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Foreword

An international symposium “Corporate Governance Reform: China and
East Asia” was held in November 1 —2, 2001 under the organization of the
Chinese Center for Corporate Governance (CCCG) of the Institute of World
Economics and Politics, Chinese Academy of Social Sciences. Attending were
more than 60 representatives from the official, business and academic circles of
China, Hong Kong, the United States, Australia, the Philippines and
Malaysia. The participants made an in-depth exploration into six themes,
including “Corporate Governance of Banks and Securities Companies”, “Roles
of Board of Directors in Corporate Governance”, “Roles of Independent
Directors”, “Legal Environment of Corporate Governance”, “Accounting
System and Information Disclosure” and “Corporate Governance Reform ™ .
More than 30 representatives submitted papers with 18 presentations on the
conference. We have screened the papers and hereby published them. We hold
that the symposium has played a positive role of disseminating and promoting
the reform of corporate governance structure in China and East Asia.

Corporate governance is the most important organizational framework of
modern corporate system and a system for managing and controlling
corporations. It has not only provided for the responsibilities and functions and
powers of participants in a ocorporation, such as board of directors,
management, shareholders and other parties of interest but also clarified the
rules and procedures in policy decision making. The core of corporate
governance is the agency relationship. The objective of corporate governance 1s
to lower agency cost so that owners do not interfere in the routine operations
of a corporation and ensure that the management serves the purpose of

maximizing the interests of shareholders and the corporation as a whole.
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Corporate governance is a new concept even in a weil developed market
economy. Since the 1990s, under the direct impact of economic globalization,
corporate governance has received increasing attention from people of all
quarters in all countries, forming a global tide, which is the result of the
concerted action by the following factors: First, the rise of institutional
investors. Over the past two decades, fundamental changes have taken place
in the structure of the capital market in the United States. The proportion of
assets in the total assets of the corporate sector held by institutional investors
(including pension funds, mutual funds and insurance fund) rose from 12.4%
in 1970 to 48% in 1997. The trend of corporatization and institutionalization
of shareholders has changed fundamentally the high dispersion of shareholders
in such developed economies as Britain and the United States, transforming it
from “manager capitalism” to “investor capitalism”. It is hard for institutional
investors to “vote with their feet”. Instead, they often make long-term
investment as strategic investors. Such changes in the ownership structure
require the restoration of the power of the owners so that they are directly
concerned about corporate governance.

Second, economic globalization and liberalization have exerted increasing
pressure on enterprises in their competition, thus giving way to a transnational
acquisition drive in the 1980s and 1990s, when a lot of hostile acquisition,
leverage purchasing and reorganizations appeared. The voices of shareholders
and parties of interest in companies have been rising higher and higher,
demanding sound corporate governance in order to better protect their own
interests.

Third, the high remuneration of management personnel has aroused
discontent. From the perspective of investors, the level and composition of
remuneration of senior management staff of a company may well tell the
effectiveness of the corporate governance of a company. In recent years,
discontent about the daily rising high remuneration of management personnel
has become widespread, especially when the remuneration is not always tied to
the profitability of a company. Kathy Luxton of the US Investors

Responsibility Center came out with a research report on the remuneration of
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1141 corporate presidents from 1500 large corporations, which finds that the
composition of the remuneration of US corporate presidents has changed
significantly thanks to the pressure of institutional investors, that is, a big
part of it are stocks or stock options.

Fourth, the cases of corruption, scandal and bankruptcy have increased,
which also constitute an important factor that has aroused the widespread
attention of the international community.

The international corporate governance drive started in Britain. In the
1980s, many British noted companies went bankrupt, arousing discussions on
corporate governance and yielding the best corporate governance principles
formulated by a number of committees. The earliest corporate governance
principles were contained in the Cadbury Report on “Financial Aspects of
Corporate Governance”, compiled under the leadership of Sir Adrian Cadbury
and published in December 1992 by the Cadbury Committee on the Financial
Aspects of Corporate Governance together with the London Stock Exchange.
The report put forward the best practice for the board of directors. Following
the Cadbury Report, many countries, international organizations,
intermediary organizations and trade associations and companies all formulated
their own corporate governance principles. The most influential and the most
widely adopted are OECD Principles of Corporate Governance. To make the
principles adopted globally, OECD has organized round-table conferences in
Asia, Latin America and Russia every year to enter into dialogs on the
application of corporate governance in all these countries and regions. Other
international organizations have also actively promoted the corporate
governance drive. The World Bank and OECD cooperated in establishing a
Gmobal Corporate Governance Forum in 1999 to push the reform of corporate
governance in both developed and developing countries.

Corporate governance belongs to the institutional area, subjecting to the
influence of history, culture, politics, economy and law of each country and
that is why there are different models of corporate governance. In recent
years, there have been heated disputes on “one size fits all” in the

international community . The answer is clear. There is no perfect corporate
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governance model in the world. In practice, all governance models are facing
new challenges. The UK and US, which is noted for the external regulation
model, have begun to doubt the effectiveness of monitoring entirely by relying
on the market and turned inward to companies themselves, demanding that
independent directors display the role of more effective internal oversight.
Japan and Germany, representing the internal control model, have begun to
pay attention to the effective role of such market factors as capital market in
corporate governance; Southeastern Asian countries and regions, representing
the family model, have begun to borrow the successful experience of good
corporate governance and to carry out reforms, including the institutional
construction such as formulating laws and regulations, corporate governance
standards, stressing the quality and oversight of corporate information
disclosure, introduction of the independent director system and the
strengthening of the protection of medium-sized and small shareholders.
Although there is not a fixed model for good corporate governance
structure, there are some factors shared in common as from the perspective of
the practice of corporate development and investors. They include ()
accountability and responsibility, such as strengthening the functions of the
board of directors, enhancing the integrity and industriousness of directors;
ensuring the effective monitcring of the management by the board of directors
and the establishment of a sound performance assessment and incentive
restriction mechanism; (2) fairness, which refers to fair treatment to
shareholders, who should get effective compensation for the losses they
sustain. At the same time, the corporate governance structure should assure
the legitimate rights of parties of interest (creditors, employees, suppliers and
customers) in the company; (3) transparency. A strong and effective
information disclosure system is the typical feature of a company subject to
market regulation and the key for shareholders to exercise the voting right.
Information disclosure is also a useful tool to influence the corporate behavior
and protect the interests of investors. A strong and effective information
disclosure system is useful in attracting capital and maintain its confidence in

the capital market. Good corporate governance structure requires the adoption
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of high quality accounting standards-International Accounting Principle in
information disclosure so that information of different economies can be
compared. Good corporate governance structure demands reliable information
auditing in order to ensure the truthfulness and accuracy of the information
disclosed. The internal audit committee should be formed by independent
directors.

At the turn of the century, the globalization of corporate governance is
forging ahead wave upon wave. All economies, developed or developing,
regard corporate governance as a necessary means to improve investment
environment and strengthen the economic foundation. In order to maintain
competitiveness in the changing world, a company must make constant
innovations and change its governance mechanism to meet the new market
demand.

Against this background, the conference is of particular significance.
After the East Asian financial crisis in 1997, it is widely held that the deep
cause for the crisis lies in the fragility of the corporate governance structure,
which mainly manifests itself in the relative concentration of ownership,
expropriation of the interests of small shareholders by large shareholders, the
lack of integrity and accountability and responsibility on the part of the board
of directors, inadequate information disclosure and incomplete laws and
regulations on corporate governance.

In China, the main problem in corporate governance structure is the
overconcentration of equity structure, with too big a state-owned equity and
serious expropriation of small shareholders by controlling shareholders. A large
amount of state equity and corporate shares are not circulatable, making it
difficult to form a market of corporate control. In the meanwhile, the state
equity control is not clear, reducing the state equity in form only, thus leading
to serious insider control.

We must be fully aware of the urgency and difficulty in the reform of the
governance structure in China and Southeast Asian countries. With the
progress of economic globalization, all countries will further open their own

markets and their internal financial markets will fuse entirely into the
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internaticnal market. In such prospects, it seems more pressing to build and improve
corporate governance according to international standards. After China’ s accession
to the WTO, China is facing, to a large extent, institutional competition and
competition in the efficiency of corporate governance structure. Without a
sound corporate governance structure, domestic enterprises would lose to its
rivals first in raising funds from the international capital market and would
find it harder to compete on the product market.

As a think-tank for the state, we are willing to make our contributions to
raising the level of corporate governance and at the same time welcome all our
colleagues to join us. Special gratitude should go to the Center for
International Private Enterprise, (CIPE) and the Ford Foundation for their
generous contributions to the international symposium. Our heart-felt thanks
should also go to Chinese and foreign corporate governance experts and
scholars, government officials and entrepreneurs for their active participation
and support. Lastly, I would also like to thank the Economic Management
Publishing House, especially to Mr. Shen Zhiyu, Vice-Eidtor-General,
Mr. Yang Shiwei, Editor-in-Chief and Mr. Tan Wei, editor for their far-

sight and patience that have enabled us to enjoy such achievements.

Dr. Tong LU
Professor and Director of Chinese Center for Corporate Governance,
Institute of World Economics and Politics,

Chinese Academy of Social Sciences
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