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Study on Secure Authorized Management
of State — owned Enterprises

in Transition Period

Also on the integration of

creativity and control power

( Abstract)

After careful and prudent review of economic development in
western countries, Mr Douglass C. North, a renowned American ex-
pert on economic history, had reached a remarkable conclusion: in-
dustrial revolution and technical advancement, which are more often
than not viewed as the motivating factors for economic growth, are in-
deed the growth itself; it is economic institution, that is the system of

property rights, that constitutes the real impetus of economic growth.

I. History Review: a baffling circle

for state — owned enterprises

The first reform on state — owned enterprises began as early as
1957. The reform mainly focused on the delegation of management
power of enterprises previously belonging to the ministries of the cen-
tral government to local governments. However, the reform inevitably
fell into the baffling circle of " devitalization under the centralized
management, disorder while delegating the management authority, re-

taking the power when the enterprise in disorder" , which is in essence
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a circle of delegating and retaking of administrative power.

It is not until 1991 were we are clearly aware that the deficient
vitality of state — owned enterprises was not attributed to the problem of
inappropriate profit distribution between the state and enterprises, but
to their improper management mechanism. The solution is to transform
the management mechanism, and to establish market — oriented mod-
ern corporate system with clearly established ownership, well defined
power and responsibility, separation of enterprise from administration
and scientific management. However, in the enforcement of share
holding system, many problems with unique Chinese characteristics
cropped up, e.g. loss of state — owned assets, black box administra-
tion, false financial report of listed companies, fraud and collusion,
immoderate money collection from stock issuance, connected transac-
tion, and embezzlement of corporate assets by big shareholders, etc.
These problems discourage some people who firstly advocated the re-

form.

II. Logic Analysis; integration of

creativity and control power

Reform of many Chinese enterprises is basically following such a
logic sequence; enriching vitality — making profit ( external) — trans-
forming mechanism (internal ) — institutional innovation. And in re-
spect of the specific theory and measures of reform, the corresponding
process adopted is: expanding power — separation of power — " four —
self mechanism" ( responsible for their own management decisions,

profits and losses, independent development, self regulating — corpo-
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rate property rights).

In this sense, the thinking of reform is not set beforehand, but
accumulated in the steady process of exploring the new fields and sol-
ving the new problems appeared. The internal logic of reform just im-
pels and directs the progress of reform. In the constant process of dis-
covering and solving problems, we are getting nearer to conflicts of
deeper level and the crux of the problems.

Nevertheless, the reforms measures are usually not base on inte-
gral and systematic consideration, and thus most of the measures are
stop — gap and piecemeal ones, lacking integration of creativity and
control power.

Creativity is the source and foundation for the survival and devel-
opment of enterprises. Enterprise, in English, contains the meaning
of adventure and innovation. And control power is the guarantee for
steady growth of an enterprise. Karl Marx once pointed out that a sig-
nificant cause would never be attained in any places if without regula-
tion. Creativity and control power are of equal important to an enter-
prise, both of which are indispensable. They are the unity of oppo-
sites. They are opposite. The strengthening of control power will to
some extent weaken the creativity of an enterprise; and the encourage-
ment of creativity will cripple the conirol power. But the two are also
unified. In an enterprise with sound mechanism, complete system and
scientific management, the appropriate strengthening of control power
will ensure the orientation, effectiveness, sustainability of creativity;
and the creativity being brought into full play will help adjust the con-
trol power of the enterprise and adapt it to the changing situation. In

this respect, many transient enterprises serve as negative examples
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such as Giant, Sanzhu, and Idall. Their failures proved that an enter-
prise, if without creativity, or without corresponding control power for
its creativity, would inevitably go to its doom.

When surveying the reform project for state — owned enterprises
ever since 1949, we will find that, before and at the beginning of the
reform and opening up policy, the principal contradiction of state —
owned enterprise lied in excessive control power and centralized man-
agement. The enterprises at that time were lacking of vitality and own
decision — making power, and the creativity was stifled. The enter-
prise is, in essence, a factory. Since 1950s, the crux of the matter,
that is, to increase the vitality of enterprises, had been noticed at the
very beginning when the delegation measures were carried out. The
enterprise became more active. During those years, the delegation
measures were rather drastic. But the delegation was only limited to
the power transferring from the central government to local govern-
ments, which was fundamentally the measures adopted under the
planned economy. Since these measures didnt go as far as to touch a-
bout the independent decision — making power of enterprise and the
reform was not deepened as far as to reform the mechanism, the prob-
lem of excessive control power and deficient creativity of enterprises
basically remained unsolved. And whenever there was disorder, the
power was retaken in a hasty manner to maintain social and political
stability. The newly gained strength of enterprises died away.

After the carrying out the reform and opening up policy, the prin-
cipal contradiction of state — owned enterprise has been shifted to the
problem that the control power of enterprise gradually becomes weak-

ened, or even lost and the short — term actions prevail, though they
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have regain certain vitality and creativity. As a result, the problem of
considerable losses of state — owned assets became fierce. In the mid-
dle of 1980s, the successful reform in countryside provided priceless
experience for corporate reform. It was obvious that the vitality was
derived from impetus, and impetus was closely associated with people
and interest. Ever since then, all reform measures, including benefit
—to — tax shift, economic responsibility system, linking income to
performance, and contracting system, are all centered on interest —
shaping of enterprises. Once the enterprise has its own interest, it will
be highly motivated, and accordingly it will acquire vitality. The in-
ternal logic of reform is clear. Under the guidance of the theory of sep-
aration of ownership and management rights, state — owned enterprises
have experienced unprecedented growth and the vitality and creativity
of enterprises have been greatly enhanced. However, an external in-
terest = shaping, the lack of property right as the base for the interest
of management personnel, generated a number of new abnormal phe-
nomena, and the short —term actions and diminishing of control power
are just the cases in point. People became more and more aware that
the internal interest mechanism, as well as the external interest — sha-
ping, is essential. Based on this concept, considerable efforts have
been made such as the transformation of operational mechanism, ad-
vancing of " four ~ self mechanism" , and the trial and popularization
of share holding system in an aim to resume the role of " company" of
state — owned enterprises through establishing clearly defined owner-
ship. It is generally accepted that only company possesscs the self —
regulating functions and achieves the integration of creativity and con-

trol power.
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It is a breathtaking leap to shift from state — owned enterprises to
" corporate system with Chinese characteristics". In order to achieve
this goal, we, first of all, have to clarify certain misleading concept

and theories.

ITII. Root Analysis; fossilized concept
and misleading theory

As the mainstay theory at home and abroad suggests, the reform
strategy of China is a kind of gradually reforming strategy, different

from the " shock therapy" and " big bang" adopted in East Europe.

From the authors point of view, it is a vivid description to sum up the

merits of the reform strategy as " gradual in speed" , but this summary
can be misleading in theory in the future for it doesnt go to the es-
sence of the matter. As a matter of fact, " gradual in speed" is only
the form of reform, not the essence. The reform in East Europe and
the former Soviet Union before 1989 under the socialist system was al-
so "gradual in speed” , and the same went to the reform in former Yu-
goslavia, Hungary, and Poland in its initial stage. Though the reform
had been carried out in those countries for over ten or even twenty
years, the basic frame of old system had never been touched. Conse-
quently, those states met economic crisis in 1980s and ended in eco-
nomic and political collapse. In view of this, economists such as Kor-
nai advocated "shock therapy”. From the point of view of logic, it is
absurd and illogical to attribute the failure of reform in East Europe to

" gradual in speed" and contribute the success in China to " gradual in
gr P g

speed” .
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Since state — owned economic factor occupies a dominant position
in key industries and infrastructure, the slow ~ moving state ~ owned
economy reform and the stagnant state departments reform will lead to
the coexistence of dual systems and result in the state with many con-
flicts and flaws, or even trigger a series of economic, social and politi-
cal problems. It is a waste of opportunity to carry out the reform in a
gradual step for a long time. It is high time that we took strong and
earnest measures to reform the state — owned enterprise. The goal of
reform is clear: to resume the role of " corporation” of state — owned
enterprises and to rebuild the corporate system. And the essential
points here are the breakthrough in concept and the selection of a
practical and rational road. According to the author, the " internal

" reform of mecha-

force" is not sufficient enough to push forward the
nism" for there can hardly be any breakthrough if without external
force.

Theoretical circle has made considerable effort to explore the so-
lution to the state — enterprises reform, the big headache, and many
schools of different theories have been come into being, such as the
theory on narrowing the distribution of state — owned assets, market
theory, property right theory, government theory, and manager theo-
ry, etc.

Advocate for theory on narrowing the distribution of state — owned
assets holds that we shall narrow the distribution scope of state —
owned assets and focus on the management of key sections of state —
owned assets with best entrepreneurs and financial strength. The best
efficiency will only come from narrowing the scope.

However, the matter is not as simple as merely "selling" , espe-
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cially when the capital factor is taken into account.

Advocate for market theory holds that market competition will af-
fect the principal — agent relation and will positively affect the efficacy
of enterprises. However, market force is far from enough, and even
market itself is in the way of constant rectification and improvement.

Property right determinist holds that the problem of efficiency in
the principal - agent relation mainly lies in property right system and
the state — owned enterprise will resume its vitality once the property
right is clearly established. Some even believe that the problem will
definitely be solved as soon as the shareholding system is implemen-
ted.

The author agrees that the modern shareholding system based on
clearly established property rights is the ideal solution and goal to the
reform of state — owned enterprises. The problem is how to establish
the property rights clearly. The existing shareholding system has been
proved a failure in the stock exchange market. Though the sharehold-
ing system has been implemented in the state — owned enterprises and
the shares have been listed in form, its nature has not changed since it
still remains to be the only controlling shareholder, and the holders of
state — owned shares are still not the personified people. What’s the
worse, grave loss of state — owned assets and " insider control" prevail
for the diminishing of control power. And this is what we shall avoid.
The reform of option, yearly — salary system, shareholding by employ-
ees, corporate governance will be fruitless until the above — mentioned
fundamental problem has been solved for they are only superficial.
And this well accounts for the overrun of problems of existing share-

holding systems.



