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Abstract

This paper reviews the theoretical and empirical corporate governance literature in China,
concentrating on relationships between ownership, board characteristics and firm performance. In
addition, we explore the recent floatation of non-tradable shares and relationship contracting
(Guanxi), which are two unique corporate governance issues in China. Overall, the understanding of
the key driving forces of firm organizational structure, corporate governance practices, and
performance remains largely inconclusive and we make recommendations for future research
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I. Introduction

The economic reform initiated in 1978 has
launched a dynamic economic growth in China in
the past three decades. The remarkable economic
growth has made China the second-largest economy
in the world after the US in 2011 (World Bank,
2012). To improve the economic productivity and
efficiency, China has dramatically changed many
areas of its economy. Corporate governance, being
a major aspect of corporate reform, was targeted as
a very visible component of the program.

Recent global financial crisis and corporate
scandals around the world has stimulated more
interest in corporate governance. Work of Shleifer
and Vishny's (1997) has been regarded as the first
major attempt to consolidate the key theoretical
influences and starts with the premise that cotgora
governance is the mechanism by which suppliers of
finance can assure themselves of a return on their
investment. In China, corporate governance is
considered as the set of rules and practices
regulating relationships among participants in a
post-traditional Chinese business enterprise which
governs decision making within that enterprise.
Although post-traditional enterprises are no longer
as tightly controlled by the state as they onceewer
most studies pay more attention to the three pgimar

3 A post-traditional enterprise is an enterprise hano
longer tightly controlled by the state through the
traditional planning system.
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types of firm in China: state-owned enterprises
(SOEs); , publicly listed companies, and privately
controlled firms. In this paper, we review the
growing literature on corporate governance issues
in China. We critique papers that mainly focus on
Chinese markets, and other works that help to
clarify the issue in a broader context. Our survey
identifies a range of mixed results in many arefas o
empirical analysis. Moosa et al. (2011) suggest tha
empirical studies in China suffer from a lack of
robustness in the methodological approach adopted.
The authors suggest a tendency to select models
that provide the “best” outcomes in terms of result
This leads to inconsistencies in findings.

This paper is motivated by the burgeoning
literature on Chinese corporate governance and the
necessity to summarise and compare the alternative
findings across the range of governance issués. It
further motivated to provide directions for future
research in the specific context of China as well a
the potential to contribute more broadly to the
corporate  governance literature.  Corporate
governance studies on China show that the
combination of ownership concentration dominated
by the state, state controlled financial systemalle
system and unique business culture fundamentally
distinguishes the Chinese corporate governance
system from those in the rest of world. The main
findings of this paper can be summarised into a
number of issues. Like other Asian countries,
ownership concentration is a common way to
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minimise agency problems with state ownership
remaining a strong feature in China. In addition,
free market mergers and acquisitions are not
common in China unless they are engineered by the
state, especially before the floatation of non-
tradable shares in 2005. These circumstances
further subdue the function and participation of
other investors, such as financial institutions and
other domestic institutional investors. Other
corporate governance mechanisms, such as board of
directors and board of supervisors in general have
limited effectiveness. The current Chinese legal
system does not offer good protection to investors
and effective enforcements of investor rights, \whic

in turn is conducive to the cultivation of personal
ties or related parties transactions (referred 40 a
guanx).

This paper is organised as follows: Section Il
surveys the findings of corporate governance
research on China under a number of traditional
headings. Section Il reviews some specific feaure
of Chinese corporate governance while Section IV
presents the conclusions.

I1. Chinese Corporate Governance
Studies

Researchers have generally classified corporate
governance into two major types of research
categories: internal and external governance of
businesses (Denis & McConnell, 2003; Gillan,
2006). Internal governance research focuses on the
companies characteristics, such as features of
boards of directors, ownership and control, and
managerial incentive mechanisms. External
governance, on the other hand, investigates issues
related to the external market and government
policies and regulations (Gillan, 2006). Denis and
McConnell (2003) provide a comprehensive
summary of these two types of corporate
governance research, and posit that there are two
major generations of research. The first generation
focused on internal governance mechanisms, and
aim to investigate whether information of the board
of directors, executive compensation and ownership
structure affect firm performance in individual
countries. The second generation, began with the
work of La Porta et al. (1998), pay more attention
to the influence of external forces, such as market
and legal and regulatory issues, on the structude a
effectiveness of corporate governance around the
world.

Corporate governance research in China
mainly focuses on listed firms due to the data
availability, and these studies can be summaries
into two main streams. The first can be defined as
qualitative studies which include surveys and
interviews of the descriptive of practices and
recommend policies, including Clarke (2003; 2006)
and Allen et al (2005 ;2007). The second can be
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defined as quantitative research, which mainly
explores the relationship between the quality of
corporate governance and firm performance, with a
particular focus on the growing number of listed
firms (Xu & Wang, 1999; Dahya et al., 2003;

Hovey et al., 2003; Firth et al., 2006; Fan et al.,
2007; Gul et al., 2010).

A. Ownership Structure and Firm
Performance

The relation between ownership structure and firm
performance in China has been well documented
(Xu and Wang, 1999; Hovey et al., 2003; Bai et al.,

2004; Wei et al, 2005), because in theory

ownership structure is a key determinant of

corporate governance (Shleifer & Vishny, 1997; La

Porta et al., 1998). Among these empirical difféeren

methodologies and data samples were used to
answer different questions, either directly or

indirectly examine whether and in what pattern

ownership structure impacts on firm performance in

China.

i: State Ownership

In terms of state ownership, most studies find that
the state still controls a significant number sidd
companies in China even after three decades of
economic reform (Claessens & Fan, 2002; Li &
Naughon, 2007; Gul et al., 2010). In addition, the
majority of public companies in China fall within
the category of having a controlling shareholder.
International literature shows that governance
problems vary significantly between companies
with and without a controlling shareholder (La
Porta et al., 1999; Claessens & Fan, 2002, Bebchuk
and Weisbach, 2010). If a controlling shareholder i
observed, the fundamental governance problem will
be the interest conflicts between minority
shareholders and minority shareholder instead of
professional managers and public shareholders.

For the studies in China, most studies argue
state ownership has negative impact on firm
performance, implying the further reduction of stat
ownership (Xu & Wang, 1999; Bai et al., 2004).
Other studies, however, Tian (2001) reports that th
relation is not linear: there is a negative relagtuip
when state ownership is small, with improving
performance when state ownership is large. Wei et
al. (2005) also find a non-linear relation between
state ownership and firm performance, but one that
is significantly convex. Their findings suggestttha
when governments privatise SOEs, conflicts of
interest among different block shareholders can
weaken a firm's value Recently, Chen et al. (2009)
argue that the relationship between performance
and state ownership varies because different types
of state ownership have different management and
monitoring effectiveness. They divide state
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ownership into three sub-categories: firms
controlled by the State Asset Management Bureau
(SAMB), SOEs affiliated to central government,
and SOEs affiliated to the local government. The
empirical results show that firms perform best when
directly controlled by central government and
perform worse if controlled by the SAMB. One
possible explanation is the virtual absence of
incentives and management skills of the SAMB and
their officials.

The empirical findings of other studies find
that privatization is not the only way to improvet
performance of SOEs in China. Groves et al. (1995)
and Li (1997) argue that the introduction of the
managerial incentive contract system has improved
the productivity of SOEs in China. Aviation et al.
(2005) conclude that corporatization alone can
significantly improve SOE performance, therefore,
privatization is not the only means of improving
performance. Such mixed findings lead to the
question of how Chinese SOEs can best improve
their performance. Unfortunately, to date the
answer on this question remains inconclusive.

ii: Institutional Ownership

Domestic institutions also play an active rolehe t
Chinese corporate governance system. Domestic
institutional shares, normally called legal person
shares, can be classified into two types: statal leg
person shares and legal person shares. State legal
person shares are shares held by other state-owned
institutions or enterprises, and legal person share
are shares held by non-state-owned institutions or
enterprises. Most previous studies have treated
these two types of ownership as the same.
However, we argue that legal person shareholders
are more concerned with the financial performance
of the companies. Moreover, directors representing
legal person shareholders tend to have more
experience in industry than directors from state
shareholders. Compared to other minority
individual shareholders, legal person shareholders
are more likely to attend board meetings to express
their true opinions. The majority of previous sesli

of the Chinese market have found that holdings by
legal persons are positively related to firm
performance (Xu & Wang, 1999;Hovey et al.,
2003;). Wei et al. (2005) and Hovey (2005) also
identify a positive relation between institutional
ownership and firm value, but this relation is non-
linear, and suggests the optimal level of legal
person ownership is in the range of 3.8-32.1%.

iii: Foreign Ownership

Theoretically, firms with significant foreign
ownership are associated with higher market
valuation and better governance rules that
encourage appropriate behavior of insiders.
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Evidence to support this can be drawn from both
developing and developed economies (Andrade et
al., 2001; Girma et al., 2007). The influence of
foreign investors is also evident in the “bonding
theory” explanation of why firms from emerging
markets cross-list on developed market exchanges.
Listing on strictly regulated foreign markets can
enhance investor protection, and reduce the agency
cost of firms (Stulz, 1999; Doidge et al., 2004htN

all listed firms in China are cross-listed. Baiagt
(2004) and Wei et al. (2005) conclude that foreign
ownership is significantly positively related torfi
value in China. Li et al. (2009) identify that fism
with foreign investment are more productive than
firms that are entirely domestic owned in China.
However, only equity owned by foreign firms has a
positive impact, and not investment from foreign
institutions, banks or individuals. When a major
foreign firm invests, the productivity incremeninca
be attributed to active trading with the rest ofrldp
technology transfer, advanced managerial skills and
products.

w: Tradable A Shares and Other
Ownership

The empirical evidence on tradable A shares is
mixed. Xu and Wang (1999) could not find a strong
relationship between firm performance and tradable
A shares, suggesting that privatisation of SOEs
needs to be re-examined. However, the data on
which they based their study is from the period
1993-1995, and their findings perhaps can also be
attributed to the immature market, the
supermajority of state ownership and the
undeveloped legal environment at that time. In
addition, tradable A shares account for
approximately one third of the total shares
outstanding, yet most private holdings are very
small, with only a very few being greater than 1%
(Wang et al., 2004). Consequently, it is difficidt
individual shareholders to play an important rale i
monitoring the firms’ business operations.
Recently, Hovey (2005) finds a positive relation
between percentages of tradable A shares and firm
performance, however, the relationship was not
found to be significant. Therefore, determining how
the influence of individual investors might be
improved is an area for potential future resealtch.

is worth noting that family businesses have been
growing rapidly and making significant economic
contributions to the Chinese economy, even though
they are disadvantaged in terms of financing and
other policy restrictions ( Allen et al., 2005).
However, the research on Chinese family
businesses is very limited mainly due to data
availability even though more family firms are
being listed on the stock exchanges. But it is tfair
say that publicly listed family firms are not typlc
representatives of family firms in China.
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Besides state, legal person, foreign and tradable
A shares, a typical listed firm in China also issue
employee shares and management shares. However,
few studies mention the influence of these types of
shares, because normally they only account for a
very small proportion of the total shares
outstanding or only a small number of companies
have such shares. Wei et al. (2005) find that
management and employee shares only represent
0.015% and 1.75% of total shares in their sample
firms, respectively. While these levels appear low,
they could represent a significant amount of the
wealth of the individuals concerned. This presents
research opportunities to examine the incentive
effects.

v: Concentrated Ownership

The ownership structure of Chinese public
companies is highly concentrated and the top 10
shareholders of Chinese companies are normally
state, state legal persons or legal persons. This
highly concentrated ownership structure is
prevalent in China for several reasons. Firsthat t
initial stage of stock market formation, the state
was reluctant to hand over control to the private
sector, and therefore retained a substantial portio
of controlling shareholdings. Second, weak legal
protection of shareholder rights and poor
enforcement of such rights are also considere@to b
major causes of ownership concentration in China,
consistent with the argument proposed by La Porta
et al. (1999) that countries with poor investor
protection typically exhibit more concentrated
control of firms..

Empirically, most prior studies have found that
firm performance or market valuation of publicly
listed firms is positively related to the level of
ownership concentration, suggesting that block
shareholders can monitor a firm's business
activities more effectively in China (Xu & Wang,
1999; Cheung et al., 2008). Bai et al. (2004) daaw
similar conclusion even though a U-shaped relation
has been found to exist between market valuation
and the proportion of shares held by the largest
shareholder. Hovey et al. (2003), on the other hand
have not been able to confirm the impact of
ownership concentration on market performance. A
possible explanation for this apparently uncertain
relationship is that a typical Chinese public
company is highly concentrated, and the market
does not discern between firms based on ownership
concentration. Recently, Ma et al. (2010) idenéfy
positive linear relation between ownership
concentration and firm value in their research. In
addition, they find that the ownership concentratio
of tradable A shares has more significant
explanatory power on firm performance than does
total ownership concentration. The highest levéls o
firm performance are evident when a firm is
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characterized by both total ownership concentration
and tradable ownership concentration.

vi: Financial Institutions

The findings drawn from the international literatur
on the role governance plays in financial
institutions are mixed. On the one hand, reseascher
argue that financial institution investors can solv
or minimise the agency problem via active
monitoring (Shleifer & Vishny, 1986; Noe, 2002).
On the other hand, David and Kochhar (1996) and
Webb et al. (2003) conclude that financial
institutions are generally passive shareholderd, an
play a limited role in corporate governance. The
role of financial institutions in China has attextt
little attention from researchers, partly becaunssy t
have not exerted a significant impact becauseef th
size of investment. Banks and insurance companies
are not allowed to actively participate in the &toc
market, therefore, only mutual funds and securities
companies can invest in the stock market without
any policy restriction.

Mutual funds and securities companies tend not
to be active investors in China for several reasons
First, the size of investment by mutual funds and
securities companies is very small. The average siz
of the ownership controlled by these two types of
institutions is around 0.9% (Yuan et al., 2009)jtso
is unlikely that they can play an effective role.
Second, the high concentration of state and legal
person ownership limits the influence of financial
institution investors, because the agency probkem i
dominated by the conflict between controlling
shareholders and minority shareholders (La Porta et
al., 1999; Claessens & Fan, 2002; Bebchuk &
Weisbach, 2010). Third, the weak legal system and
inadequate disclosure of financial information are
detrimental to the function of financial institutio
investors (Yuan et al., 2009). However, Yuan et al.
(2008) identify that mutual fund ownership has a
positive effect on firm performance, suggesting tha
the corporate governance reform policies have
encouraged the active participation of financial
institution investors in the Chinese market.
Furthermore, it has been anticipated that the voice
of financial institution investors would grow loude
since the program of gradual flotation of non-
tradeable shares was launched in 2005.

B. Board Characteristics

Issues related to board characteristics have been
well documented. The major responsibilities of the
board are to hire, fire, monitor and compensate
management, and ensure that shareholders’ wealth
is maximised (Fama & Jensen, 1983). Traditionally,
corporate board research globally has primarily
focused on the relationship to board size (Yermack,
1996; Bhagat & Black, 2002), management
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compensation(Core et al., 1999; Martin & Thomas,
2005) , board composition (Rosenstein & Wyatt,
1990; Bhagat & Black, 2002), the separation of
CEO and Chairperson (Bhagat & Black, 2002), and
firm performance and other matters, such as CEO
turnover and takeover activity. Hermalin and
Weisbach (2003) and Adams et al. (2010) provide a
comprehensive review of this area.

i: Board of Directors/Supervisors

In China, it is common that politicians and state-
controlling owners occupy the majority of board
seats in state-controlled firms. Chen et al. (2002)
have found that around 80% of directors on Chinese
boards are closely connected to the government or
government agencies, and only a few are
professionals. The likelihood of finding a director
representing minority shareholders is very small,
which is consistent with the climate of poor
investor protection in China (Allen et al., 2005).
Fan et al. (2007) have identified that state-
controlled firms are often associated with polifica
connected CEOs and ineffective boards of
directors. Furthermore, in China, firms with
politically connected CEOs are more likely to
appoint other bureaucrats to the board.

Chen et al. (2006) identified that of the
existence of external directors can significant
reduce the firm's possibility to engage in fraud—a
finding consistent with the international literagur
In addition they argue that firms with a combined
CEO/Chair are associated with more instances of
fraud. However, Li and Naughton (2007) argue that
board size and board composition do not impact on
firm performance. If this is so, it may be a
consequence of the launch of new policies and rules
in the Chinese stock market in recent years which
detail the regulations covering board independence
for all public firms in China. The introduction of
the requirement for greater board independence has
increased proportion of independent directors in
many companies. Therefore, board size and board
composition are have lost their explanatory power
to firm performance. An alternative explanation
could be that these factors are endogenous and so
do not have explanatory potential (Harris & Raviv,
2008; Hermalin & Weisbach, 2003). Clarke (2006)
also questions the efficiency of external direciars
China on the basis that board function is unclear
and their role as external directors is not well
defined. Huwang and Kim (2009) argue that social
ties need to be considered when assessing the
independence of directors. Thus, studies thatatili
the traditional definition of independent directors
could be challenged, becaugpianxi (personal
relationship) still plays an important role in
business practices in China, and directorship
appointments are typically based on these personal
networks (see section IlIB below gaianxj.
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Another interesting issue related to company
boards in China is the role of the supervisory doar
Chinese listed companies adopt a two-tier board
structure: a board of directors and a board of
supervisors. The board of supervisors of a listed
firm, ranking above the directors, is usually
comprised either of officials selected from
government agencies, party officials or executives
from parent companies. The board of supervisors is
expected to play an important role in reducing
agency costs, especially in relation to corporate
malpractices, which were common in China in the
1990s, such as illegal insider trading, maniputatio
and corporate fraud (Xiao et al., 2000; Zhou &
Wang, 2000). However, researchers have to date
paid little attention to the board of supervisors,
because they are regarded as ineffective (Tam
1999). Dahya et al. (2003) question the usefulness
of the supervisory board and suggest further
improvement of its independence and enforcement
of its functions. Clarke (2006) also states that th
board of supervisors has been unable to fulfil its
monitoring role because it has no significant power
to monitor daily business operations or appoint
senior management. Therefore, how to improve the
effectiveness of the board of supervisors in Clgnes
companies is a further challenge facing policy
makers and academics.

tii: CEO Turnover

The relation between executive turnover and firm
performance has been the focus of a large body of
literature because this is an important measure of
the quality of the corporate governance systems of
firms. International studies, Kaplan (1994) and
Franks and Mayer (2001) found that ownership
structure and type do not explain CEO turnover.
Volpin (2002), on the other hand, conclude that
managerial ownership weakens the relationship
between CEO turnover and firm performance,
implying that managerial ownership might increase
the likelihood of entrenchment. Other international
studies have found that CEO turnover is negatively
related to firm performance when controlling
shareholders exist, but the relation is weak if the
controlling shareholders are also top executives
(Volpin, 2002; Brunello et al., 2003)

In China, state ownership is prevalent, and
there is high concentration in listed firms.
Therefore, studies are more likely to investigate t
relationship among ownership structure, firm
performance, and executive turnover. Groves et al.
(1995) cannot find a significant relation between
managerial turnover and labour productivity. Firth
et al. (2006) observe a significant negative
relationship between managerial turnover and firm
profitability; however, no significant performance
improvement was found after the change in
management.
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Chi and Wang (2009) have demonstrated that
CEO turnover is significantly inversely related to
firm performance, but that this relation is weak if
firms are controlled by the state, which is comsist
with the international evidence (Volpin, 2002;
Brunello et al.,, 2003). Conyon and He (2008)
further confirm that the sensitivity of firm
performance to the impact of CEO turnover is
greater if firms are privately controlled, have a
majority shareholder, or have a greater proportion
of independent directors on the board. The adoption
of modern corporate governance practices also
enhances the connection between turnover and
performance, which confirms the findings of
Aivazian et al. (2005). Chang and Wong (2009)
investigate the turnover—performance relation from
a different angle by dividing sample firms intodes
and profit-making firms. Shareholders are more
likely to remove CEOs in loss-making firms with a
subsequent improvement in performance. Profit-
making firms are less likely to remove CEOs but do
not exhibit improved performance.

In short, the results of the aforementioned
studies suggest that a further decrease of state
ownership is necessary in China. Companies
controlled by the private sector are more likely to
strengthen  the  performance—turnover link.
However, the process of decision making around
CEO turnover and appointment remains unclear,
and thus requires further study.

I11. Specific Corporate Governance
Issues in China

Corporate governance is a country sensitive issue,
because each particular corporate governance
system stems from each country’s unique historical,
social and commercial environment (Tam, 1999).
The unique features of the Chinese corporate
governance system primarily include a highly
concentrated ownership structure; state and legal
person investors; and a weak legal system (Allen et
al., 2005; Hovey & Naughton, 2007; Fan et al.,
2007). It is evident that investors’ interests ao¢
being well protected, and firm value will likely
dissipate under these conditions. How to solveethes
problems thus becomes one of the most challenging
tasks facing policy makers in China.

A: Reform of Non-Tradable Shares

The limitations of non-tradable shares have been
well documented (Hovey et al., 2003; Clarke, 2006;
Li et al., 2009). Market liquidity is severely
impeded when state and legal person shares cannot
be traded on the stock market due to trading
restrictions, which has significantly reduced marke
liquidity and became a major obstacle to market
efficiency. The Chinese authorities previouslydrie

to resolve this problem, in 1999 and 2001.
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However, these attempts did not receive a positive
market reaction as they were not attractive to
tradeable shareholders. In 2005, a third attempt wa
introduced for the gradual floatation of non-
tradeable shares for all listed companies. Each
company was required to provide a compensation
package for existing tradable shareholders
comprising flexible combinations of cash, warrants
and bonus shares. While all state and legal person
shares are now technically tradeable, there are
restrictions in place for several more years on the
qguantity that can be traded. This ongoing reform
will have an extensive long run impact on the
investment community and financial system in
China. The overall trading evidence shows that the
original non-tradeable shareholders gradually
reduce their shareholdings but still retain control
through the creation of a dispersed ownership
structure. There is also mounting evidence that
mutual funds are becoming more active and
increasing their holdings in listed firms, although
their total holdings remain small to date (Yuan et
al., 2008).

To float non-tradeable shares has been an
important step in terms of market development, one
which will ensure that Chinese markets are more
aligned with international practice and can
potentially improve standards of corporate
governance. Theoretically, all shares can now be
freely traded since the sector reforms. However, an
interesting question for future research concerns
whether previous non-tradeable shareholders will
sell their shares, and what the potential market
reaction might be. If state ownership declines
dramatically, we can also ask how the participation
of non-state shareholders in relation to monitoring
can be increased.

B: Guanxi

Firms conduct business with each other through
contracting. These contracts can be formal in that
they rely on the capacity of the legal system or
relational in the sense that the strength of person
ties forms the basis of enforcement. Relationship
contracting can be observed to be particularly
strong in economics where contracting law and its
enforcement is inadequate or where there exists a
high probability that the courts will err in their
judgement. It is therefore reasonable to assunte tha
relationship contracting is more prevalent in
emerging or transitional economies.

Recently, the importance of legal protection for
creditors and minority shareholders has been
emphasised by financial researchers, suggesting
that in an environment where the formal
institutional  constraints are weak, informal
institutional constraints such as personal business
relationships may play an important role in
economic transactions, and hence generate a more
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significant impact on firm performance (La Porta et
al., 1997, 1999, 2000). The management literature,
on the other hand, suggests that the greater the
environmental uncertainty, the more likely it Wk

that firms rely on managerial ties when entering
exchange relationships (Pfeffer & Salancik, 1978;
Powell, 1990). Hermalin et al (2013) conclude that
personal ties and relational contracting are
significant variables in a weak legal system.

The Chinese form of personal business
relationships, referred to aguanxj has been
established as the norm throughout the period of
rapid economic growth in China and East Asia.
Peng and Luo (2000) find that managers’ business
networks can improve overall firm performance in
China by using survey data. In additiorguanxi
with government officials is more important than
with managers at other firms because scarce
resources are normally controlled by these official
Tsang (1998) argues thaguanxi creates a
sustainable competitive advantage for firms, and
that theguanxibased system is more reliable than
the formal contract system under conditions of
progress coupled with uncertainty. Studies of Park
and Luo (2001) and Zhou et al. (2007) have found
similar evidence overall.Quanxiis important for
Chinese firms to explore business opportunities in
international markets (Zhou et al., 2007). However,
Gu et al. (2008) and Li et al. (2008) identifie@tth
the relation betweeguanxiand performance is less
definitive when market competition is intensive.

The negative aspects of personal business
relationships are also worth considering. Anderson
and Sandy (2005) argue that close relationships
with suppliers or customers, while a popular
business strategy, can be vulnerable to decline and
destruction. Fan (2002) claims thgtanxiis an
ethical issue, with the potential to bring benefis
individuals at the expense of firms and at a broade
levelbe detrimental to the economy. Chen et al.
(2004) demonstrate that employees will view
management as less trustworthy if human resource
management decisions are based primarily on
guanxi Gu et al. (2008) state thguanxican be
seen as a major liability, for receiversgpfanxiare
obliged to return favours in future to maintain the
relationship. Damage can emerge if the obligation
becomes no longer affordable, and negatively
affects business relationships. Moreovguanxi
based relationships have been found to be closely
related to corruption, nepotism, bribery and fraud
China (Yang, 1994).

There is no doubt thaguanxi plays an
important role in the Chinese corporate governance
system. However, a number of issues still need to
be clarified in relation to corporate governance.
Potential future research questions include: How
can the cost of cultivating and maintainigganxi
be quantified? Does market movement reflect the
power ofguanxicultivated by managers or firms?
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What are the negative impacts gfianxi on firm
operations?

IV. Conclusion

This paper has surveyed the corporate governance
literature in China in the context of recent higtor
within which an increasing private sector has led
economic growth and where the state has reduced
its overall ownership and control of formally state
owned enterprises, from which we can draw the
following conclusions:

1. It is widely believed that privately controlled
firms are superior to SOEs in terms of
productivity and efficiency. However, the
empirical evidence from China is mixed. Not
all studies identify a negative relationship
between state ownership and firm performance.
Furthermore, evidence suggests that firm
performance can be improved through
incentive contracting and corporate governance
reform. In general, non-state-ownership, such
as institutional ownership and foreign
ownership, has a positive impact on firm
performance. Ownership concentration is
generally found to have a positive influence on
firm performance. As with many studies of
ownership, issues of non-linearity make
understanding this relationship difficult.

2. Boards of Chinese companies tend to have
strong representation of political appointees
and state shareholder representatives. There is
little evidence to support the effectiveness of
independent directors. The literature also
questions the issue of “true” independence in
China.  Therefore, it is no surprise that
minority shareholders are not well protected in
this context. Chinese public companies are also
required to have a board of supervisors;
however, these boards are widely regarded as
ineffective.

3. Consistent with the international literature,
privately controlled firms are more likely to
strengthen the link between performance and
CEO turnover in China.

4. Non-tradable shares were a unique
characteristic of the Chinese corporate
governance system. Since recognising their
limitations, the government has eased the
restrictions of the non-tradeable shares trading
since 2005 to improve the overall quality of
corporate governance in China. However, the
long-term impact of these reforms on the
capital market remains to be investigated.

5. Turning to guanxj it is an ancient concept
embedded in Chinese economic activities, and
studies in general confirm that it has a positive
impact on firm performance. However, the
negative aspects giuanxihave also been well
documented. The quality of the legal system is

@
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a crucial determining factor in explaining the

prevalence of personal relationship contracting.

Since the 1978 reforms, corporate governance
reform and related issues have become major
research topics in China. Although the relation
between state ownership and firm performance is
not conclusive, firms controlled by non-state
investors are more likely to comply with
international practices and be associated wittebett
quality corporate governance. However, further
research is required to enhance understandingeof th
Chinese corporate governance system. What is the
optimal ownership structure of a typical Chinese
company? Is state ownership all bad? What is the
impact of the growing share of ownership held by
mutual funds and securities companies? How can
the effectiveness of boards of directors and
supervisors be improved? How can a more market-
orientated reward and recruitment system be
established? How can the long-term impact of non-
tradeable share reform be measured? Is it possible
to quantify the costs and negative consequences of
guanxi?
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