to impose a governance system. First the

} The third Plenum of the fourteenth Chinese Communist Party, November 1993 adopted the decision to establish a



firm can generate quasi-rents and second the quasi-rents are not perfectly allocated ex-
ante. Another feature is the incomplete initial contract. In the case of an incomplete
initial contract, since it cannot specify the allocation of the firm's surplus in every
possible contingency, there is room for bargaining. In the case of a firm, it is the
shareholders and the managers that bargain for this surplus. It is impossible for the
shareholders to negotiate with the manager for a complete contract for the distribution of
the surplus generated by the firm. Corporate governance is the set of constraints placed
on managers and shareholders as they negotiate for the distribution and to determine how
the values of the firms are to be allocated. In this respect, they do not just negotiate the
distribution of the present value of the firm; they are also concerned with the bargaining
and distribution of the future surplus value generated by the firm.*

Shleifer and Vishny (1997) define corporate governance as follows: it deals the
ways in which the suppliers of the finance to the corporations assure themselves of
getting a return on their investment. Essentially, governance mechanisms assure
investors receive an adequate return and motivate the managers to obtain the best returns
for investors. Sternberg (1998) argues that corporate governance is a way of ensuring
that actions are directed at achieving the corporate objectives established by the
shareholders.

The above views restrict the relationship between the shareholders and the
managers and do not take the other stakeholders of the tirms into consideration. 1here

are other interested parties and agents to the firms. These interested parties or the

socialist market economic system and called for a complete reform of the SOEs.
* See also Hart (1995). Hart argues that in cases where it is possible to write a complete contract, governance structure
does not matter.



stakeholders refer to groups of constituents who have a legitimate claim on the firm
(Maltby and Wilkinson 1998, Kelly et al. 1997). The stakeholders of a firm include
shareholders, creditors, managers and other claimants who supply capital as well as
others such as employees, suppliers, consumers and the govemment.’ When the
definition of corporate governance is enlarged to include stakeholders, John and Senbet
(1998) define corporate governance as the mechanism in which the stakeholders of a
corporation exercise control over corporate insiders and management such that their
interests are protected. Corporate governance therefore deals with the interests of
stakeholders (which include parties like labour unions, consumer interests etc).
Corporate governance in this context is the control mechanism for the efficient operation
of a corporation on behalf of the stakeholder.

The usual shareholder-manager relationships deal with issues like board of
directors, managerial incentives, take-over and corporate control. By taking all
stakeholders into consideration, corporate governance takes a broader view and
encompasses roles and responsibilities of the stakeholders and it also takes into account
social responsibilities. In this respect corporate governance also includes issues of social
responsibilities such as environmental matters, employment, social education etc. (Myron
et al. 1998).

From a more technical and practical aspect, corporate governance deals with the
system in which the companies operate. Cadbury (19Y2) describes corporale governaice

as a system by which a company is directed and controlled. The Organisation for the

$ The shareholder and manager relationship is among these relationships. A firm can be considered a nexus of contracts
(Alchian and Demsetz 1972), and Jensen and Meckling (1976) view the contract between sharcholders and managers as
one among this nexus of contracts.



Economic Co-operation and Development (OECD) has introduced a set of corporate
governance standards and guidelines. The standards and guidelines cover five major
areas: (1) the rights of shareholders, (2) the equitable treatment of shareholders, (3) the
role of stakeholders in corporate governance, (4) disclosure and transparency and (5)
board responsibility (OECD, 1999). A series of articles by La Porta et al. (1997, 1998,
and 1999) raise the important issue about the interaction of laws and finance and the role
of corporations in economic development. Their main argument is that when the legal
framework does not offer sufficient protection to the investors, the entrepreneurs are
forced to maintain a large ownership to align their interest with the other shareholders. In
this respect, issues on corporate governance cover the whole economic, legal, and

financial structure.

2.2.  Agency Problem

No matter which definition of corporate governance we refer to, the core issue of
corporate governance is the agency problem. Agency problems arise because of the
separation of ownership and control (Berle and Means, 1932). The primary reason for
having a corporate governance structure is to reduce the agency problem associated with
separation of ownership and control of a firm. In a public listed company there are a large
number of small shareholders. These shareholders, even if collectively they have the
ultimate control of the company, are too small and numerous to exercise day to day
control of the company. They delegate control to professional managers. Because of the

separation of ownership and control, there is always the danger of the managers of the



company acting in their own interest instead of the shareholders, and so they do not
necessarily maximize shareholder value.

Agency theory posits that there is a potential conflict of interest between the
shareholder (principal) and the management (agent). = Managers will pursue their
interests and these may not be congruent with the shareholders. Shleifer and Vishny
(1997) suggest that expropriation of shareholders by managers can take many forms
including building empires, enjoying perks, stealing and transferring money from the
firms, insider trading, inappropriate investment due to management incompetence and
management entrenchment. Jensen and Meckling (1976) define the expropriation as
agency costs.

Owing to the impossibility of writing a complete contract on the actions of the
manager, control of companies by the market force alone appears to fail as shareholdings
are dispersed and small shareholders have no incentive to control. To fulfil the gap,
government needs to encourage the implementation of corporate governance structures.
This 'encouragement’ links the form of legislation to cover the interests of all parties,

shareholders, managers, creditors and other stakeholders.

2.3.  Building Blocks of Corporate Governance

Agency theory and the corporate governance literature identify and propose an
array of devices such as executive compensation contracts, boards of directors’ control,
and the market for corporate control, which can be used by investors to protect their
investments from the self-interested motivations of managers. The western corporate

governance system operates through both internal and external mechanisms.



Internal governance refers to the functions of the board of directors and the
monitoring role of the external outside directors. The internal governance control
structure will act as check and balance mechanisms. The board of directors' control
ensures that management act in the interests of the shareholders, management are
selected on merit and replaced due to incompetence, and the checking of managerial
power and the design of incentive packages for the managers. As the directors of the
board are elected by the shareholders, they are obligated to represent the interests of the
shareholders in monitoring the management's actions. If the directors are not performing
their functions well, they can be replaced. Directors are also held liable for their actions
under the law. The Cadbury Report (1992) recommends that firms should adopt a model
code of governance practices and it stresses the importance of these internal control
mechanisms.

The external mechanism refers to the legal system, and the market for corporate
control and lender control. It depends on a comprehensive legal system to regulate the
activities of the companies. The legal system not only governs the activities of the
corporations, it prevents or reduces intervention activities from the government. An
established accounting system and audit mechanism is a characteristic of economies with
good governance practices. Financial disclosure requirement is mandatory and

independent auditors check and certify the reliability of the financial reports. The

laws and listing requirements regulate the activities of the licted

cuillpaiiy aiid sccuritics
companies. These rules and regulations ensure transparency, which allow the monitoring
of performance and management by investors. The rules are there to ensure an open and

fair system. All major and important managerial actions affecting the listed companies



and their investors are revealed to the public. The rules and regulations also define the
rights, interests and responsibilities of the owners and stakeholders of the firm.

The market for corporate control refers to corporate take-over activities.
Corporate take-over is a powerful mechanism to discipline management. Hart (1995)
argues that takeovers are potentially one of the most powerful mechanisms for bringing
improvement to corporate governance. An under-performing company or an under-
valued company can be a target for take-over. A raider takes over the under-performing
or under-valued company with the idea of improving its performance. This will increase
the value of the company. The raider cims to obtain the gain from the improved
management. The threat of take-over will make managers concentrate on maximizing the
value of the firm and in the event of managerial failure, bad managers will be replaced.

Borrowing by corporations in form of debts from the financial sector are
monitored and scrutinized by the lenders. Lender protection is also achieved by post
contractual means. First, the lender can use contractual means to protect their loans by
imposing restrictive covenants on the firms and their managers. These covenants will
restrict certain borrower actions until the debt is repaid. Second, the lender will require a
sufficient flow of information from the debtor. The debtor will, under certain contractual
arrangements, provide lenders with different forms of credit information reports. The
monitoring role of the lender provides an effective control. Jensen and Meckling (1976)

AMimn ~Armvnmnre meahlame and Arane
T e e B e I

emphasize e roie of flaucial conitacls dii Comin
attention to designing contracts in aligning the interest of the owner and the agent. The

threat of bankruptcy also provides a check on managerial action. Debts put constraints on
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the actions of managers. Managers will have to carefully evaluate their financial

decisions and actions before taking on debts to finance unprofitable investments.

3. Corporate Governance in China
3.1. Development

The Chinese enterprise reform began in 1978 and it has gone through several
stages. The main objective of the enterprise reform is to improve the SOE efficiency and
performance. Prior to 1978, the state maintained a very strong control over the activities
of t'he SOE. Everything is done under the central plan. Profits were remitted to the
government and deficits were covered by the state. In the second stage of reform
beginning from 1978, SOEs were given more autonomy and incentives. During this
stage, the profit retention and profit sharing schemes were introduced. These schemes
were later converted to the contract responsibility system. The responsibility system has
two major defects. First, the contract responsibility system encourages short term and
myopic behavior of managers. Second, China still maintains a planned economic system
under which the contract responsibility works. The Chinese government is well aware of
the inefficiency of a planned economy. Since early 1990, the government identified that
'unclear property rights' and 'lack of separation between government and the enterprises’
largely contribute to the inefficiency of the SOE system.

in the Third Ficuary sessivn of ic Tourtcenth Congress of the Chinese
Communist Party (CCP) Congress held in 1993, CCP for the first time called for

establishing a modem corporation process as a means to transforming and improving the

efficiency of the state owned enterprises. In the Fifteenth CCP Congress in 1997,
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enterprise reform continues to be the main theme and the Congress calls for continuous
reform and recognizes the need to establish a modemn corporate governance system.
Corporatisaton has become a means of reforming the state owned enterprises. In
transforming SOEs into modern corporations, it is intended to clarify the property rights
of the SOE by creating a separate entity. Privatized SOEs will be given the autonomy
and be solely responsible for their performances.

Ensuring that SOEs are effectively managed and controlled is therefore the
ultimate goal of the Chinese corporate governance reform. The Chinese economic
reform is a gradual process. The Chinese government implements a whole set of
economic laws and regulations associated with corporatisation process. Table 1.1

summarizes the major events of this process.

3.2. External Control Environment

In the Chinese planned economy, a corporate governance system is absent. Legal
or statutory rules are non-existent. With the economic reform in process in the past
decade, there is also an evolving process in setting up the system (see Table 1.1). A legal
framework of laws and regulations is established based on the model of a competitive
market adopting the Anglo-American system. The introduction of the Accounting Laws
in 1985, were based on the western methodology and concepts. Chow et al. (1995) cited
that the adoption of the accoumting staudaids in 1953 as a milestone in China's
accounting history. The Company Laws were introduced in 1993. The Securities Laws
were finally promulgated in December 1998 even though the trading of public listed

shares had begun in 1990. The introduction of the Central Banking and Commercial
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Banking Laws in banking reform is also part of this macro process. All these statutes and
laws therefore provide an initial framework for the legal environment.

While corporatisation establishes clearer property rights for the SOE, there is a
parallel restructuring in the government to reduce government influence and to separate
the government and the enterprises. This restructuring aims to reduce the administrative
influences of the central government. In 1998, a number of economic ministries were
abolished. These economic ministries used to serve as a tie between the industries and the
government and act as managerial supervisor to the SOEs. After the restructuring the
ministerial intervention from the government will be reduced and the central government

has also ordered that any administrative ties with SOEs be done at arm's length.

33. Internal Control Structure

Under the Chinese company laws, a listed firm has four levels of management
structure. These four management structures are namely the shareholders' meeting, the
board of directors, the supervisory committee, and the management (the managers). The
shareholders' meeting has the highest power and authority within the company. It will
elect and remove members of the board of directors and the supervisory committee,
approve (or otherwise) the company's budget and final accounts, and profit distribution.
The meeting also passes resolutions on the increase or decrease of capital, issuance of
bond and matters relating to mergers, acquisitions and liquidations. In general,
shareholder meetings are held annually and shareholders have one vote for one share

held.
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The directors are elected by the shareholders in the shareholders' meeting. The
laws also stipulate that the term of appointment of a director should not exceed three
years. A director may be re-elected for a further term upon the expiration of his term.
The laws do not stipulate the number of terms for election. The boards typically consist
of § to 19 directors. The chairman of the board shall be the legal representative of the
company.® The board of directors is accountable to the shareholders’ meeting. The
boards of directors have responsibilities including the execution of the shareholders’
resolutions in shareholders' meetings; appointing, removing and remunerating the general
managers and senior managers.

The function of the board of Chinese corporations is no different from their
western counterparts. Gu et al. (1999) analyse the agendas discussed in board meetings
using the questionnaires returned from 104 listed companies. They find that 40% of the
agenda is related to the major decisions of the companies such as investments, 34% are
related to the operating evaluation of the companies, 24% to personnel and other
operational matters including supervision, and the remaining 2% to other matters.

Apart from the board of directors, there is a supervisory committee.
Representatives of both the shareholders and the employee are required to sit on the
supervisory committee. The essence of the supervisory committee is to monitor the
activities of the board of directors. As a socialist country, employees of the company are
also allowed to monitor the company activities and the laws specify the importance of the
employee representation. The supervisory committee is the watchdog of the company

activities. As a matter of independence, directors and senior management staff are not

¢ The concept of legal person has a distinct meaning in China as he is supposed to represent the firm.
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allowed to act as supervisors. The minimum number of supervisors is three. The term of
office of a supervisor is three years and upon the expiration may be re-elected.
Supervisory committee members also attend the board of directors meetings as non-
voting members.

The general manager, chief financial officer and senior managers are appointed by
and they are responsible to the board. These managers have the day to day management
power in the company. As most of the listed companies are converted from the state
owned enterprises, most of the managers of the listed companies are directly transferred

from the original state owned enterprises.

4. Scope of the Present Study

Governance systems differ across countries. Monitoring mechanisms vary as a
function of ownership, structure of the corporation, role of the banking and finance
system, market structure and economic system. Each country applies a different set of
rules and structures. To examine the effectiveness of the corporate governance system in
China, first I examine the effect of different types of ownership and corporate control
mechanisms in monitoring and controlling managers so as to reduce agency costs. This
is the subject of Chapter 2. [ examine the relationship between agency costs and the
different governance mechanisms and ownership structure. The theoretical background
is that if the corporate control mechanisms are inefficient, there will be no relationship
between the corporate control mechanisms and agency costs. There will be no difference
in agency costs across firms with different ownership structures and different types of

control mechanisms.
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In Chapters 3 and 4, I examine the effectiveness of control mechanisms in terms
of setting managerial compensation and removal of ineffective managers. Similarly if
control mechanisms are effective, according to agency theory, better motivated managers
will be positively associated with firms with better performance. There will be higher
turnover associated with poor performing firms.

To conclude this study, I also examine the substitution and complementarity
effects of corporate control mechanisms (including ownership) in controlling firm
performance. [ examine the interaction of the control mechanisms and see how the
governance package can improve firm performance. This represents an extension of the
past research and in this particular circumstance; I use Chinese firm data for such

analysis. This is the subject for Chapter 5. Chapter 6 is the concluding chapter.
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Chapter 2

OWNERSHIP, GOVERNANCE MECHANISM AND AGENCY COSTS

1. Intreduction

It is now more than two decades since China first set about transforming its
moribund economy. The reforms have resulted in a tremendous growth in the economy
and have enabled China to rewrite her relations with the world’s major powers. One of
the key reform objectives was to revitalize the state swned enterprises (SOEs); these play
a very important role in the overall economy. It was hoped the reforms would enhance
the efficiency, governance, and profitability of the SOEs.

Privatization and corporatization are the key elements of the reform of SOEs.
Here, SOEs are transformed into corporations employing modern business practices.
There is also a change in the ownership structure. Instead of absolute government
control, state owned firms are privatized and shares are issued to the public including
local and foreign shareholders. Apart from the changes in ownership structure, the
Chinese government is also writing laws to govern commercial transactions and they are
advocating modern corporate governance systems. Such systems of laws, regulations,
and guidelines are based on international best practices and on Western-style corporate
governance systenis.

Despite corporatization and privatization, reform of SOEs is not as complete or as
successful as other aspects of the economic reforms. First, while government has given

up 100% state ownership, this does not mean government has given up its influence.
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Government still maintains a tight control and influence over the administrative and
economic affairs of the SOEs, even when its voting rights (formerly 100%) have been
diluted. Second, although ownership has changed, and direct government ownership
reduced, much of the ownership has been passed to legal persons. The legal person
shareholdings are mainly controlled by institutions whose ultimate owner is regional or
central government and their associated ministries. While direct government ownership
has been significantly reduced, the economic behavior of the legal person ownership
remains unclear. Some studies show that these legal person ownerships are more profit
orientated and hence improve the control and performance of these privatized firms,
while there are other studies that conclude otherwise. Thirdly, despite the introduction of
a modern corporate governance structure, the effectiveness of such a framework is
questionable. The Chinese legal system has lagged behind in supporting the governance
framework; for example, there is limited support given to the minority and individual
shareholder interests. In common law jurisdictions, the rights and interests of both the
supervisory bodies and shareholders are clearly spelt out and closely protected. In China,
however, the judiciary and legal system are relatively primitive and hence shareholder
interests are often ignored or otherwise abused.
This chapter gives particular emphasis to the agency problem. Due to unclear
ownership structures, Chinese firms have serious insider control problems which lead, in
........
(2002), this chapter aims to analyze the relation between agency costs, ownership, and
governance control mechanisms in Chinese listed firms; and provides a direct measure of

the extent of agency costs. This chapter makes two major contributions to the field. First,
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while previous studies focus on the relation between insider ownership and agency costs,
I investigate the identity of shareholders and establish the relations between agency costs
and the different types of owners. In China, the types of owner have important
implications for the objectives of firms and the behavior of managers. Second, I
incorporate governance control mechanisms into the analytical framework to gain a better
insight into the level of agency costs.

The remainder of this chapter is organized as follows. Section 2 briefly
introduces the agency problems, ownership profiles, and corporate governance structures
in China. Section 3 reviews the theoretical foundations and the literature and section 4
describe the data and sample collection method. Section 5 discusses the results, and

section 6 is the conclusion.

2. Institutional Environment
2.1. Agency Problems in China

There are serious agency problems in China and this stems, in part, from the
ownership structure of firms. Despite the privatization and corporatization of state owned
enterprises (SOEs), the Chinese government maintains a dominant position in the
economy. The central government attaches importance to the dominance of "public”
ownership, which they believe is the key element of a socialist market economy.
Consequently, even if SOEs are listed, only about one third of the ownership is in the
hands of individuals. The government maintains majority ownership of many listed SOEs

and plays a direct and active role in controlling their activities. Zhou and Wang (2000)
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argue that the root of SOE inefficiency is the high agency costs that result from an
obsolete state asset management system.”

In the process of corporatization, the Chinese government gradually converted
SOE:s into shareholding corporations. However, as the government remains the dominant
owner, SOE control typically remains in the hands of pre-corporatization managers.
Under the planned economy, SOE managers acted as agents to manage the corporations
according to government instructions. With the reform of the economy, the ownership of
corporations has shifted away from particular ministries or local governments, and is now
spread among different institutions and pubic individuals. These new owners have more
authority to manage their corporations, including the control of retained profit, which
formerly had to be remitted to the central government under the planned economy.

Ownership reform also altered the role of the government as the sole owner and
operator of the enterprises. The reforms extended managerial autonomy even if the
government remained the major shareholder. Nolan and Wang (1999) argue that Chinese
SOEs have evolved from being governed by state administrated plans to having
pluralized institutional ownership with de facto management control. Today, managers
run the newly privatized firms and they are motivated by personal gain and advancement.

In the process of economic liberalization, managers of SOEs are given more
autonomy. For example, through “expanding enterprise autonomy”, managers are
increasingly being given control rights over the income that is generated from assets,
although they have no formal rights to dispose of them. The agency problem in China is

potentially more serious than in the West because Chinese managers are not compensated

7 State asset management, a legacy of the planned economic system, is characterized by poor monitoring mechanisms
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according to performance (Qian 1995, 1996) and pay levels are relatively low. This gives
rise to managerial shirking and the increased potential for misappropriation of assets and
commercial bribery. Moreover, no clearly accountable representative of the state has both

the information and the incentive to monitor the performance of SOEs.

2.2. Ownership Structure

In China, the ownership of listed firms consists of state ownership, legal person
ownership, and public ownership. The ultimate owner of state shares is the State
Council. Legal person shareholdings comprise those of corporations and financial
institutions. There are restrictions on the transfer of state and legal person shares. Public
ownership comprises freely tradable shares that are mostly held by individuals. Shares
are also issued to foreign investors. On average, state, legal person, and public ownership
each account for about one third of the total shares in issue although there is considerable
variability across firms. The widely dispersed public shareholders have little influence
on the operations of listed firms because the state and the legal person shareholders often
own a majority of the shares. Despite the restrictions on the transfer of state and legal
person ownership, empirical studies have shown that different types of ownership

influence firm performances (Xu and Wang 1999; Qi et al. 2000).

2.3. Corporate Governance System
After the establishment of the stock exchanges in 1990 and 1991, the Chinese

government introduced a corporate governance system for listed firm that was based on

and an ineffective reward system for the SOEs’ managers (Zhou and Wang 2000).



21

those seen in developed economies such as the U.S. and the UK. Listed companies were
given full autonomy to manage themselves. Major decisions were to be made by the
board and ratified by the sharecholders. However, attempts to adopt Western-style
governance practices have been fraught with difficulty because of the lack of laws and
regulations to govern commercial activities. Additionally, institutional factors differ
between China and the West.® This has compounded the difficulties of implementing
modern governance practices in China. Tam (2000) argues that the development of
corporate governance systems in China has been too rapid.

The salient features of current governance systems in China are the dominant role
of the government in the economy, the restrictions on share ownership, the ineffectual
monitoring of management by shareholders, concentrated ownership, and the boards of
directors being dominated with inexperienced and related directors. Although there have
been improvements in each of these areas, they still represent significant impediments to
the full-scale adoption of capitalist practices. Rudimentary corporate governance
practices inhibit business growth and economi