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ABSTRACT
ON CORPORATE GOVERNANCE

The state-owned enterprises ( SOEs ) reform in China is in fact the
reform of SOEs’ governance and management, and establishing modem
enterprise system refers to establishing complete and standard corporate
governance structure and scientific management system. It is an urgent
problem to be solved in the reform of SOEs that the corporate governance
structure needs to be standardized. As a result, the research on corporate
governance is of great important both in theory and in practice.

The problem of corporate governance has always been an important
and hot topic on which Chinese and foreign specialist, governmental poli-
cy-makers and entrepreneurs have been working to find the best solution.
The theoretical depth and range of this problem and the complexity in
practice bring great trouble to those specialists. Corporate governance in-
volves not only the allocation of property right, but also the establishment
of the intemal govemance structure, the asymmetry of inside and outside
information, the portion of human resources, the equilibrium of capital

market, the application of the theory of stakeholder model and the differ-
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ent social, political, economic and cultural backgrounds in differemt
countries, and so on.

This book includes nine parts:

Part one, introduction: topic, concept and methodology. In this
part, I briefly reviewed the history of China’ s SOEs reform and the devel-
opment of China’ s corporation system, and clarified the motive and the
realistic meaning to the study of this topic. Meanwhile, I explained the
basic meaning of the topic—corporate governance in detail and showed my
own attitude towards the study and the practice of the economic theory.

Part two, the separation of ownership from managerial authority: the
principal-agent approach. I studied the essence of corporation, the sepa-
ration of ownership from managenial authority, the emergency of the prin-
cipal-agent approach comprehensively, sysiematically and deeply, with
the application of Marxist property right view and the reference of the the-
oretical instruments of the western New-institutional school. I also ana-
lyzed the influence of transaction cost, uncertainty, information asymme-
try over the principal-agent system, and used models to analyze the inter-
nal relations between trustors and agents, risk and incentive .

Part three, the corporate govemance structure: power and balance.
I gave a detailed description about a standard corporate governance struc-
ture, which involves the rights and obligations, responsibility and function
of stockholders, the general meeting, directors, the board of directors,
the supervisory board.

Part four, the independence of the board and managerial intemal
control: analysis of the model. I used the models to analyze the phe-
nomenon and mechanism of the abuse of power by corporate elites in depth
and in essence.

Part five, the role of institutional investors on corporate governance :
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outside mechanism. In this part, I discussed the objectives of institutional
investors, and their pressure, motive, willingness and ways when involv-
ing in the governance activities.

Part six, the capital market: functions and drawbacks. I clarified
the function of capital market on corporate governance, and discussed
mainly the function of takeover on govemance, the principal strategy, the
gain and the loss.

Part seven, the theory of stakeholder model: the multi-objectives of
corporation. The main body of this part is the theory of stakeholder mod-
el, the common stakeholders include investors, suppliers, customers,
creditors, employees and govemmental departments.

Part eight, the typical governance model in foreign countries: com-
parison and reference. In this part, [ introduced the Anglo-American cor-
porate governance and the German or Japanese govemance structures, we
could benefit from those experiences.

Part nine, the current situation of the govemance of SOEs: problems
and solutions. I described the basic situation of the SOEs’ govemance,
pointed out the drawbacks of the SOEs governance, and clarified my view
on “the ahsence of ownership” and “the phenomenon of intemal control”
and the establishment of incentive mechanism to managerial elites in
SOEs.

The new points of the book involve: first, putting forward a view of
corporate comprehensive govemance and establishing its rough theoretical
framework . I hold that we should not only establish a standard and effi-
cient governance structure inside a corporation, but also create a outside
system that would help to perfect the internal governance of a corporation,
including the participation of institutional investors, the capital market

and the stakeholders. This viewpoint is in contrast with other views, such
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as “theory of property right” and “theory of competition” . Second, learn-
ing selectively from westem property right theories, new-institutional
school, information economics, utility function model, corporate laws,
game theory, public choice theory, capital market theory, theory of
stakeholder model and so on.

The basic viewpoints of corporate comprehensive govemance theory
are summarized as follows:

Firstly, clanfying the structure of ownership, establishing and per-
fecting normal intemal corporate governance systern.

I have a clear-cut stand that China’ s SOEs reforms are actually the
SOEs governance reform and management reform. The establishment of
modem enterprise institution is to set up and perfect the corporation gov-
emance system and the necessary management mechanism. The current
sttuation of the up-to-date SOEs governance structure is still pale and
weak. It is urgent for us to take effective measures to solve the problem
theoretically and practically.

Corporations are contractual networks which are composed of insiders
and outsiders. There having existed the transaction cost, the information
asymmetry and uncertainty, the corporation forms must be the optimal
ones and the best solutions should be varied. It can be proved that the
Anglo-Amenican corporate form and the German or Japanese govemance
structures are both successful. According to the Coase Theorem, without
transaction cost, a firm can choose any forms that are the best ones. But
it is impossible that there exists no transaction cost , among the various
corporations, there are some kinds of forms that should be the most prof-
itable ones. I conclude that whether private ownership, or public owner-
ship, or mixed ownership, all the corporations could be in the most prof-
itable state. Buchanan told us that if the efficiency could be guaranteed.
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either public ownership or private ownership could enter any fields.
Therefore, I argue that we should not enclose ourselves with the property
right arrangements or the ownership structure, and we should insist that
the efficiency is the key principle. Comrade DengXiaoPing defined the
criterion of whether is good or bad, he held on his own views that every-
thing is good, provided it is good for the development of social productive
forces, provided it is good for the enhancement of comprehensive national
power, provided it is good for the improvement of the living conditions of
ordinary people. As mentioned above, I focus on that the normal and sci-
entific corporate governance system should gear to the different types of
property right arrangements, that is to say, we could establish different
patterns of corporation governance structure based on the different types of
ownership structure. In order to seek truth from facts, when we are re-
searching the corporate governance system, above all, we should free our-
selves from old and wrong ideas.

To establish effective corporate govemnance system, we should strictly
obey China’s “Corporation Law” and “Security Law”, and observe Chi-
na’s “Accounting Principles” and “Financial General Provisions” and
international practice. We must set up the “separation-check and bal-
ance” corporate govemnance structure which is made up of the general
meeting and the board of directors and the supervisory board. In addition,
we should strengthen the construction of the party’s committee and the la-
bor union and the congress of workers and staff. I firmly support that their
roles in the govemance should be improved gearing to the specific and
complicated national conditions in China.

The underlying problem of corporate governance as recognized by tra-
ditional scholars tracing back from the present day via Berle and Means
and Marshall to Karl. Marx and Adam Smith lie with the separation of
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beneficial ownership and executive decision-making in the joint-stock
company . The separation gives rise to the problems of incentive incompat-
ibility, information asymmetry, and liability disproportionality between the
managers and the corporation owners. As a consequence, the abuse of
power by corporate elites may become a principal and serious problem to
corporate governance. Because of excess power in the hands of senior
management, some of whom abuse this in the service of their own self-in-
terest. The result is damaging for the state, for the SOEs, for the people,
for the shareholders, for the industrial system, and for society as whole. I
argue that we could take the institutional restraints on managerial behav-
ior—as provided by elected non-executive director, the audit process, the
threat of takeover to prevent the state-owned assets and corporation assets
from being used in ways dictated by the managenal interest.

Secondly, developing market mechanism, cultivating independent
market entities, forming a extenal competitive circumstance, and estab-
lishing the corporate governance system coordinated by internal and exter-
nal power.

The capital market is an important corporate governance mechanism
which is from the outside. The capital market forces the corporate senior
managers to make decision with regard to the current share price, or else
risk a heightened threat of hostile takeover. The threat of hostile takeover
could promote the board of directors to strengthen the monitoring of the
management, and to spur the managerial personnel on to greater effort to
maximize the well-being of the corporation’ s shareholders. Therefore, the
capital market could be seen as one of providing an environment in which
shareholders and managers are encouraged to share long term performance
horizons .

The major growth in institutional shareholders is mainly the growth in
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investment funds in China. There is an increasing emphasis on the need
for institutional shareholders to play an active role in the governance of
companies. However, there exists the contradiction among the objectives
of institutions and their willingness and ability actively to govem corpora-
tion. The ultimate beneficiaries of institutional funds and fund managers
responsible for the investment of those funds may act to emphasize short
term profits, but the corporate governance issues are the longer term
things. There are many qualified people of high level professional knowl-
edge and ability in the institutions in China. I argue that the authorities
concerned and the department concemed and the experts concemed should
seek for reasonable ways to encourage these people of extraordinary ability
of the institutions to intervene in corporation govermance matters.

Thirdly, setting up a broad concept of corporate governance .

The most fundamental challenge to the principle of “Capital hire la-
bor’ comes from the theory of the stakeholder model of the corporation
which is also the supplement to the principal-agent approach. Actually,
the central proposition at the heart of the stakeholder approach is that the
purpose or the objective function of the corporation should be defined
more widely than the maximization of shareholder welfare alone. In partic-
ular it holds that there should be some explicit recognition of the well-be-
ing of other groups having a long tenm association with the corporation.
These groups are usually taken to include suppliers, customers, banks,
government departments, and, particularly, employees.

In the German and Japanese governance systems, there appears to be
agreement to the views that corporate goals should be defined more widely
than shareholders profits.

Finally, leaming selectively from the excellent pattems of corporate

governance in foreign countries.



