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Abstract

Corporate governance necessarily results from the separation of
modern enterprises’ ownership from its management. An enterprise’

ownership and control structures determine its corporate governance
pattern. The nature of China’ s reform and the diverse forms of ownership
among Chinese enterprises have unavoidably led to corporate governance
in that country, which has experienced various stages — original stage,
primary stage and transitional stage. Currently, corporate governance in
China, which 1s at the transitional stage, exhibits five major forms.
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China’s economic system reform has provided the background for
that country’s corporate governance. It's a result of the Chinese
enterprises’ continuous learning. It 1s also a choice for the purpose of
getting adapted in an environment where the system of planning gradually
faded away but the new system of a market economy was still in formation.
After China’s gaining access to the World Trade Organization, and
particularly due to the Chinese Communist Party’s 16% congress,
corporate governance should become the necessary method to enhance the
Chinese enterprises’ competitive advantage. Given the momentum of
China’s economic development, corporate governance in that country
should focus on catching up with the pace of the global economy.
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3. Artificial Person Control-based Corporate Governance
4. Corporate Governance of Joint-Ventures
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Introduction

After China’s gaining access to the World Trade Organization, and
particularly due to the implications of the Chinese Communist Party’ s 161
congress, Chinese economy faces a more open environment. As all aspects
should converge with the world system, China’s economic reform should
land in a new stage. In this important era, to improve corporate governance
is not only the demand of all kinds of companies in their efforts of
enhancing theirs competence in the market but also the requirement for
China to smoothly complete its economic reform. We thus believe that it 1s
necessary and beneficial to briefly review corporate governance in China
and, based on that, offer a foresight of corporate governance in that country.
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Corporate Governance:
A Problem with International Implications

Corporate governance is a controlling and managing system of modern enterprises within
the frame of their basic ownership structure. Since the 1990s, the problem of corporate
governance began to arouse global attention. Today, it becomes a global problem. The study
of corporate governance among China’ s scholars started in the 1990s. As the establishment
of a modern corporate system was claimed to be the focus of state-owned enterprises’ reform,

corporate governance becomes more and more important.

What is corporate governance?

Companies with a modern system separate their ownership and management.
Shareholders who own a company could not control its management while the management
responsible for the company’s daily operations does not work totally according to the
shareholders’ interests. Ownership’ s separation from operation conflicts with the rule of
maximizing shareholders’ wvalues. At the same time, considering one’s own benefits,
powerful shareholders are likely to harm small shareholders.
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Corporate governance has thus become a real problem. In the narrow sense, based on the

shareholder-value perspective, corporate governance is an internal set of rules and
systems which are used to decide and adjust the relationship between a company’s

shareholders and management. In the broad sense, based on the stakeholder-society

perspective, corporate governance emphasizes the coordination of the benefits of the
company and all the involved parties(such as shareholder, loaner, supplier, employee,
government, community) by a set of formal or informal, internal or external system.

Although government is already not the traditional body of corporate governance, certain
recent evolutions in the west such as the scandals of Enron and WorldCom convince us that

government regulation should be taken into account in the framework of corporate

governance

The explanation of Aoki is not from the prospective of regulation. Instead, he sees corporate governance from the aspect of game theory. He

argues that corporate combined domain (that connecting organization and financial transaction) consists of three groups that strategically
interactive(there might have other party involved under certain circumstances): investors who provides the capital, workers as the specialized assets
of the investing organization, and managers that are authorized to leverage financial capital and human resources when it is impossible to sign a
contract. The managers are concerned with their own interests, such as income, promotion, position related consumption and other compensation. The
manager side mentioned above is focal player. Corporate governance is a self-implementation mechanism reflecting the strategic interaction among
the composing groups (Aoki, 2001)
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Corporate Governance in China:
A Process Full of Difficulties

1. Corporate Governance Among State-controlled Enterprises
The Original Stage (Before the End of 1978)
The Primary Stage (1979-1992)
The Transitional Stage (1992-2002)
Converging Stage (2002 - )
2. Corporate Governance in Family Business
3. Artificial Person Control-based Corporate Governance
4. Corporate Governance of Joint-Ventures
5. Transitional Corporate Governance
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Now, China is at the stage when a traditional planning economy with some legacy of a
self-sufficient economy is being gradually transformed into a modern market economy.

After twenty years’ efforts of reform, the economic system in China has changed
significantly, i.e., the ownership structure is fundamentally transformed. State-owned,

collective-owned, individual-owned, private-owned, foreign-owned and joint ventures and
other kinds of economic players co-exist and co-develop (see table 1).
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Figure 1. Distribution of Variously Owned Economies in
China’ s Total Industrial Production
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Through various kinds of reformative measures, the management system of state-owned
enterprises has been primarily adjusted. The market system has come into play various
economic sectors such as commercial trade, resources allocation. The prices of various
production elements began to be adjusted due to the effects of market supply and demand
(see table 2). From the viewpoint of the economic system reform, a basic conclusion can be
reached — China has become a pre-market economy country.
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Figure 2. The Evolution of Market in China
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1. Corporate Governance Among State-controlled Enterprises

The Original Stage (Before the End of 1978)
The Primary Stage (1979-1992)

The Transitional Stage (1992-2002)
Converging Stage (2002 - )

Table 1: Four Stages of China’s Economic System Reform and
Corporate Governance of China’s State—owned Enterprises

e W

P IR Y, T

1911 - 2002

11



= o Tizew Foeficarn b= o e T haractberishes [="
Fe=xuc=d Coapesratbs Gooreraimrese ok
State=——rarzed Enilexrpaises
Tadsaral EFaefitae Statbte decided the procdbactiosr plan, | Coaporate play as e aole
Staee 1=37= arvd confimared the resomnares . [=" o e rrnreErd s
oo, o operatorn
n=hts., Sure, o corpeorabe
Forrerraruee stoachare hoess
- Farixrasyys Tihe Sad pleErnary mrechns of the 11th | Corpeorahe Ar s =AveTL
= tagze 1= Corress o decided o brars £ its fioemas o= rmbor maskhdts . A1l Jarneds
_ o the ecoxrontys developarerd. LAfbhery | of i panrges = w=thearn e
125 e  aree=hre. a  Seriles o refbarn | 1 radl. Bat oo recessars
reasuire abont corpeorates errgerarer | stbactboa syvshbere
arc e pmat dxrhe =dFE ot
I 1952 the= 14t ocorngress o hhnuese The = Iit= =
Coarmraaizost Faxis A aide=d, e speortsibility- relabhcarshap
dirvechor [=" e = b St S T swshbaxm | heocormre clesar Scocoorxdinges
nnmciddwoml| 153502 arnsfoorn = o establish e socaalisan | b e 1l=car, oo peoaake
Stoe R rmErhet ecocavorroys i China I 1555, drwle pe= rwle o e rEHeE,
= e 14" SO M of CHIHME=SE arud AT ET=1 1Y
OO I EATTHIES T o T E=Sa R B o respeorsiilites- o it=
broaldirie= vip rraeedesr s ooxpeoratbe systbern | peaoBts arud ==
1= the baasfioorn brerned of state—orared Coverrnruerdt e loxy=ax
enleErprises . 1xthexfieres O rakoa ot
In 15257 the 1=" OO eSS of | ooxpoxa b
CHIMNEZE ORI EIITIE T PG T
ad v ated o carrss thwooa=h the fioarnial
masdermnicorpeoraie sywestherry
T e p=. I | =] 1ESH = e 1 =t [Pt s P = | Eaxrrerxge vty e =lchal
i = _ FHIMNFEFPEFE COoRIRIITELE T PO T 7 ==t LT

b1 & rve=er tmoeset, that 1is e devrelop =
e rall ShHacokF arye soecietyr at the s aore
Hrre, decided o refiorrn e s ystern o

the s tmte—rarred assetbs " ananase et

Tabl= 1: Foar Stages of T lona™s Eooro e S ywiherm E aefoarn ard
Coaxpeotrabs Govverrmaree o o bra Ts S tate—orarred Exdexprisaes

N B

prranmi Y. ¢

1911 - 2002

12



j? EES

g Tsinghisa Liniwersily

Main problems of corporate governance in the state-controlled
enterprises include:
(1) stock structure 1s not reasonable
(2) Restriction system is invalid.
(3) Incentive system becomes invalid.
All these characteristics of the corporate governance of China’s state-

owned enterprises governance lead to inefficient production and operation
(Figure 3).

productivity of state owned industry company and some scaled non-state-
owned industry company in 2000 (person/Yuan.annual)
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Figure 3: Productivity of State-owned Non-state-owned Industrial Companies
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2. Corporate Governance in Family Business

Characteristics in the corporate governance of family businesses include :

(1) few persons take control.

(2) Property right and operation right integrate. The restriction for the
management 1s not the main problem.

(3) The control right of the business has direct impact on the
governance system.
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The power structure of family business is the result of its internal financing
or limited financing approach during its initiative period (Table 2)

Honfinanmal | othess

Self firarcing | Bank | institation

loan | fivancing
Less ThanJyears | 924 27 |22 27
3 - 5 years 2.1 35 |0 44
6 - 10 years 5.0 63 [15 32
dhove 10 years 7] 51 |39 13
Total “average’ | 905 40 |25 28

Table 2 Finanemg et of Provate Exderpnses i Clona

Source: Neil Gregory (2000). China’s emerging private enterprise: prospects for the new century. Washington:

International Finance Corporation.
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3. Artificial Person Control-based Corporate Governance

Characteristics of corporate governance in artificial person controlled
companies include:

(1) Ownership relatively concentrates.
(2) Valid internal governance system.
(3) Emphasis on incentives to the management.
(4) Corporate control exists in market.
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4. Corporate Governance of Joint-Ventures

There are some unique aspects in corporate governance of joint-
ventures. And these aspects derive from joint-ventures’ special
proprietorship structure.

Among them, the decorative position of the board of directors is the
most outstanding characteristic.

17

1911 - 2002



— @) n¥r%

Tsinghisa Liniwersily

5. Transitional Corporate Governance

There are two main Kinds of companies whose corporate governance
is transitional. One kind of companies includes the four asset management
corporation (AMC). The other kind includes the initiative companies that
are supported by the venture capital. Among them, high technology
companies become the majority.
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Basic conclusion: corporate governance in China has taken place in a
backdrop of economic system reform. It results from the Chinese
enterprises’ continuous learning. Beside, it 1s choice to adapt in the
environment where a planning system 1s changed into the new and still
forming market system (Table 3).

stahe corpctEche arhficial sinno-foreizn | barsibon
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Table 3. Five types of corporation governance in China
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From Evolution to Progress:
A Foresight of Corporate Governance in China

. Defining the Government’ s Role

. Diversifying Shareholding

. Opening the Capital Market, Fostering the Institutional Investor
. Improving the Function of Board of Directors,

Forming Effective Incentive and Restriction Mechanism

. Involving Creditor in Corporate Governance

Building New Bank-Company Relationship
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Conclusion

Since the last 20 years of the last century, the economic system
reform of China and corporate governance producing from the reform
are a gradually progressing process. It is an optimizing behavior in the
original system. The re-tracking has not completed, in other words, the
integration has just begun. Therefore, I will classify it as the evolution
category instead of the progress category, although the evolution is the
prerequisite of the progress. Another important reason of saying so still
lies in that after China’ s entry into the World Trade Organization and
especially after 16th Congress of the Chinese Communist Party, the
economic system reform of China is moving to a new stage. The closer
to the moment of truth of the reform, the rougher the problem is, and the
sharper the contradiction is.
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In fact, any inside or external governance and regulation, which come from
organization, cannot explain the complexity of the corporate governance. It is
obvious that they are not the whole methods of solving problems of the
corporate governance. Only by really self-conscious running according to the
market rule and handling affairs according to the international traditional
principle, we will have the probability to win in the competition. Both the
government and enterprises should understand that the self-regulation and trust
of the commitment should become a prerequisite of the solving problem of the
corporate governance rather than a moral base discussion at any time. The
corporate governance 1s a wisdom trial for corporations and the government.
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