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Legal Deterrence: The Foundation of Corporate

Governance—Evidence from China

To evaluate the Chinese government’s recent marketrientated efforts to
promote good corporate governance, this paper condts a re-examination of the
working mechanics for market competition and othermarket-based governance
mechanisms to ensure good corporate governance. Theding is that the utility
of market mechanisms may have been overstated. Nonly are they not effective
in disciplining serious one-off managerial misbehawur which offers managers
more gains than losses, even their limited value @iscourage such misbehaviour
as managerial shirking is also conditioned upon auscessful curb on one-off
misbehaviour. On the contrary, the importance of deerrence from legal liability
may have been underestimated. Sufficient legal detence is the only effective
way to curtail one-off managerial misbehaviour whit is highly detrimental to
corporate success. In addition, by deterring such rsbehaviour, it provides for
the condition upon which market mechanisms may furtton properly to
discourage managerial shirking. In light of this, &gal deterrence can be said
fundamental to good corporate governance. Current xperience of corporate
governance from China conforms to this finding andpoor corporate governance
in China is better explained by the lack of credib¢ legal deterrence. This being
so, the top priority for China is to strengthen le@l sanction in order to rein in
excessive misappropriation and flagrant fraud. Onlyonce this has been done will

the efforts to undertake market-orientated reform yield the sought results.
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A. Introduction

After an initial period of mania, the stock markeiChina faces the challenge of how

to survive. Notwithstanding the fact that GDP inir@@hhas increased by more than



9% on average every year since 20Qgth the share indexes of Shanghai and
Shenzhen Stock Exchange and the total value ofe@hadpitalisation have lost more
than half” Among the 70 million plus registered stock investa number which
China took no more than ten years to reach, ab@i 7Tad sold out their investments
and withdrawn from the market®Before 2001, every year more than 100 companies
on average conducted initial public offering (IP&)d were listed, but the number has
substantially decreased after 2001 and in 2005 dBWity virtually stopped.The
government’s policy to reform medium and large estavned enterprises (SOES)
through corporatization and listing, which initidtthe growth of the market, had to

be brought to a haftThe stock market in Mainland China is being maatiired.

Why did share prices fall drastically while the m@aeconomy was growing rapidly?
Why were IPOs not feasible while massive amountsnohey were deposited in
banks earning negligible intere$¥®hy did so many investors flee from the market?
Clearly the downturn of the stock market has adg¥ to a series of corporate
scandals which had broken out from the end of t880&8. Embezzlements were
widespread and it was common for companies to noseey soon after an IPO. But
bad news was routinely covered up and accountigds were blatantly falsified.
Many corrupt company managers even made up stafesit their companies’
business prospects in order to collaborate witlolaed market traders to manipulate
share prices. Usually companies involved in fraimdploded after a scandal was

revealed and unsophisticated minority investorsfesei huge losses. Clearly

! Statistics available on the Website of the NatioBareau of Statistics of China (in Chinese),
http://www.stats.gov.cn/

2 |n Shanghai, the Shanghai Stock Exchange Compbsiex was 2245.44 at the peak o ine
2001 and was 998.23 at its lowest point §riiéne 2005 (Statistics available at http://wwwsse. cr).

In Shenzhen, the Shenzhen Stock Exchange Compoddg closed at 635.7310 in 2000 and in 2005 it
closed at 278.7456; within the same period, thal totarket value decreased from 2,116,008.44 to
933,414.96 million Chinese Yuan, notwithstanding flact that the issued shares increased from
158,096.84 to 213,364.81 million (Statistics avalieat_http://www.szse.¢n

% Statistics available on the website of the ChirsuBities Depository and Clearing Corporation
Limited (in Chinese), http://www.chinaclear.cn/.

“ Statistics available on the website of the ChirecuBities Regulation Commission (CSRC),
http://www.csrc.gov.cn

® SOEs which envisaged IPO had to choose overseak Sxchanges, especially Hong Kong Stock
Exchange. But only a limited number of high pro#®Es had the favour of the government and were
permitted to conduct IPO in Hong Kong and abroad.

® The current one-year interest rate is 2.25% amk leposits by individuals exceeded 14 trillion
Chinese Yuan at the end of 2005. Statistics availab the website of the Central People’s Bank of
China, http://www.pbc.gov.cn/.




investors’ confidence in the integrity of the marks well as in the management of

listed companies was fading away.

Because of the scandals and frequent company dajlithe Chinese government
finally learned that corporatization and listin@ aot the panacea for the ailing SOEs.
Informed by knowledge from the West, the governméad recognized the
importance of good corporate governance for theessof companies, which in turn
is prerequisite to the sustainable developmentaatksmarket. Since the beginning of
the new millennium, corporate governance has be@hw topic in China, receiving
plenty of attention from the government and acadejmas well as from the general
public. The government has been endeavouring t@owepcorporate governance in
China. Interestingly, theories from the West adtiogathe utility of competitive
markets for corporate governance have been welbpgded and market-based
governance mechanisms, such as market competitmiependent directorship,
institutional shareholder activism, performancedoamanagerial pay etc, have been
highly regarded by both the government and manicyaldvisers. The malfunction
of the stock market as well as the lack of marletelol governance mechanisms have
been widely blamed as being responsible for pooparate governance in China.
Therefore, the Chinese government’s efforts to @t@rgood corporate governance
have largely been focusing on making the disciplifanction of the stock market

operational and introducing other market-based gmree measures.

To the contrary, the government seems not to bgiaggrested in tightening up legal
sanctions, in spite of the widespread misapprdpriaand fraud® The lacunae in
legislation against misappropriation and fraud renaad there is no discussion about
the need to increase the extraordinarily lenienimioal punishment and
administrative penalties. Even the feeble legistatthat exists is not properly
enforced and both criminal prosecutions and adinatige actions are sporadic. As
far as private legal actions are concerned, theergowent is extremely cautious and
the conditions imposed by the government for st@deis to bring derivative actions
or securities litigation are inhibitive. As a reswghareholder actions are very rare and

do not have any effect on corporate governance.

" See the following section for more information.
8 See section D for more information.



Is this the right approach to address the problémoor corporate governance in
China? Will the market-orientated efforts bear kmed of results conceived by the
government? Can market mechanisms function propensre deterrence from legal
sanctions is intrinsically weak? To answer thesestjans, it would be helpful to re-
assess the validity of those theories advocatiagugefulness of market mechanidms
and to ascertain whether they are applicable im&Hhvecause no doubt the Chinese
government in formulating its policy is heavily lménced by those theories and
corporate governance practices from the West. ttticodar, the unbalanced efforts of
the government have a clear correspondence withthéery which favours markets
over legal liability. To assess the validity of teories, it has to in turn undertake a
re-examination of the working mechanics for marketchanisms to ensure good
corporate governance, because that is the basia wpioch those theories are

constructed.

The finding of the examination is that the valuenwdrket competition and market-
based corporate governance mechanisms may have demstated. They are
incapable of disciplining such managerial misbebavias one-off duty-of-loyalty
violations. Even their ability to discipline managdrom shirking or duty-of-care
violations is conditioned upon a successful curlboae-off duty-of-loyalty violations
by managers. On the contrary, the importance adroaice from legal liability may
have been underestimated. Sufficient legal deteeres the only effective way to
keep control of one-off or fraudulent manageriasappropriation which is highly
detrimental to corporate success. In addition, é&emling such misbehaviour, it also
provides for the condition upon which market medtiais may function properly to
discourage managerial shirking. In light of thiggal deterrence can be said
fundamental to good corporate governance. Curreqgereence of corporate

governance in China confirms this finding.

This paper is arranged as follows. Section B presidome background information
about the legal framework and practice of corpogeernance in China and the

recent market-orientated reform. Applying an ecowrompproach, Section C analyses

° See text on page 13 for more information.



the working mechanics of market competition and kebased mechanisms to
ensure good corporate governance. Section D exarthieeelationship between legal
deterrence and market mechanisms and the role g#i lgability in corporate

governance. Section E presents the current situafigpoor corporate governance in
China and discusses the cause of under-deterr€hea.a brief comment is made in
section F on the debate as to whether law mattecsrporate governance. Finally, a

conclusion is drawn in Section G.

Legal deterrence in this paper indicates the disitice resulting from legal liability.
Legal liability comes with legal sanctions whichkeathe form of criminal
punishments, administrative penalties and civiiomst. Legal sanctions can target
managerial misappropriations directly by imposiegdl liability on managers who
steal corporate assets. Legal liability againstustes fraud is also critical in
deterring, though indirectly, managerial misappiagon.® Apart from market
discipline, this paper examines in particular thmesrket-based corporate governance
mechanisms: shareholder voting, performance-basedineration and independent
director monitoring. As with market competitioneie mechanisms differ from legal
liability in that they do not involve financial dghtions or non-financial punishments
backed by the machinery of the state. They worlaimanner similar to market
competition or in combination with markets, so thase termed ‘market-based

corporate governance mechanisms’.

B. The Legal Framework and Practice of Corporate
Governance in China and the Recent Market-

Orientated Reform

The issue of corporate governance in China wasredha by the corporatization
reform of SOEs in the early 1990s. Before this, tbeinese government had

experimented with several reform policies in an &rboost poorly performing SOEs,

10 See text on page 28 & 29 for more information.



but all ended in failuré' The corporatization policy was formally announdsdthe
Communist Party in 1993 with a degree of cautfonyt it was soon established as
the guiding principle for medium- and large-sizedESreform. It was later decreed
that all medium and large SOEs should be corp@atand that, except for a few, the
majority should have multiple shareholdéfsTo achieve this, large and medium
SOEs were encouraged to issue and list shares ertwih stock exchanges in
Shanghai and Shenzhen opened in 1990 and 199ktiespe

Originally, almost all listed companies are forn®DEs. The common practice of
listing is that an SOE sets up a new company artsl @& the sole or principal

promoter. The founding SOE apportions part of gsess to the new company and
becomes the majority shareholder. It may also éngthers to join the new company
as co-promoters and minority shareholders. Theofeste shares are issued for public
subscription. As a result, the state is the ultematjority shareholder in the bulk of
listed companies. It is estimated that the statdgrolled approximately two-thirds of

the total shares of listed compantésiowever, this figure must have declined now,
because in recent years the state has given gfakss in many companies which ran

into financial distress after listing.

The shares controlled by the state may be ownedttirby the governments, but not
all by the central government. Different levels lo€al governments also own a
substantial number of shares of listed companikareS owned by governments are
termed ‘state-owned shares’ and are actually m@dt under the name of

governmental departments or shareholding companésged specifically for holding

™ For a discussion of the policy evolution of SO in China, see Stoyan Tenev & Chunlin Zhang
with Loup Brefort,Corporate Governance and Enterprise Reform in ChBulding the Institutions of
Modern MarketsChapter 1, (World Bank and the International Fae@orporation, Washington, D.C.
2002).

2 5ee the Chinese Communist Party (CaRcisions on Some Issues in Establishing the Ssicial
Market Economic Systenfpassed at the'3Plenum of the 12 Congress of of the CCP, November
1993).

13 See CCPDecision of the 18 National Congress of the Communist Party of CHit297).

4 See Q. Qiang, ‘Corporate Governance and State ®Bhares in China Listed Companies’ (2003)
Journal of Asian Economic¥ol. 14, 771-783, at 774-775. Empirical reseattebves that, as at the end
of 2001, the state was the largest shareholdef 698 of listed companies in China, and its average
controlling stake in these companies amounted $b fewer than 50%. This figure is still only a
conservative estimate of the control exerted bysthgée, as it is likely that the second and thargjést
shareholders are also under the influence or direaf the state. See Guy S. Liu & Pei Sun, ‘The
Class of Shareholdings and Its Impact on CorpoPegormance: Composition in Chinese Public
Corporations’Corporate Governance: An International Revj¢2005) Vol. 13(1), 46-59.



and administrating ‘state-owned shar&¥'. Further, substantial numbers are also
owned by various non-shareholding SOE companiesoorprofit institutions like
universities, as well as by their subsidiaries. SEhehares are termed ‘state-owned
legal person share¥ Legally, the SOE companies or institutions ortisebsidiaries
are the owners of shares in listed companies apttise ownership rights in these
shares, but governments have some control overexieecising of the ownership
rights. For example, the SOE controlling sharehotde listed company may have to
seek approval from the governments before they iappop managers to the

company or sell their shares to others.

Being promoters’ shares, state-controlled sharesyell as privately owned ‘legal
person shares’, are not publicly tradable on tbeksexchanges. They can be bought
and sold only off the stock exchanges via casedsgdransactions and the selling
prices are much lower than the publicly quoted gwicThe fact that the majority of
listed companies’ shares could not be traded oneituhanges had been strongly
criticized and widely regarded as being respondimehe failure of the stock market
to have any disciplinary functiod. Responding to the criticism, the China Securities
Regulation Commission (CSRC) launched a wave datbdlreforms in April 2005 to
enable all shares to be publicly tradable. Basicéfle guiding rule®§ adopted by the
CSRC require that non-tradable share owners pajaltia share owners some
‘consideration’ in order for their shares to be lmhp tradable, but how much and in
what form this ‘consideration’ takes depend onrdwsult of free negotiation between
the two types of shareholders, being finally deteed by the voting of tradable share
owners. It is also stipulated that not all non-tfalé shares of a shareholder, once
becoming tradable, can be instantly sold out, latlher over a three-year phased

period (if he wishes)’ The reform is said to be very successful and eséithto be

> The National Administrative Bureau of State-Ownkskets, Temporary Administrative Measures
Concerning State-Owned Shares in Stock Companiesg@N 1994), Article 2.

18 |bid.
"See Yun Tao, ‘Wu Xiaogiu: Eight Inflictions frorhe Split of Tradable and Non-Tradable Shares’,
China Securities Journal, 12" January 2004, available at

http://www.cs.com.cn/csnews/20040112/457126.&isp Chinese). See also the CSRC, the State-
Owned Assets Supervision and Administration Comimissthe Fiscal Ministry, the Central People’s
Bank and the Ministry of Commerce, Guiding Opinio@iencerning the Reform of Non-Tradable
Shares in Listed Companies {28ugust 2005), Article 1(2).
18 i

Ibid.
0 bid.




finished by the end of 2008 But it is doubtful that the alleged goal of invigiing

the disciplinary function of the stock market candezhieved where the bulk of shares
of listed companies are still in the control of 8tate and the state does not intend to
divest of them, though publicly tradable. Nonetke/eghe reform is significant in that
it paves the way for the state to orderly pull abitit decides one day, of SOEs

through selling on the stock exchanges.

Initially, households were the main group amongliguimvestors. They trade via
securities companies but hold shares in their ow@meas. That the majority of
shareholders are individuals was blamed for thel vliictuation in share prices,
because individuals are not, it was said, ‘longntanvestors. Partly to ‘stabilize’ the
market and partly inspired by shareholder activiassociated with institutional
investors in western countries, the Chinese govemradopted a policy to encourage
the growth of institutional investments. Qualifitateign financial institutions have
been allowed to invest in the domestic exchangesesf' December 2002 National
Social Security Fund€ insurance companigsand enterprise pension fuidkave
also been permitted to do so. Most extraordinablgth the number of securities
investment funds and assets held by those funds rgqgidly as a result of facilitation
by the governmerft By the end of November 2005, the assets held byriies
investment funds had reached about half of thé notaket value of tradable shar&s.
In a short period of time, institutional investmenh China have increased to a

percentage comparable to some developed economies.

% See the report bgecurities Timesn 14" January 2006 on the speech of the chairman oE8RC
addressed to a meeting, availablétgh://www.55188.net/link/caijing/p5w.net.html

2l See CSRC and the People’s Central Bank of Chirempbrary Provisions Concerning the
Regulation of Domestic Investments of Qualifieddign Institutional Investors {7November 2002).

22 See the Fiscal Ministry and the Labour Ministrgniporary Provisions Concerning the Regulation
of Investments of the National Social Security F{h8" December 2001).

% See CSRC and the China Insurance Regulatory CasinmjsTemporary Provisions Concerning the
Regulation of Stock Investments by Insurance Corigsaf25" October 2004).

24 See the Labour Ministry, the China Banking RegratCommission and the CSRC, Trial
Provisions Concerning the Regulation of EnterpFisasion Funds ($4April 2004).

% These funds are set up particularly for the puzpokstocks and other securities investment and
invite subscription from the public. They are lised by the CSRC. The majority are open-ended.

% See the speech by the Chairman of CSRC addresséuetinternational Forum on Securities
Investment Funds in China on "2 December 2004 in Shenzhen, available at
http://www.p5w.net/p5w/home/scoop/message/20051282html (in Chinese). The figure does not
even include unlicensed securities investment fumd®se value was estimated as being not
insignificant. See Xia Bin, ‘Report on the Privé8ecurities Investment Funds in Chin&ecurities
Timeson 6" July 2001 (in Chinese).




A basic legal framework for corporate governance leen established in China. The
Company Law was passed in 1993 and took effect®bdully 1994. The Securities
Law was passed in 1998 after being delayed for rabwears. Before that, a
regulation adopted by the State Council was theegomg law?’ The Securities Law
heavily borrowed from the US and the approachkiesao regulating the stock market
is mandatory disclosure, but the law also requihes the CSRC conduct a ‘merit’
review before a public offering is permitted. TheSRC is the designated
governmental agency responsible for the implememtatf the Securities Law. But it
was set up long before the Securities Law was padseOctober 2005, both the
Company Law and the Securities Law were amendezhexely primarily in an aim

to boost corporate governance, but the basic framethas not been changed.

The governance structure and power distributiomiwiChinese listed companies are
rather confusing. The old Company Law did not eagés any role for independent
directors in corporate governance and thus theree va® provisions concerning

independent directors. Rather, it stipulated a dhaard system. But this dual board
system is totally different from that prevalentGontinental Europe. The supervisory
board has no power to appoint and dismiss manadjiegtors. Managing directors

are elected by shareholders’ meetifitjsist as in the Anglo-American unitary board
system. Supervisory directors themselves are fgretected by shareholders and
partially elected by employees. The law actually did not seriously expect
supervisory directors to play a big role in the gmance of companies, as it provided
them with virtually no powers. As a matter of faitte supervisory board was mere
window-dressing and negligible in corporate govaeoea in China before the

Company Law was amend&l.

When the CSRC took on the issue of corporate gewves the Anglo-American
system had become dominant and the inclusion @fpeddent directors on the board
had become a common practice around the worldd@1 2he CSRC issued a guiding

rule mandating that listed companies should haVeast two independent directors

" The State Council of China, Regulation on Issiingd Trading Stocks (April 1993).

% The Standing Committee of the National PeoplesimdBess of China (NPCSC), Company Law
(1993), Article 38 & 103.

* |bid, Article 52 & 124.

% See Lilian Miles & Zhong Zhang, ‘Improving CorpteaGovernance in State Owned Corporations in
China: Which Way ForwardJournal of Corporate Law Studiegol. 6 Issue 1, 213-248 (April 2006).

10



on their managerial boards by"™30une 2002 and that by '30une 2003 one third of
directors should be independéhtThis rule was considered by some as important to
improve the governance of listed companies, whifees were more suspiciotfs.
The requirement has been endorsed by the new Contjgan*® But at the same time,
the new Company Law furnished supervisory directuitt some new rights, albeit
still short of the power to appoint and dismiss aging directors. For example, the
supervisory board now has the right to proposeluésos to shareholders’ meetings
to dismiss managing directors and take legal astagainst managing directors on
behalf of the company after receiving a demand fstvareholders who meet specific
conditions® Thus under the new Company Law, both independéettdrs and
supervising directors are entrusted with the resihiity of monitoring managers.
The effect of this arrangement combining elemerisfboth the Anglo-American
and German systems has yet to be tested, but #r&apvs obvious and conflicts are

probable®

The Chinese government has also made other moveah whn be described as
market-orientated in its campaign for good corporgbvernance. For instance, in
2002, the CSRC adopted a detailed corporate goveenaode aiming to promote best
practice concerning governance structure, shareheioting, board composition, the
conduct of board and shareholders’ meetings%elfmrther, in response to calls to
introduce performance-based remuneration scheme&fd5 the CSRC issued a rule

allowing listed companies to pay their manager$ wiocks and stock optiofis.

A significant contextual difference between Chimal avestern economies is that in
the bulk of Chinese listed companies the statdéscontrolling shareholder. State

ownership has been rightly recognized as the rbgaiwous governance problems in

%1 The CSRC, Guiding Opinion on Establishing IndememndDirector System in Listed Companies
(16" August 2001), Subsection 3 of Section 1.

%2 See Sibao Shen & Jing Jia, ‘Will the Independeineédor Institution Work in China? oyola of Los
Angeles International and Comparative Law Reyal.27, 223.

% The NPCSC, Company Law (2005), Article 123.

** Ibid, Article 54 & 152.

% For more discussions of this arrangement, searlMiles & Zhong Zhang, supra note 30.

% The CSRC & the State Economic and Trade Commisstomporate Governance Code for Listed
Companies (8 January 2002).

% The CSRC, Regulative Measures Concerning Listeth@@mies’ Incentive Scheme of Stock and
Stock Option (31 December 2005).

11



China® It is thus tempting to simply conclude that thesrfrom the West are not
applicable to China and that introducing westenpaorate governance measures will
not have a significant impact unless the statesiévéself of its controlling stake in
listed companies. If this were true, it would berwelisappointing, because the
Chinese government currently has no plan to subalignreduce state ownership in

listed companies and it is unforeseeable thatlitdeiso in the near future.

That said, things are not as simple as that. Orotieehand, experience from other
transition and developing economies has demondtrdi&t privatization is not the
panaced® Despite the fact that private ownership is nowribem in many of these
countries, corporate governance is pdbrit must be concluded that, besides
ownership, there are other factors which make aormeous difference on the
performance of corporate governance in a countris Worth finding out the non-
ownership factors that make the difference. We tan consciously instigate
changes. China may greatly benefit from this, ngit jin the form of improved

corporate governance, but also by reducing thescostprivatization that other

% See Cyril Lin, ‘Private Vices in Public Places:dllanges in Corporate Governance Development in
China’, Paper presented at the Policy Dialogue Mgebn Corporate Governance in Developing
Countries and Emerging Economies organized by tBE Development Centre and the European
Bank for Reconstruction and Development (EBRD) ipriA2001; lain MacNeil, ‘Adaptation and
Convergence in Corporate Governance: The Caseiok&h Listed Companieslpurnal of Corporate
Law StudiesVol. 2 Issue 2, 289-344; Lilian Miles and Zhonpang, supra note 30. See generally
Mary M. Shirley & Patrick Walsh, ‘Public vs. PrivaOwnership: The Current State of the Debate’,
World Bank Policy Research Working Paper No. 242&ngary 2001); William M. Megginson &
Jeffrey M. Netter, ‘From State to Market: A SurvefyEmpirical Studies on PrivatizationJournal of
Economic Literature39 (2) (June 2001), 321-389; John Nellis & Surii&eri, ‘Privatization in
Competitive Sectors: The Record to Date’, World Bai'orking Paper No 2860 (June 2002).

% Joseph StiglitzGlobalization and Its DisconterfiV.W. Norton & Company, June 2002). See also
Bernard Black, Reinier Kraakman and Anna TarassoRassian Privatization and Corporate
Governance: What Went WrongBfanford Law Revie{2000) Vol. 52, 1731-1808; John C. Coffee,
‘Privatization and Corporate Governance: The Lessmm Securities Market Failure’, Columbia Law
School, Centre for Law and Economics Studies, WuwrkiPaper No. 158, available at
http://papers.ssrn.com/sol3/papers.cfm?abstract 9i0568#PaperDownload D. V. Vasilyev,
‘Corporate Governance in Russia: Is There Any Caarfdmprovement?’ Paper prepared for the IMF
Conference and Seminar on Investment Climate arssiRg Economic Strategy (Moscow, 2000),
available at http://www.imf.org/external/pubs/ft/seminar/200&¥@st/pdf/vasil2.pdf Charles Oman,
Steven Fries & Willem Buiter, ‘Corporate Governarice Developing, Transition and Emerging-
Market Economies’, OECD Development Centre policyrieh No. 23, available at
http://www.oecd.org/dataoecd/6/49/28658158, iRithard N. Cooper, ‘The Asian Crises: Causes and
Consequences’, in Alison Harwood et al. (edsipancial Markets and Development: The Crisis of
Emerging Market§Brookings Institution, 1999), 17-28; Kenneth Eo8, ‘Corporate Governance and
East Asia: Korea, Indonesia, Malaysia, and Thailabdl, 335-66;Steven Radelet and Jeffrey Sachs,
"The East Asian Financial Crisis: Diagnosis, RemasdProspects Brookings Papers on Economic
Activity, 1998 volume 1, 1-90.

“9|bid.
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transition countries have paid. An implication bist paper is that adequate legal
deterrence is a ‘decisive factor and China shopd&y more attention to legal

sanctions in its pursuit of good corporate govecean

On the other hand, the essential problem of stateecship is, though to a much more
amplified degree, the separation of ownership aodtrol which is shared by
companies with a dispersed ownership structur@imesdeveloped countries. In view
of this, if agency problems resulting from sepamatdf ownership and control can be
addressed to a relatively satisfactory degree weldped countries, we should not be
too pessimistic about corporate governance in Chinare state ownership is still in
control. It is unwise to hastily dismiss any effoas ineffective, simply on the ground
that listed companies in China are not privatelynesdk However, we should
recognize that, besides ownership, there are atlifarences between China and
well-performing countries. Markets and other cogtergovernance mechanisms may
need the backup of infrastructural institutionsjalihmay not be present in China. If
this is true, perhaps to build the supporting toitns is the more urgent imperative.
It is argued in this paper that adequate legalrdiee is the basis for good corporate
governance, which currently does not exist in Chiff@ improve corporate
governance and to enable market mechanisms to wiek,Chinese government

should pay more attention to legal deterrence.

C. An Economic Analysis of the Working Mechanics of
Market Competition and Market-based Corporate

Governance Mechanisms

The core issue of corporate governance is the ggenablem resulting from
separation of ownership and conttbManagers from companies where ownership

and control are separated may not work hard inirterests of shareholders as a

“l See Andrei Shleifer & Robert W. Vishny, ‘A SurvefCorporate Governancelpurnal of Finance
Vol. 52, No. 2 (1997); Michael C. Jensen and Willi#dd. Meckling, ‘Theory of the firm: Managerial
behaviour, agency costs and ownership structdeeirnal of Financial Economi¢®/ol. 3: 303-360.

13



whole, but rather for their own benefif€. The primary concern of corporate
governance is how to ensure managers maximizesbldex value and refrain from

engaging in behaviour which may damage sharehdlueesests®

There are different types of misbehaviour with whimanagers may sacrifice
shareholders’ interests for their own utilities. n@rally, corporate law classifies
directors’ principal duties as the duty of loyakiyd the duty of care, and thus
managerial misbehaviour can be accordingly divided duty-of-loyalty violations
and duty-of-care violation§? Duty-of-loyalty violations are primarily interests
conflicting acts such as unfair self-dealing, emgy excessive perks,
misappropriation etc, while duty-of-care violatiom® not involve conflict of
interests® Economists dub duty-of-care violations as manatjeshirking’, which
means managerial slackness and avoidance of untairitochange® As for duty-
of-loyalty violations, some academics divide thamtHer into traditional conflicts of
interests and positional conflict¥. Traditional conflicts arise where dubious
transactions are entered into by managers withr t@hpanies or company assets
(tangible or intangible) are diverted by managetsije positional conflicts mean that

management maintain or promote their positions ly wf such misbehaviour as

“2 adolph A. Berle and Gardiner C. Meaff$ie Modern Corporation and Private Prope(tyew York:
Macmillan, 1933; Transaction Publishers, 1995); Miel C. Jensen and William H. Mecklirbid.

43 See supra note 41.

“ paul DaviesGower and Davies' Principles of Modern Company L&# ed, Sweet & Maxwell,
London, 2003), at p380; see also Kenneth E Sdotirporation Law and the American Law Institute
Corporate Governance Project’, Stanford Law Revie®27 (1983).

% For an argument dismissing the difference betwtdenduty of loyalty and the duty of care, see
Daniel R. Fischel & Michael Bradley, ‘Role of Lidity Rules and the Derivative Suit in Corporate
Law: A Theoretical and Empirical Analysis’, Tornell Law Review261 (1986). It was argued that
‘there is no difference between working less hdmahtpromised at a given level of compensation (a
breach of the duty of care) and being compensated rfhan promised at a given level of work (a
breach of the duty of loyalty)’. This argument massed the difference that duty-of-loyalty violatso
directly bring about financial benefits but dutyesre violations do not. Thus, in terms of whether
financial conflicts are directly involved, the drgttion between the duty of loyalty and the dutycafe
should not be dismissed. See Donald E SchwartRr#ise of Derivative Suits: A Commentary on the
Paper of Professors Fischel and Bradley' Ctinell Law Reviev22 (1986); Kenneth E Scott, ‘The
Role of Preconceptions in Policy Analysis in Law:Response to Fischel and Bradley’, Carnell
Law Review299 (1986); Harold Demsetz, ‘A Commentary on LlibiRules and the Derivative Suit
in Corporate Law’, 7Cornell Law Reviev@52 (1986).

8 Alchian and Demsetz, ‘Production, Information Goahd Economic Organisation’, @2merican
Economic Reviewr 77-95 (1972).

4" SeeMelvin A. Eisenberg, ‘The Structure of Corporatibaw’, 89 Columbia Law Reviewl461
(1989).
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‘empire building’, takeover defence etc, even a¢ thxpense of shareholders’

interests'

WhenBerle and Meansvrote their seminal book, they did not investiggd®ernance
mechanisms other than law which may have the eftécthecking managerial
opportunism. Since then, inspiring economics sablp nevertheless has exposed a
number of non-legal governance mechanisms whiclable to discipline managers
from engaging in opportunistic behaviour. Firstriwas competitive markets (i.e. the
capital, corporate control, product and labour reef’ and then performance-based
remunerations were revealed to be able to funcéisnconstraints on managerial
discretion.®® More recently, shareholder activism associatedh wiitstitutional
investors® and independent directorsPifstole the spotlight. In the end, competitive
markets and market-based governance mechanisms hagaired particular
prominence and been widely accepted as criticald@ressing the agency problems
resulting from separation of ownership and cont®aime law and economics scholars
who studied corporate law in a ‘contractarian’ pergive went a step further to even
suggest that legal rules are negligible, becausthefexistence of various market-
based substituted.They argued that mandatory legal rules are supmrfl where
private persons can protect themselves with thp bemarket forces. Indeed, they
suggested that, because of different costs asedciaith legal liability, market
competition has comparative advantages over legddility and thus market
mechanisms are preferable to legal liability. Tlreguments are best described by the
phrase ‘market primacy’. The theories suggestimgetfiicacy of market mechanisms

in general and the market primacy theory in paldicare so influential as to have

“8 |bid.

49 See H. Manne, ‘Mergers and the Market for corgocamtrol’,Journal of Political Economy1965)
Vol. 73 Issue 2, 110-20 (the market for corporatetml); Michael C. Jensen and William H. Meckling,
supra n 42 (the IPO market); Eugene F. Fama, ‘Agéhoblems and the Theory of Firnfournal of
Political Economy(1980) Vol. 88 Issue 2, 288-307 (capital marketd enanagerial labour markets);
Melvin A. Eisenbergibid, (the product market).

% Michael C. Jensen and Kevin J Murphy, ‘Performafay and Top Management Incentives’,
Journal of Political Econom{1990) Vol. 98 Issue 2, 225-264 (performance-baseatineration).

®l See Bernard S. Black, ‘Shareholder Passivity Revéxed’, 89Michigan Law Revievs20 (1990);
Mark J. RoeStrong Managers, Weak Owners: The Political Rodt&\moerican Corporate Finance
(Princeton University Press, 1994), 233-253; Ra@b&bmano, ‘Less is more: Making Institutional
Investor Activism a Valuable Mechanism of Corpor&evernance’, 18&ale Journal on Regulation
174 (2001).

°2 Adrian CadburyFinancial Aspects of Corporate Governan(®@ee, London, 1992).

3 Frank H. Easterbrook & Daniel R. Fisch@he Economic Structure of Corporate Lagiarvard
University Press,™ edition 1996); Daniel R. Fischel & Michael Bradleypra n 45.
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made an impact on the communist government of Clinds formulation of

corporate governance policigs.

There is already a vast literature debating the pral cons of markel3 The essence
of traditional criticisms is that, because of theiseence of such problems as
informational asymmetry, transaction costs, judgema&d collective action problems
etc, markets are not perfect and may fail to w8fkhis paper is not intended to join
in the traditional criticisms. Rather, in an aim @valuate the effectiveness of the
Chinese government’s policies and efforts to prargiod corporate governance in
China, it seeks to find out whether markets andketdsased mechanisms can be
expected to work properly and play a significarierim corporate governance where
legal deterrence is intrinsically weak. To do thiatakes a closer look at how markets

work to ensure good corporate governance.

(1) The Disciplinary Function of Markets

It is said that market competition can function dscipline management from
engaging in opportunistic behaviodf. Managerial misbehaviour gives rise to
additional costs and makes products of a compasy tempetitive. Managers of
uncompetitive companies could lose their jobs byndpedismissed for poor
performance or as a result of company failure,tdeast lose the benefits generated
through career advancement when business is sfidc&s€osts also accrue with
poor governance in the form of more expensive alpdr not being able to raise new
capitals at all, where the capital market is cortiget Further, if the management of

a company performs poorly, the share price of thmpmany would drop to a level

* See discussion in section B.

% For an account of literature questioning the usefs of various markets, see Eilis Fer@ampany
Law and Corporate Financ@OUP, 1999), 120-122. Most parts Gbrnell Law Review/olume 71
Issue 2 were devoted to the debate on the primbeyaokets over legal liability. See also Brian R.
Cheffins,Company Law: Theory, Structure and Operat{@tarendon Press, Oxford, 1997) Chapter 3;
Melvin A. Eisenberg, supra note 47; Jeffery N. QGuord‘Corporations, Markets, and Courts’, 91
Columbia Law Revie\{d991), 1931.

% See Brian R. Cheffinsbid.

" See supra n 49.

* See Melvin A. Eisenberg, supra n 47. See also yhrButler, ‘The Contractual Theory of the
Corporation’, George Mason University Law Revigd989) Vol. 11, 99-114; Daniel Fischel, ‘The
Corporate Governance Movementanderbilt Law Reviel1982) 35, 1259-1264.
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where it is profitable for other companies to takever. After a hostile takeover,
inevitably the old management would be replategven if hostile takeover does not
happen, under-performance of a company’s shares pmould lead to discontent
among shareholders who would eventually revolt tacte the undesirable
management. Finally, a competitive labour markeb ghlays a role in corporate
governance in that competition compels managedgliver their best performance in
order to keep their existing employment and to mtarheir marketability for future
more lucrative job<P It is thus clear that the disciplinary function ofarket
competition stems from the potential threat thatbrehaving management would lose
their current and future employment. In economitng managerial misbehaviour
imposes costs on miscreant managers in the fortosirig the benefits associated
with career preservation and advancement. For gityl we refer to this cost
hereafter as the loss of unemployment. As ratiomeh, managers would try to avoid
this cost and thus an incentive is created whitedrthem to act honestly and work

hard for the interests of shareholders.

However, managerial misbehaviour would not entalycosts. It may also produce
benefits. Whilst misappropriation, self-dealingmigire building’ or shirking may
result in losing employment, they may also affortsbbehaving managers financial
benefits or the satisfaction of self-fulfilment l@isure time. If a manager is really
rational, he would calculate both the loss and fieams action would bring to him,
and only when the benefit is smaller than the presalue of future loss from
unemployment would a manager choose to avoid sirhapbehaviour. Otherwise,
he would choose to misbehave. Hence, we can se¢hthaisciplinary functions of
market competition espoused by the market effichwories are based on the
assumption that the present value of future lossatmanager in the form of
unemployment as a result of misbehaviour is moam tihe benefit he gains from it.

The assumption can be described as:

L (unemployment) > B (misbehaviour)

% See H. Manne, supra n 49.

%0 See Michael C. Jensen and Kevin J Murphy, suB@.rSee also Dooley and Veasey, ‘The Role of
the Board in Derivative Litigation: Delaware Lawdathe Current Proposals CompareBuysiness
Lawyer (1989) 44, 503-526; Coughlan and Schmidt, ‘ExeeufCompensation, Management Turn-
over and Firm Performance: An Empirical Investigatj Journal of Accounting and Economi(&985)

7, 43-46.
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Is this assumption true? The answer is indeed yesreavmanagerial misbehaviour
involves only shirking or violations of duty of @rA manager may have more leisure
time and avoid stress from demanding work whenrfgages in shirking, but shirking
does not directly afford him financial gains. Thirsterms of financial benefit& a
manager derives no gains directly from misbehawouere it involves only shirking,
but the possibility of losing his job still exist§hus a misbehaving manager would
lose more than he gaifiSAs a rational man making the best deal for himdedf
would choose to be diligent and dedicated to Hisrggher than slack and inattentive.
So, where misbehaviour involves only shirking, éissumption is correct and markets

are effective to discipline. The inequality candb&borated as follows:

L (unemployment) > B (misbehaviour)

Because: B (misbehaviour) = B (shirking) =0

Where positional conflicts are in question, thevarsis not so certain. A manager
may not directly derive financial benefits from aatvolving positional conflicts, but
he may gain indirectly. For example, where ‘empivdding’ is in issue, he may reap
higher remuneration when a company expands. Oattier hand, such misbehaviour
may eventually lead to decline or even collapse @ompany and a misbehaving
manager may thus lose his job. The net gain orftess positional conflicting acts is
difficult to assess and a manager may be confusedlculating the costs and benefits
of a positionally conflicting act. As a resultjstunclear whether markets are effective

to discourage positionally conflicting aéfs.

®% In economics the term ‘utility’ is used which istrlimited to the calculation of pure financial $osr
gain. But non-financial ‘utility’ is subjective andifferent persons have different preferences. For
example, in the scenario of shirking or hard-wogkishirking may be a ‘utility’ for some managers,
but others may prefer hard work. So it is diffictdt say shirking is a gain or loss in general.
Furthermore, shirking or hard-working may bring amager both non-financial ‘gain’ and ‘loss’ which
cannot be quantified. On the one hand, hard-workiay give rise to positive ‘utility’ because hard-
working may lead to success out of which a managgy find pleasure of self-fulfilment and self-
esteem, but on the other hand, hard-working meass leisure time and more stress which is a
negative ‘utility’ in general. Because of thesesmss, this paper considers only financial benefits
losses. However, the validity of argument here Wodt be materially affected without taking account
of non-financial utility, although it can be arguéthat not all managers work hard solely for the
financial benefits from career preservation andaadement. For the potential role of the so-called
‘social sanctions’ in corporate governance, se@inf69.

%2 Only financial gains are considered. Here finangéans are zero.

% |n the scenario of ‘empire building’, managers nmay act consciously to maximize their personal
financial interests but be driven by the desires@lf-fulfilment without being aware of the damaging
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However, the situation changes when traditionalflads are considered. When
traditional conflicts are involved, certainly thezeists the possibility that the benefits
from misbehaviour may outweigh the costs. Let'siagsthat a manager in a Chinese
listed company currently receives annual remuramatf £80,000 and the present
value of the annual income from his future emplogimen average is £100,000;
further assume that his remaining working life estpacy is 30 years and he would
lose his current job and never find a new job felloy an act of misbehaviolf. Thus
his total potential loss would be £3 million. If rkat discipline is the only force
governing his behaviour, he will choose to comrh#& tisbehaviour rather than to
honestly advance his personal interests if he dcartdo himself successfully more

than £3 million from the comparfy.

Is it possible for him to do so? Obviously, if ttueal assets of the company are worth
less than £3 million, the answer is no. But it wbblke rare that the total value of
assets of a company would be less than the empluywaéue of a manager. Further,
the markets may indeed be very efficient and thgatiee information about
misbehaviour may be transferred quickly onto thekeis so that a manager is
dismissed before he can divert sufficient corporassets to himself. But, to
circumvent this situation, there are various tactior him to employ. He may
misappropriate a sum big enough on one or two amessOr he may defraud and
cover up his misbehaviour and engage in a seriesiseEppropriations. Both types of

misbehaviour can be regarded as ‘one-off misbahayiin the sense that the

consequences of their behaviour. In such a sitvageonomic analysis may not be valid. In the
scenario of hostile takeover defence which may égative for shareholder value, benefits from such
defence are obvious for managers, but the potdogalis not clear. Thus market competition may not
be effective to discourage managers from takingatpng takeover defence arrangements.

® S0 far it has been assumed that markets are fgrésticient and every managerial misbehaviour
will be reflected accurately and timely by the sosuffered by managers in the form of losing
employment benefits. This is not the case in ngaiot every occurrence of managerial misbehaviour
would result in loss on the part of managers. A agen in making a decision would take account of
the probability of job loss and discount the castaading to the probability. For example, if a mgea
perceives that the probability of unemploymentdading a conflicting act is 60% and the total preésen
value of his employment is £3 millions, he wouldagd his loss as £1.8 rather than £3 millions. Tdus
benefit worth more than £1.8 millions may be coesid by the manager as being worth
misappropriating.

% A misbehaving manager shall use the misapprogriassets as capital to open his own business or
invest in the businesses of others and thus recetvens from the capital. When the return on the
capital is taken into account, the amount of bésef lure a manager to misappropriate would be
further less.
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misbehaving manager may derive from it sufficiemancial benefits so as to
withdraw from the management job market altogethemder these circumstances,
benefits to a manager from engaging in traditiccaaiflicts to a manager may well
outweigh the value of loss from unemployment. Fitbis, we can see that, if market
competition is the only governing force, a managem gain more by engaging in
misbehaviour than by honest and hard work. As altehe disciplinary function of
markets would fail to work. In other words, markettone are not effective to
discourage one-off misbehaviour, i.e. large-scadezzlements and non-substantial

but fraudulent misappropriations. Thus, the ineigmahhas been changed as follows:

If: B (misbehaviour) = B (one-off misbehaviour)
and B (one-off misbehaviour) > L (unemployment)

Then: B (misbehaviour) > L (unemployment)

Worse still, when traditional conflicts are not tmtied, market competition is even
not effective in disciplining managers from shigiror engaging in positional
conflicts. If a manager can easily enrich himssjifdmbezzlement or self-dealing,
why should he compel himself to work hard to adeahés personal interests and
refrain from positional conflicts? There is no lenghe need for him to advance his
personal well-being through work hard if opportiestare ample for him to become
rich by way of one-off misappropriation. In otheromis, when a manager can
compensate his losses from unemployment with besnefrom one-off
misappropriations, he no longer needs to concensdif with how to avoid the losses.
He thus loses the incentive to work hard. As subk, only function of market
competition to discipline managerial shirking istloThis situation can be described

as follows:

If: B (one-off misappropriation) > L (unemployment)
Then: B (misbehaviour) > L (unemployment)

Because: B (misbehaviour) = B (shirking + positicc@nflicts + traditional conflicts)

% Judge Easterbrook and Professor Fischel in thagular book (see supra n 53) used the term ‘one-
shot’ misbehaviour but did not elaborate on it. ¢Hi¢iis clear that ‘one-off’ or ‘one-shot’ misbefawr

is not limited to one-time large-scale embezzlemert series of non-substantial but covered-up
misappropriations may also afford a manager fire@ngains sufficient enough for him to consider
withdrawing from the management market altogetfidrese misappropriations are also ‘one-off’
misbehaviour in nature.
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and B (traditional conflicts) = B (one-off misappration + other traditional conflicts)

That is, if market competition is the only govempiiorce, a manager can gain benefits
larger than losses incurred from unemployment by afeone-off misappropriations.
When the benefits from one-off misappropriations larger than the losses incurred
from unemployment, the total benefits from varioogsbehaviours (shirking,
positional conflicts and traditional conflicts) widualways be larger than the losses
from unemployment. Thus the condition for markempetition to work (i.e. the
present value of future loss from unemployment isrenthan the benefit from
misbehaviour) is no longer present. Accordinglyg thsciplinary function of market

competition no longer exists.

In conclusion, market competition alone is not effe to discourage traditional
conflicts of interests, in particular large-scalenbezzlements and fraudulent
misappropriations. When such misbehaviour is nostained, markets would even

lose the ability to discipline managerial shirking.

The analysis in this section takes an economic cgmbr with the assumption of
rationality on the part of manageméht-urther, the economic analysis has been

simplified. On the one hand, it is a ‘purely ecomgmnalysis which considers only

7 In recent years there has been strong interesterstudy of ‘behavioural law’, which challenges
‘law and economics’ fundamental assumption that d&wnbeings are rational and self-regarding,
drawing evidence heavily from psychological expents. See Christine Jolls, Cass R. Sunstein &
Richard Thaler, ‘A Behavioural Approach to Law aBdonomics’, 50Stanford Law Review471
(1998). In relation to corporate governance, se@nL¥A. Stout & Margaret M. Blair, ‘Trust,
Trustworthiness, and the Behavioural Foundation€afporate Law’, 14%Jniversity of Pennsylvania
Law Reviewl735 (2001); Lynn A. Stout, ‘On the Proper MotivafsCorporate Directors (Or, Why
You Don't Want to Invite Homo Economicus to Joinuydoard)’, Delaware Journal of Corporate
Law, Vol. 28, (2003), 1-25.

A detailed discussion of ‘behavioural law’ is begathe scope of this paper, but a brief observaton
recorded here. First, ‘behavioural law’ does nggast and there is no evidence to support that huma
beings are systematically other-regarding and iimat. It can only be said that there is some
irregularity in human beings’ self-interestednesd eationality. In other words, the self-interestess
and rationality of human beings are only ‘boundddiis is generally admitted even by ‘behavioural
law’ scholars themselves. See Christine Jolls, ®asSunstein & Richard Thalahid; Christine Jolls,
Cass R. Sunstein & Richard Thaler, ‘Theories arap&s: A reply to Posner and Kelman’, Stanford
Law Reviewl593 (1998). Second, there are convincing critisigegarding the applicability of the
results of laboratory experiments to real life, thvays such experiments are conducted, and the
overstatement and over-reading of the experimentslults. See Gregory Mitchell, ‘Taking
Behaviouralism Too Seriously? The Unwarranted Paissi of the New Behavioural Analysis of Law’,
43 Wiliam & Mary Law Review1907; Gregory Mitchell, ‘Why Law and Economics' rieet
Rationality Should Not Be Traded for BehaviouramLand Economics' Equal Incompetence’, 91
Georgetown Law Revie@7-167 (2002).
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financial gains and lossé8.Various non-financial utilities (such as leisuime,
avoidance of stress, psychological satisfactionobueputatiofi® etc), some of which
come with honest and hard work and others of wldoh linked to managerial
misbehaviour, have not been taken into accountth®@rother hand, it assumes that
markets are perfectly efficient so that the unemplent costs resulting from
misbehaviour is accurately priced and imposed gnoel liable managers. ‘Purely
economic’ and simplified the analysis is, it is agleless sufficient to conclude that
market competition is not omnipotent, even if symtoblems as asymmetrical
information, transaction costs, judgement and ctite action problems etc do not
exist. Markets are not effective to control seriounanagerial misbehaviour which
offers managers gains more than losses. Evemmitel value to control managerial
shirking is based on the prerequisite that the dppdies for managers to enrich
themselves by way of such misbehaviour are rafesudh opportunities are ample
and managers have no concern regarding punishnoentrdud, the disciplinary
function of market competition can be ignored. T8eems to be a common sense and
one does not need to be an economist to appretidteut this common sense seems
to have become obscured with the rise of marketasy theories. A sketchy re-
examination of the working mechanics of market cetitipn however shows that

such a common wisdom should not be questionedyight

(2) Institutional Investor Activism and Performance -Based

Remuneration

The growth of institutional investments and a numbg high profile shareholder
revolts led by institutional investors in the US ihe 1980s gave rise to the

expectation of change in traditional shareholdesspaty. Shareholder activism was

% For the possible role of morality and the nondicial elements of ‘social norms’ and ‘social
sanctions’ in corporate governance, see infra dson Section D.

% Reputation is not solely a non-financial utilin the contrary, its financial implication is sificant
and the working of market discipline cannot be safgal from reputation. As far as the non-financial
elements of reputation are concerned, it is doubitht they can play a big role in dissuading mamsg
from misappropriation and fraud where financiakstaare significant but law is extremely weak. See
infra discussion at Section D.

1t has long been recognized that market compatii® not effective in assuring contractual
performance where the short-term gain from nonegarénce exceeds the discounted value of future
income stream. See Benjamin Klein and Keith B. leeff'The Role of Market Forces in Assuring
Contractual Performancelpurnal of Political Econom§9, 615-41.
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thus proclaimed to have arrived by some commergalany claim that institutional
investors play an important role in corporate gomece’! while others are less
optimistic.”> Some empirical studies show that institutional rehalder activism
matters little in improving corporate governarié&hatever the controversy, in
theory institutional shareholders should be morgvacin corporate governance,
because they hold a much bigger stake in compacoespared to individual

shareholders.

However, shareholder activism suffers the samelenolas market competition does:
it is incapable of disciplining one-off duty-of-lalty violations. To a large degree, the
mechanics for institutional investor activism ta@earage good corporate governance
are very much like that of market competition: itagional investor activism means
that institutional investors actively participate company elections; as a result,
entrenched underperforming managers are oustecgubecmanagement have a
concern that they may be banished for underperfocamathey are pressured to
maximize shareholders’ interests and not to engagg@portunistic activities. It can
be seen that the function of institutional investmtivism in encouraging good
corporate governance is very similar to the disegyy function of market
competition. To be accurate, markets and sharehadd@vism can be said a
combined mechanism rather than two. On the one,haadket discipline needs the
help of shareholder voting to oust incompetent rganent. On the other hand, active
participation in the corporate elective process dhareholders is informed by
information from markets. Because the working measof shareholder activism
are similar to or combined with that of market catiion, the impotence of markets
is shared by shareholder activism. Specificallgtiintional shareholder activism in
the form of active participation in corporate eless is not effective to discipline

managers from engaging in one-off misappropriatibhe ability of shareholder

"> See Bernard S. Black, Supra n 51; Mark J. RoeraSuj1.

2 See Stephen M. Bainbridge, ‘Shareholder Activisnal dnstitutional Investors’University of
California Los Angels School of Lalvaw-Econ Research Paper No. 05-20 (September 2@@%)
also Gerard McCormack, ‘Institutional Shareholdeasd the Promotion of Good Corporate
Governance’, in Barry Rider (edsThe Realm of Company Law: A Collection of Paperddmour of
Prof. Leonard Seal{Kluwer Law International 1998), 131-160.

" Bernard S. Black, ‘Shareholder Activism and CogterGovernance in the United States’, in Peter
Newman (ed.)The New Palgrave Dictionary of Economics and the [Balgrave Macmillan, 1995);
Jonathan M. Karpoff, ‘The Impact of Shareholder itistn on Target Companies: A Survey of
Empirical Findings’, working paper, available at
http://faculty.washington.edu/~karpoff/Research/Sper.doc
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activism to discipline managerial shirking is aléost where fraudulent self-
enrichments are not brought under control and dainsianagers from misbehaviour

outweigh the present value of future losses froemypsioyment.

Possibly, performance-based remuneration such @k sbptions plays a more
significant role than institutional investor actim in encouraging good corporate
governancé, though after Enron and WorldCom its down-side htigacted more
criticisms!® The merit of performance-based remuneration i this said, it restores
the connection between the interests of managemshtshareholders. By linking
remuneration with corporate performance, the perémce-based remuneration
scheme ensures that the interests of shareholddrsnanagement are aligned and

incentives are thus created for management to magioorporate value.

However, reality is not as simple as the theorytuAlty, it is fair to say that the

interests of managers and shareholders are neparased in a competitive market
economy: the increase in company value brings lten&t only to shareholders but
also to managers, because by enhancing compang wanagers reap the benefits
from job preservation and career advancement. Bwvigémout performance-based
remuneration, market competition aligns the intsre®f management and
shareholders. What performance-based remuneratioes ds to increase the
magnitude of benefits to management from productebaviour and the costs
incurred from counter-productive behaviour. It mig clear that the mechanics for
performance-based remuneration to encourage gogabrede governance are not
new and not different from that of market competitiBoth seek to induce productive
behaviour by feeding managers benefits and to disge counter-productive

behaviour by imposing costs on them. Both are walynrather than compulsory
backed by law. Therefore, performance-based rematinaris similarly not effective

to discourage one-off managerial self-enrichments.

This is not difficult to understand. When there apportunities for a manager to

engage in self-interested activities such as misggjation, the benefit he can obtain

" See Michael C. Jensen and Kevin J. Murphy, sufi@; i€oughlan and Schmidt, supra n 60.
> See John C. Coffee Jr., ‘What Caused Enron?: As@apSocial and Economic History of the
1990's’, 89 Cornell Law Review 269 (January 2004).
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may be more than that provided by a performancedasmuneration scheme. As
such, performance-based remuneration may not lactite enough to induce a
manager to shun opportunities for misappropriatddfhen a manager decides to
commit misappropriation, it is inconceivable tha¢ ltan be persuaded by a
performance-based remuneration scheme to work Hard the interests of
shareholders. Hence, where misappropriation is cheterred by other means,
performance-based remuneration adds nothing to geasiaincentive to promote
shareholders’ interests. Worse still, performanaseld remuneration may be counter-
productive where misappropriation is not deterk&then a manager is acquiescent to
misappropriation and fraud, it is almost prediotatiiat he may fraudulently inflate
the accounting figures and thus collect the bengfibvided by a performance-based
remuneration scheme. As a result, shareholdergrsofore loss with than without

performance-based remuneration.

In summary, just as with market competition, botmargholder activism and
performance-based remuneration are not effectivelissouraging managers from
engaging in one-off duty-of-loyalty violations. ¢ine-off duty-of-loyalty violations
are not deterred, managerial shirking cannot beiglised. Further, introducing
performance-based remuneration schemes may beecqaroductive, if one-off duty-

of-loyalty violations are not controlled and if irds are not deterred.

(3) Monitoring by Independent Directors

It is clear from the foregoing discussion that makone-off duty-of-loyalty violations
under control is crucial to good corporate goveoeamNot only is such misbehaviour
fatal to the success of companies, but also bringirch misbehaviour under control
is a precondition for markets and market-basedtinsins to work. So, the critical
guestion is how the fraudulent diversion of compasgets can be reduced to a
minimum. The forgoing discussion has demonstrategt tmarket competition,
shareholder activism and performance-based remiimei@nnot be relied on to curb

such misbehaviour. Therefore, solutions have tedught from other sources.
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Independent directorship has now become a paradigtitution of corporate
governance and corporate governance codes all tbeeworld require that public
companies should instate some independent direatotseir board$® One aspect of
the importance of independent directors is thay tten ‘monitor’ the executives.
Specifically, in relation to the prevention of dismn of corporate assets by
executives, independent directors are better pogiti to decide whether a transaction
entered into by executives with their company igaod deal for the company.
Because independent directors do not participatéhén day-to-day business of a
company and usually have no personal interestshéncompany apart from the
directorship, they can exercise an impartial judgetover the fairness of executives’
self-dealings. As a result, by requiring that temmi®ns entered into by executives
with their company are approved by independenttire, damaging transactions can
be avoided. It has been a norm of corporate lawtthasactions involving conflicts
of interests should be decided by disinterestedctiirs and interested directors
should abstain from participating in the decisioaking.”® By taking away from
executives the decision-making power regarding swmahsactions and giving the
power solely to independent directors, manageriahppropriation by way of self-

dealings can be prevented.

However, the argument holds only if executivestarest. If they are dishonest and
determined to line their pockets with companies’neg there are many tactics for
them to use to escape monitoring by independeatidirs. They may conceal the fact

that they are interested in a transaction. They miiaglose false or misleading

8 E.g. see New York Stock Exchange’s Listed Compdapual (2004), s.303a.01 (‘Listed companies
must have a majority of independent directors’e WK Listing Authority’'s Combined Code on
Corporate Governance (2003), s.1A.3 (‘The boardushinclude a balance of executive and non-
executive directors (and in particular independsmm-executive directors)’); the German Corporate
Governance Code (2005), s.5.4.2 (‘To permit the eBupory Board’'s independent advice and
supervision of the Management Board, the Superyi®ward shall include what it considers an
adequate number of independent members.’); that&orporate governance code (2002), s.2.1 (‘The
board of directors shall be made up of executiveators and non-executive directors. The number and
standing of the non-executive directors shall behdihat their views can carry significant weight in
taking board decisions.’) and s.3.1 (‘An adequatember of non-executive directors shall be
independent’).

" The role of independent directors is frequenthsalibed as having two principal components:
monitoring and strategic development. These twatfons of independent directors were traditionally
believed contradictory but this view has been tejgdy theHiggs ReportSee Derek Higgs, ‘Review
of the Role and Effectiveness of Non-Executive Bioes’ (DTI, January 2003), Chapter 6.

8 See Luca Enriques, ‘The Law on Company Direct@slf-dealings: A Comparative Analysis’,
International and Comparative Corporate Law Journdbl. 2, Issue 3 (2000), 297-333.
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information concerning the terms of a transact{on.they may execute a transaction
secretly and not put to the board of directorsecide a transaction that is required by
law or company charter to be approved by the bo@ileese are tactics that are
currently routinely employed by management or adhmg shareholders of listed
companies in Chin& Indeed, if custodians decide to steal the assesisted to
them for protection, who can prevent them from da@n? Certainly not independent
directors. Independent directors can be ‘monitdsst, it is too much to expect them
to assume the role of the police and FBI. It issaspnable to suppose that they can
stop or uncover deliberate fraud perpetrated bywiees. They rely on executives
for information. If executives do not provide infieation or supply false information,
what can independent directors do? As commentdtave rightly pointed out, ‘if
auditors are nervous about their ability to defesid when they have full access to
the corporate books, how can an independent direloto expected to detect
dishonesty hidden in the neat and professionaligetdrout documents presented to

him for board meetings®’

It can be seen that, if managers are determinedhisappropriate, independent
directors are powerless and cannot be relied oootdrol fraudulent diversion of
company assets. Independent directors may haveéeataoplay to check dubious
managerial self-dealings, but they are uselessombating fraudulent managerial
misappropriation. The other monitoring functions iaflependent directors, like
monitoring the authenticity of financial informatiadisclosed to the public, would
similarly fail, if managers are not afraid to cheatd also auditors have no concern
about legal liability for failing to live up to thgrofessional standards required by law.
The inability of independent directors to protecmpanies from being looted by
crooked managers in turn implies that independeetibrs cannot be the guardians
for markets and market-based governing institutidtssa matter of fact, independent
directors have a role to play in corporate goveceamnly if executives are honest and

deterred from fraud by other means.

" See following discussion for more information.
8 See Sibao Shen and Jing Jia,supra n 32.
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D. Legal Deterrence as the Foundation of Corporate

Governance

(1) Legal Liability: The only Effective Way to Disc  ourage
One-Off Misappropriation

So far it is clear why market competition and othmarket-related governing
institutions are not effective in discouraging @feémanagerial misappropriation. In
the fiduciary relationship between shareholders arashagers where managers are
entrusted with the custody of corporate assets thedmanagement of corporate
business, there always exist the opportunities @herisbehaviour (defection)
generates substantial benefits for the misbehaviagager. While shareholder voting
or market competition may impose on misbehaving agars costs by way of
terminating the fiduciary relationship or ostratian, the costs cannot be guaranteed
to be larger than the benefits. When benefits froisbehaviour are larger than costs,
a manager as a rational man would in all likelihebdose to defect rather than to
cooperate. The strategy of performance-based ramime which basically is to
increase benefits from cooperation and costs frefeation, does not change the
position altogether. Benefits that shareholdersaféer to their managers are limited
and it is still quite possible that misbehavioungeates more benefits than costs. As
far asex antemonitoring by independent directors is concerned ineffective as
well, as long as corporate assets are in the cystbrthanagers and their incentive to
defect remains, which is true, because the imbalahtosses and gains has not been

addressed.

It is thus clear that, where benefits from misbébtawvare larger than costs, it has to
ensure, in order to induce a manager not to detieat,the illegitimate benefits from

misbehaviour would be taken away from him or otaarctions such as incarceration
or fines would be imposed so as to cause him losgger than the benefits. This
involves the use of physical forces, because a ehesling manager would not
surrender his acquired interests or subject to tgarsc voluntarily. Competitive

markets, which are basically voluntary institutipase not endowed with the ability to

do so. The business community can ostracize a hmsirgg manager, but has no right
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to force him to disgorge the misappropriated bésiehareholders or independent
directors also cannot resort to physical forcetake back the misappropriated assets
or impose punishments without the sanction of thgesin a modern society, the state
has a ‘monopoly on the legitimate use of physioaté®! and grieved persons have to
turn to the government for redress, if it entaile use of physical forces. Such a
process of redress creates exactly what we caallgability’. That is why market
discipline and other market-related governing maidms are not able to discourage

one-off managerial misappropriatférand legal liability is the only solution.

Legal liability is the mechanism through which infred legal rights are rectified,
damaged interests are restored and illegality isgmed® It is created and sponsored
by the state with the backup of physical forces.hdts the effects to remove
illegitimate gains, inflict additional costs andstere misappropriated properties or
compensate damages. Actually it is the only feasitdy to take away illegitimate
benefits from tortfeasors involuntaril§ Legal liability may not just take away
illegitimate benefits. It may also impose punishin@m corrupt managers in the form
of fines, disqualification and/or incarceration ,eleaving them with negative net
gains. As a result, managers are deterred fromgamgan misbehaviour, for fear of
suffering losses more than gains. It can be seanttie unique attribute of legal
liability to be equipped with the ability to takevay illegitimate benefits from corrupt
managers and even impose punishments distinguishffesm voluntary market

mechanisms and enables it to deter one-off misgpiteon and fraud. Because

81 Marx Weber Politik als Beruf(Politics as a Vocation)1918

82 Another explanation is that, according to game phemarket forces are applicable only to repeat
market players. Benefits from misappropriation nhaybig enough to induce a manager to withdraw
from markets and become a one-time player. Thugetafail to dissuade him from misappropriation.
But this explanation does not explain why marketés are only applicable to repeat market players.
Furthermore, the traditional argument that infoipratasymmetry leads to market failure is also an
explanation. Because managerial misappropriatioavitably involves fraud, the problem of
asymmetric information is aggravated. Thus marfatgo work. In view of this, frauds are the ceaitr
problem. To combat frauds is fundamental for markeid market-based governance mechanisms to
work and in turn critical to good corporate goverte But similarly this explanation does not explai
why market mechanisms are incapable of discourafjiagds. The inability of markets to sever
illegitimate benefits may be a better explanatibrwby market forces are not effective for one-time
participants as well as why market competition cdmtiscipline frauds.

% See John P. Humphreyn the Definition and Nature of LatydModern Law RevieyWol. 8 (1945)

No 4, 194-203.

8 As far as civil remedies for duty-of-loyalty vidlans are concerned, corporate law is different to
some degree between the UK and US on the one hathdCantinental Europe on the other. In
continental Europe a generic violation of the doftyoyalty gives rise only to liability for the raking
damages to the company, whereas in the UK and UWgaddoyalty violations are also subject to
remedy of disgorgement of profits. See Luca Enrsgsepra note 78, 303.
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deterrence by way of legal liability is the onlyaggble way to discourage one-off
managerial misappropriation which is fatal to cogte success and a successful curb
on one-off managerial misappropriation is a preigtuto the proper functioning of
market discipline and other market-related govecteanechanisms, a conclusion can

be drawn that effective legal deterrence is thadation of corporate governance.

Legal liability can be caused by civil actions, adistrative penalties and criminal
punishments separately as well as collectively.r@tee vast amounts of literature
debating the relative merits of different formslefal liability. Generally, criminal
punishments and administrative penalties are mevers than civil sanctions, but
various obstacles exist for them to be effectivaijorced™ Because of the problem
of enforcement, they may not be advantageous in térdeterrencé® Civil remedies
are less severe, but its deterrent effect is ngtigible 2’ Significantly, there exist
fewer obstacles for civil remedies to be enfordehtfor the enforcement of criminal
and administrative sanctions. Nevertheless, the importance of criminal and
regulatory punishments cannot be rejected. As atemadf fact, criminal,
administrative and civil sanctions should be cometary rather than alternative if

an optimal result of deterrence is to be achiéVed.

Legal liability can target managerial diversioncoimpany assets directly or indirectly.
First of all, because of the seriousness of théahiaviour, criminal punishment of

managerial thefts or embezzlements is a staplerimir@al legislation around the

8 Daniel C. Langevoort, ‘The SEC as a Bureaucraejli® Choice, Institutional Rhetoric, and the
Process of Policy Formulation’, 4Washington. & Lee Law Reviel990), 527, 531; Daniel C.
Langevoortet al ‘Securities Laws and Corporate Governance: TheeAd of a Meltdown?’ Panel
Discussion and Q & A, (Reliance National, May 13,99%), available at
http://securities.stanford.edu/research/report909%93.htm] Barry Rider, ‘Policing the City:
Combating Fraud and Other Abuses in Corporate &esuindustry’, 41Current Legal Problemg7
(1988); John M. Naylor, ‘The Use of Criminal Sanct by UK and US Authorities for Insider Trading:
How Can the Two Systems Learn from Each Other (Ba€ompany Lawyemo.5 (1990), 83, 89.

% See Gary Becker, ‘Crime and Punishment: An Econofpiproach’, Journal of Political Economy
Vol. 76 (1968), 169-217; John C. Coffee, Jr., ‘Gogie Crime and Punishment: A Non-Chicago View
of the Economics of Criminal Sanctions’, Aferican Criminal Law Reviedl9 (1980), 423, 456-68.

8" Gary Becker & George Stigler, ‘Law Enforcement, lfdasance and Compensation Enforcers’, 3
Journal of Legal Studiefl974), 1-18. Rafael La Porta, Florencio LopeZSidanes & Andrei Shleifer,
‘What Works in Securities Laws3burnal of Finance/ol. 61 Issue 1 (February 2006), 1-32.

% See Bruce Bensofihe Enterprise of Law: Justice Without the StéRacific Research Institute for
Public, 1990); John C. Coffee, Jr., supra n 85nJdiNaylor, supra n 85.

% Braithwaite,Corporate Crime in the Pharmaceutical Industfzpndon: Routledge & Kegan Paul,
1984) 324, cited in R. A. G Monks and Neil Mino®prporate Governance(3 ed, Blackwell
Publishing 2003).
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world, notwithstanding the difficulty of enforcemienin some countries, the
government may have jurisdictions to impose pessltiuch as fines, disgorgement,
disqualification etc on managers who line theirkats with company assets. As far
as deterrence by way of civil action is concerne, critical to give shareholders the
right to take derivative actions, because entresiciianagement would not sue
themselves? Sanctions stipulated by these laws target misgpjation directly.
Contrary to this, securities law does not targehagerial theft directly. Rather, it
regulates information disclosure. But securitiew laas become more and more
important for corporate governance. In some coestits importance in ensuring
good corporate governance may have well exceededntiportance of company
law.”* Indeed some academics argue that improving com@avernance provides
the most pervasive justification for ongoing managatisclosuré? On the one hand,
the functioning of various corporate governance masms relies on the availability
of accurately and timely disclosed information, @fhis mandated by securities law.
On the other hand, by providing them with inforroati mandatory disclosure not
only helps shareholders or public agencies enfomrapany law or criminal law
which directly targets managerial misappropriatiah, also deters managerial
misappropriation in the first place, because marsag®o envisage to misappropriate
would worry about the publicity of their misbehawid® Hence is the saying that
‘sunshine is the best disinfectarif'.

(2) An Evaluation of the Market Primacy Theses

The fallacies of the market efficacy theories imgml and the market primacy theory
in particular have so far been fully revealed. Whearket mechanisms are incapable
of stopping one-off duty-of-loyalty violations amhen even their limited value to

discourage duty-of-care violations is conditional the suppression of managerial

misappropriation by legal sanctions, it is hardéleve that market mechanisms are

% See lan Ramsay, ‘Corporate Governance, Sharehbitigation and the Prospects for a Statutory
Derivative Action’, University of New South Wales Law Journdgl. 15, No. 1 (1992), 149; Arad
Reisberg, ‘Shareholders’ Remedies: The Choice gé€ive and the Social Meaning of Derivative
Actions’, European Business Organization Law Revigal. 6, No. 2 (2005), 227.

1 Robert B. Thompson & Hillary A. Sale, ‘Securititmuds and corporate governance: Reflections
upon federalism’, 5&anderbilt Law Review59 (2003).

% Merritt B Fox, ‘Required disclosure and corporajevernance’, 62Law and Contemporary
Problems(3) (1999), 113.

% |bid.

% A maxim coined by the late Justice Louis Brandéithe Supreme Court of U.S. @imstead v. U.S.
277 U.S. 438 (1928).
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superior and have comparative advantages over legaility in ensuring good
corporate governance. On the other hand, if legdrdence is the only effective way
to combat managerial fraud and embezzlement, mptscorrect to claim that legal
liability can be substituted and are therefore igdge. Because of the vital
importance of legal liability in deterring managerfraud and embezzlement, legal
deterrence occupies a foundational rather than gligitde position in corporate

governance upon which the whole system of corp@aternance stands.

It was argued that duty-of-care violations are hably the single largest source of
agency costs™ This is hard to believe, if the statement is aegahcomparison
between two types of violations. In a particularigdiction where duty-of-loyalty
violations have been satisfactorily checked, tlatestent may be true. But generally,
duty-of-loyalty violations, particularly fraud amisappropriation, are no doubt far
more serious. They are not only fatal to compargesss, but also destructive to the
function of non-legal liability mechanisms. Thatvidy liability for duty-of-loyalty
violations is far harsher than for duty-of-carelatmns all over the world. Thus we
can see that such a concern over agency costsimgsinbm duty-of-care violations
may be justifiable for a particular country, butwbuld be completely wrong if we
generally conclude that duty-of-loyalty violatioase insignificant compared to duty-

of-care violations.

It was also charged that legal liability comes wdifierent costs so that it may not be
desirable as a corporate governance mechanismexXamnple, it is said that legal
liability may give rise to a tendency for managersact in a risk-averse rather than
risk-neutral way in managerial decision-making;tttine threat of legal liability may
cause managers to be less willing to make firmifpdtuman capital investments;
and that there also exist the costs associated evithrs made by judges, because
judges are not better qualified than managers ¢aldavhether a transaction is in the
best interests of shareholders. All of these intisleare harmful to shareholder

value®®

% See Daniel R. Fischel & Michael Bradley, suprabra#291.
% |bid, at 265, 270.
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First of all, an observation that can be made abusataccusation is that it makes no
distinction between liability arising from violaticof duty of care and duty of loyalty.
While the alleged costs may be true to a degrel reigard to duty-of-care liability
(although the costs have been exaggerated andoar@ tine with reality and the
business judgement rdlg, they are totally irrelevant as far as duty-ofdtty liability

is concerned. The threat from legal liability oweisappropriation has nothing to do
with either authentic risk-taking by managers imagerial decision-making, or firm-
specific human capital investments by honest masadeegal liability against
intentional misbehaviour would not give rise to émdeterrence’. Moreover, courts
may have difficulty in assessing managerial effdstg it is hard to claim that they are
not in a better position than managers to assessntrit of conflicting managerial
behaviour. Last but not least, it should be poirdat that, because legal liability is
indispensable in deterring managerial misapprapnand fraud, we couldn’t discard
legal liability even if the alleged costs were tarecosts other than those listed above
may exist. The correct approach is to see how @ssisciated with legal liability can
be reduced rather than to reject legal liabilitgdese of the existence of costs. In
other words, costs, whether genuine or falselygalle are not a reason to downplay
the importance of legal liability, especially theahility against managerial
misappropriation and fraud. If legal sanctions ao¢ enforced rigorously for the
reason of alleged costs, the performance of compagavernance in a country is

predictable.

Whilst academic discourse about corporate goveméas not yet clearly indicated
that even the limited value of market competitian based on sufficient legal
deterrence, the fact that market competition is eftdctive to discourage ‘one-off’
misbehaviour has long been recogniZedudge Easterbrook and Professor Fischel,
perhaps the most prominent advocates of markeityuiih the legal academy,
themselves admitted that market discipline is ewffle so far as ‘one shot’
managerial misconduct is concerré@ut for them, such misconduct seemed only a
minor exception to their arguments for the supégionf market mechanisms over

legal liability. Why did they ignore that type ofamagerial misbehaviour, despite its

" See Donald E Schwartz, supra n 45.
% See Benjamin Klein and Keith B. Leffler, supra®) Aarold Demsetz, supra n 45.
% Frank H. Easterbrook & Daniel R. Fischel, sup&8nChapter 4.
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seriousness? Why did they not recognize that seifficlegal deterrence is
fundamental for market mechanisms to work? We mayehan answer, if we can
appreciate that their studies focused on the esmpesi of the US, where they
considered that ‘the widespread assumption thgtocate managers systematically
act in ways contrary to investors’ best interestsvithout foundation® and ‘the

opportunity cost of excess leisure and not workiagl is probably the single largest
source of agency cost$" If their assertion is true, sufficient legal deterce may

have already been secured in the US and the tig®ae of corporate governance is

no longer misappropriation and fraud but that dfyehf-care violations.

For duty-of-care violations, market mechanisms rbaya better cure than legal
liability. 1% Indeed, where lack of legal deterrence is no lorgproblem, it may be
desirable to emphasize the utility of market medras rather than to promote legal
sanctions, because of the concern about ‘overtéetss’. If emphasis is still put on
legal sanctions where adequate deterrence haslylbegn secured, the net benefits
may be negative in that gains from increased d&tea may be outweighed by the
costs of ‘over-deterrence’. Furthermore, even & tloncern about over-deterrence is
unfounded, making use of market forces to improvga@rate governance may be
more cost-effective than expending effort to inseedegal deterrence where legal
deterrence has already been substantial. In vietwigfit is understandable that legal
liability for duty-of-care violations is only normah and the business judgement rule is
firmly accepted in the U3 So, if we are able to appreciate that the advscate
market utility have focused their study on the Ulseve they assumed that managerial
misappropriation and fraud may no longer be ‘systigh) their preference for
markets over legal liability is understandable.ti@ems of their market primacy

submission may not be valid if what they assumerlis**

1% 5ee Daniel R. Fischel & Michael Bradley, suprabres 262.

%% |pid, at 291.

1921hid, at 263.

193 5ee Bernard S. Black & Brian R. Cheffins, ‘Outsibieector Liability across Countries’, Stanford
Law and Economics Olin Working Paper No. 266 (Ddoem 2004), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract38321.A more radical suggestion is to abolish the
liability for duty-of-care violations. See KennehScott, supra note 44.

1% However, after Enron and WorldCom, there are vighves stress the significance of duty of care.
See Lisa M. FairfaxSpare the Rod, Spoil the Director? Revitalizingediors' Fiduciary Duty through
Legal Liability’, 42 Houston Law Review (2005), 3936.
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This, however, does not mean that, as generalidsedhe market efficacy and in
particular the market primacy proposition are laflic sound and universally

applicable. Not all countries are in the same pwsias is the US. At least in China,
currently illegal managerial self-enrichment is esgread, fraud is rampant, and
corporate scandals are recurring realities. Farumty like this, the propositions that
market mechanisms are effective and preferable legal liability in ensuring good

corporate governance is plainly wrong. We shouldeustand that the market efficacy
and market primacy theories are America-specificj ghat there are fundamental
differences in the practice of corporate governaheeveen China and the US.
Otherwise, those theories will be misread and thgent need to enhance legal

deterrence to battle managerial misappropriati@hfeaud will be missed.

(3) Limits of Legal Liability?

Whether law is significant or insignificant in m&ming social order is an old debate.
A thorough examination of the general propositibattlaw has limits is beyond the
scope of this paper. Nevertheless, a brief comrabout the effectiveness of legal
liability in preventing managerial misappropriatiotean be made. Managerial
misappropriation is a type of white-collar crimedathe attributes of white-collar
crimes are very different from conventional crim®3White-collar criminals act on
careful calculation rather than out of instant ifspue emotion or under the influence
of drugs. The claim that offenders may be ignoddrihe existence of the law is also
not applicable to the highly intelligent company magers. Furthermore, company
managers are unlikely to be impoverished so astoebilient to the threat of legal
liability. Thus the findings from research on ttamhal crimes that legal sanctions are
ineffective to deter may not be applicable to wititdlar crimes:®® To the contrary, it
has long been recognized that white-collar offenessa type of ‘instrumental acts
(those that are presumably rational)’, are mostcaéil by threats of punishmefts.
Thus the effectiveness of legal liability to deteanagerial misappropriation should

not be questioned. It is argued that crimes hawep decial roots and to address the

1% gee generally Gilbert Geis, Robert F. Meier & Lamee M. Salinger (edsWhite-collar Crime:
%Lassic & Contemporary Viewé\Y: Free Press,1995).

Ibid.
7 see William J. Chambliss, ‘The Deterrent InfluerdePunishment’ Crime and Delinquengyl2
(1966), 70-75; Charles R. Tittle, ‘Crime Rates &egal Sanctions’Social Problems16 (1969), 409-
423. See also Albert DiChiara & John F. GalliheThitty Years of Deterrence Research:
Characteristics, Causes, and Consequencesie, Law and Social Chang¥ol. 8, No. 3 (July 198%}
243-263.
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root causes are as important as legal sanctions.iffteed may be similarly true as
with white-collar crimes. But the validity of throposition does not mean that legal
sanctions are insignificant. Whatever the socialsea are and however well they are
tackled, white-collar crimes would not be substlhtireduced if legal deterrence

were exceedingly weak.

Some philosophers also raise questions conceragiglation and the enforcement of
law in support of their objection of governmentatiervention of social and economic
life.'°® Because of the existence of problems in legistasind enforcement, doubt is
hence cast on the significance of law as an insiitufor social control. True and
relevant they may be, the existence of these pmubldoes not necessarily imply that
legal sanctions are trivial in combating managem&appropriation. Because, as has
already been demonstrated, legal liability is théy effective way to tackle one-off
managerial misappropriation, we cannot afford tonorg legal liability,
notwithstanding the existence of difficulties imigation and enforcement. The right
approach is to find out how to solve the legiskt@and enforcement problems in order
to make legal liability more effective. Of coursese problems cannot be completely
eliminated, legal sanctions are not perfectly effec and managerial
misappropriation will always be a component of eaonomic life. But in different
countries the job has been done with different elegiof success. In some countries
both legislation and enforcement are more satisfactAccordingly, legal sanctions
are more effective and in turn managerial misappatpn and fraud are less severe.
In others the case is different. It is actually thierence in tackling the legislative
and enforcement problems that distinguishes well pmorly performing countries.
To enhance corporate governance, we have no chaic® improve legislation and
enforcement to strengthen legal sanctions agairstagerial misappropriation and
fraud. If we disregard legal liability because afstence of difficulties in legislation

and enforcement, the goal to improve corporate g@ree will never be achieved.

1% For example, see See Friedrich A. Hayedw, Legislation, and Liberty, volume 1, Rules @vder
(Chicago: University of Chicago Press, 1973); AntoAllott, The Limits of Law (London,
Butterworths, 1980).
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Since 1990s there has been an upsurge of schatdeest in the study of social
norms in the legal academY.Such strong interest in the social norm study seem
imply the importance of social norms in guiding farmbehaviour. Indeed it was
openly claimed by ‘law and norms’ scholars thatrthle of law in the overall system
of social control had been exaggerated and the riiapee of socialization and the
informal enforcement of social norms had been wstenated® Thus it is worth

and necessary to have a brief discussion aboutotkeof social norms in ensuring

good corporate governance.

Social norms are non-legal rules adopted by theonmtyajof members of a social
group or the whole society. It is generally agréleat norms are ‘informal social
regularities that individuals feel obligated toléeV because of an internalized sense
of duty, because of a fear of external non-legacsans, or both’'! Specifically,
norms are enforced through three mechanisms. igitse sense of guilt, shaming, etc
resulting from violation of personal ethics intdined by the first party. This actually

is about the role of morality in maintaining soaatler. Second is the withdrawal by
the second party from a contractual relationshipcwime has or may have with the
violator. Third is the disapproval of and shunningm the violator by third parties,
which can be termed ‘ostracisit? It can be seen that the last two mechanisms are
identical to shareholder voting and market disoglin the scenario of corporate

governance.

Can social norms play a significant role in ensyirgood corporate governance
without the support of legal liability? Again weeatkto answer the critical question

whether social norms alone can discourage corponateagement from engaging in

199 see Robert C. Ellickson, ‘Law and Economics DisgsvSocial Norms’The Journal of Legal
StudiesVol. 27 No. 2 (June 1998), 537-552.

110 bid.

1 gee Richard H. McAdams, ‘The Origin, Developmetd Regulation of Norms’, Michigan Law
Review, Vol. 96 No. 2 (November 1997), 338-433; BdivB. Rock & Michael L. Wachter, ‘Islands of
Conscious Power: Law, Norms, and the Self-Gover@ogporation’,University of Pennsylvania Law
Reviewyol. 149 Issue 6 (2000-2001), 1619-1700.

112 |bid; Robert C. Ellickson,Order without Law: How Neighbours Settle Disputéslarvard
University Press 1991), Chapter Richard A. Posne& Eric Bennett Rasmusen ‘Creating and
Enforcing Norms, With Special Reference to Sandtiomternational Review of Law and Economics
Vol. 19, Issue 3 (September 199971-382.
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one-off misappropriation and fraud. The answerugegqdubious:® First of all, we
cannot take the social norms which favour sharedreldnterests over the personal
interests of management for granted. For sociafanelmaximizing norms to take
roots, ‘a pattern of sanctions’ is the prerequiSifélowever, as has been previously
demonstrated, market discipline and other marKateé governing mechanisms do
not pose an effective sanction against managernsdppropriation. How about the
role of the first party’'s self-discipline, or moitg? Where misappropriation in a
society is widespread and rarely punished by lawis idoubtful that the ethics
favouring shareholders’ interests over their owrnuldobe naturally assimilated by
managers. Even if such personal ethics is in plaogal condemnation and sense of
guilt may be easily dwarfed where financial stakes substantial to the personal
well-being of managers. The same can be said faraton-financial utilities such as
psychological satisfaction out of reputation, ssscetc. Thus we can conclude that
social norms alone are not effective to discouragee-off managerial
misappropriation and this in turn implies thatsitdoubtful that social norms can play
a significant role in corporate governance withthe support of legal sanctiofrs.
The establishment of social norms that encouragestonvork has to rely on regular
legal sanctions. Without effective legal sanctiosisch productive norms would be
illusory. As a matter of fact, when misappropriatis widespread but enforcement is
sporadic, it is dangerous that norms encouraginigegziement rather than honesty
may take hold. This is likely where consumerisrdegp in the culture of the society,
personal wealth is excessively worshipped, butiefundamentally weak, as is the
case currently of China. In a society like thisptiRer Barons’ may be the role model
for many company managers. Thus we can see thafffiwtiveness of social norms
in ensuring good corporate governance is similadgditioned upon effective legal

deterrence against one-off managerial misapprapniat

3 The whole of Issue 6 of tHéniversity of Pennsylvania Law Reviewl. 149, No. 6 (June 2001) is
devoted to the debate of whether social norms tanasignificant role in corporate governance. See
alsoRobert E. Scott, ‘The Limits of Behavioural Thearigf Law and Social Norms’, 86irginia Law
Reviewl603, 1643-44 (2000Melvin A. Eisenberg, ‘Corporate Law and Social Netr@9 Columbia
Law Reviewl253 (1999); Edward Rock, ‘Saints and Sinners: Hdwes Delaware Corporate Law
Work?’ 44University of California Los Angeles Law Revig@d04 (1997)

114 see John Finley Scoffhe Internalization of Norm&l971), at 72, cited in Robert C. Ellickson,
Supra note 111, footnote 17.

115 See Robert E. Scott, supra note 103; Marcel KahlBme Limited Significance of Norms for
Corporate Governancdlniversity of Pennsylvania Law Revievol. 149, No. 6, (June 2001).
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There have also been calls recently to use theakedc‘social sanctions’ like
‘'shaming’ as alternatives to legal sanctidhslt is possible that ‘shaming’ may
increase the negative publicity of misbehaviour #imas facilitate the working of
market discipline on the one hand, and on the oihemay reinforce moral
condemnation and personal guilt. But, as has besoussed above, market
competition as well as morality is not so effectimediscouraging one-off managerial
misbehaviour. More problematic about the ‘shamipgoposal is that ‘shaming’
cannot be independent of legal sanctions in theast®of misappropriation and fraud.
Without prosecution and conviction or civil judgemeit is difficult to imagine how

‘shaming’ can be achieved’

E. Under-Deterrence: Evidence from China

So far it has been demonstrated in theory thatvttally important to deter fraudulent
managerial self-enrichment and that legal sanctpdag a unigue role in doing so. In
this section concrete evidence from China is presemo show that ‘systematic’
misappropriation and fraud are not imaginary wHegal deterrence is exceedingly
weak. This evidence clearly demonstrates that namleshanisms are in themselves
not effective to discipline fraudulent misapprotioa, and the prevalence and
persistence of fraud and misappropriation are bettplained by the lack of adequate
legal deterrence. The evidence concerns misapptapriof listed companies’ funds.
Other scandals, such as fabricating accountingréggumanipulating share prices
through trading, making up stories about the bssirEospects of companies etc, are

not discussed here.

(1) Misappropriations in Listed Companies

118 5ee Dan M. Kahan, ‘What Do Alternative Sanctionsal, 63University of Chicago Law Review
591 (1996). In relation to the role of ‘shaminig’ corporate governance, see David A. Skeel, Jr.,
‘Shaming in Corporate Law’, 149niversity of Pennsylvania Law Revié®&11 (2001).

17 See Dan M. Kahan, ‘What's Really Wrong with Sham8anctions’, working paper available at
http://www.ssrn.com, for a self-criticism.
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Generally, corporate governance in listed compaimié3hina is pitiful**® One acute
problem is that funds are routinely channelled ofitlisted companies to their
controlling shareholders or other related partiesfar business purpose. According
to a survey conducted by the CSRC at the end oR,200 the total 1175 listed
companies, 676 had experienced fund tunnellinghbyr majority shareholders, with
misappropriated funds amounting to 96.7 billion ri@isie Yuart’® Up to the end of
2003, the balance of misappropriated funds of &&8d companies was 57.7 billion
Yuan?° As of 30" June 2005, the majority shareholders of 480 listechpanies
expropriated corporate funds and the balance ofitad® billion Yuan accounted for
more than half of the profits of all listed compasimade in the first half of the year.
At the same time, more than 1000 listed comparagesilfegally guaranteed loans of

about 42.5 billion Yuan borrowed by their majorityareholders?*

In a substantial number of cases where funds wemeetled or guarantees offered to
majority shareholders, no board decisions were madeesolutions passed by
shareholders’ meetings, even though these arereghby articles of association of
companies, administrative regulatidffor primary legislatiot?® Such tunnelling or

guarantees are simply executed by some executhnes@ncealed from both other
directors (usually independent directors) and thielip shareholders who should have
the right to make decisions. More often than nothstunnelling and guarantees are
not authentic business transactions. They are mispgation, or to use plain

language, stealing. In 2005 about 180 directorsevpeiblicly censured by the two

118 See Stoyan Tenev & Chunlin Zhang with Loup @nmefsupra note 11; Donald C. Clarke,
‘Corporate Governance in China: An Overvie®hina Economic Reviewol. 14 Issue 4 (December
2003) 494; William A. Fischer, ‘Will China face up its governance problemTinancial Times
(Sponsored reports/Mastering Corporate Governahoee 2° 2005); Cindy A. Schipani & Liu Junhai
‘Corporate Governance in China: Then and No@dlumbia Business Law Reviewol. 2002, 1-69
(2002). The International Institute for Managemddévelopment in Switzerland surveyed the
corporate governance of 60 economies in the wanld2004 and China ranked 25on board
effectiveness, 40on shareholder value, 8on insider trading and %40n shareholder rights. Another
survey by the World Economic Forum in 2003 rankétn@ 44" among the 49 economies surveyed.
See Qiao Liu, ‘Corporate governance in China: eurpgactices, economic effects, and institutional
determinants"CESifo Economic Studiegpl. 52, No. 2 (2006), 415-453.
19g5ee Ou Guofeng, Li Hongwei & Shun Tingyang, ‘Thbs@nate Disease of Misappropriation of
Funds by Majority ShareholdersSecurities Market Weeklflssue 17, 2005), 19-21, available at
?Ztgp://zhoukan.hexun.com/Maqazine/ShowArticIe.amﬁéleld:857](in Chinese).

Ibid.
2 pid.
1225ee the CSRC, Guiding Rules on the Article of Agion of Listed Companies (f6December
1997), Article 94; the CSRC, Notice Regarding Gnsas Offered to Others by Listed Companids (6
June 2000), Article 5.
123 5ee the NPCSC, Company Law 1993 (2005), Artice &0.22.
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stock exchanges for misbehaviour and more than haolved in fund
misappropriation* At the same time, the requirements of mandatosgclo$ure
stipulated by securities law are taken extremeghtly and misappropriation is
routinely covered up to the last minute. In 2004 2005, there were respectively 49
and 43 cases of violations of securities law whisére penalized by the CSRC.
Among these, about 55% involved misrepresentatjolisted companie? It should
be remembered that violations which have been ledesnd punished are only a tip
of iceberg of all violations. In a study of CSR(p#ies and public censures by the
two stock exchanges, it is estimated that for evarg case of penalty or public
censure there are as many as four cases of viol#iet have not been revealed or
pursued™®® It is no exaggeration to say that misappropriatisnwidespread and

negative information is routinely concealed bydétompanies in China.
Several high profile cases have been widely redorte

» Kelon (000921): A company whose shares are quatedoth Shenzhen and
Hong Kong Stock Exchanges. The company was origir@ntrolled by a
local government in Guangdong Province. In 200%iaafe company owned
by an entrepreneur bought control of the compard/ tae same person had
thereafter acquired control of four more listed pamies. After the control of
the company was handed over to the private perdmne were extensive
reports suggesting that accounting figures wereipodéated and funds of the
company were misappropriated by the controller. 2005 the CSRC
announced to conduct an investigation and, shaiftigr that, six managers
including the controller were arrested by the logallice. The local
government regained control of the company and iapgh KPMG to conduct
an investigation. After it had examined the occuces of money transfer
above 10 million Chinese Yuan, KPMG reported thatirdy 2001 to 2005

about 7.5 billion Yuan had been transferred in andof the bank accounts of

124 Documents of public censure are publicized bytite stock exchanges (in Chinese) and available
on their websiteshitp://www.sse.com.candhttp://www.szse.ch

125 Documents of penalty are publicized by the CSRE @hinese), available on its website
http://www.csrc.gov.cn

126 5ee Wu Xiaoliang, ‘Research on Punishments of & Violations’, Caijing Magazine Issue
136 (27" June 2005), available ahttp:/caijing.hexun.com/text.aspx?sl=2304&id=12485 (in
Chinese).
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the company not for business purpose, resulting met loss to the company
of 592 million Yuan. The CSRC'’s investigation filyalncovered that from
2002 to 2004 477.18 million Yuan profits were fabted. The transfers of
funds had never been disclosed by the companytarauditor, Deloitte and

Touche, neither revealed the transfers of fundsmefabricated profitéz.7

Sanijiu Yiyao (000999 Following the company’s IPO, from July 1999 to
December 2000 more than 2.5 billion Yuan were chHed to its controlling
shareholder in fund movements that were not trusinless transactions,
representing about 96% of the company’s total eséis. In the same period,
more than 1.1 billion Yuan was lent to one of itde3 companies at interest
rates of between 2.25% and 2.925%, while it borcbnearly 1.5 billion Yuan
from others at interest rates of between 3.504%%5@4%. In July 2002 the
CSRC made a decree demanding that the controlliagebolder repay the
misappropriated funds. At the end of November 2@@®ut 1.6 billion Yuan
had still not been paid back and most of the remamwere in non-cash
assets®® The tunnelling had never been disclosed before GB&KRC took
action. Ironically, after the CSRC’s decree, misappated funds increased
further. To the end of 2005, the balance was ntuae 8.7 billion Yuart?®

Hou Wang Gufeng (000535): By the end of 1999, wtlike company’s gross
assets were only 934 million Yuan, about 890 milliYuan had been

misappropriated by its controlling shareholder. Thisappropriation took in

different forms, including borrowings, receivablesid bank loans borrowed
by the controlling shareholder but recorded in ¢benpany’s account and so
on. The company also guaranteed more than 300mifuan loans borrowed
by its controlling shareholder. In February 2004 ¢ontrolling shareholder
was declared bankrupt. The company not only gdtingtback; it also had to

meet its obligations under the guararit®e.

127 See the reports bghina Securities Journabn 2F' January and 17 July 2006, available at
http://www.cs.com.cn(in Chinese).

128 See CSRC Penalty Decision No. 12 (2002), availalbléts websitehttp://www.csrc.gov.cn(in
Chinese)

129 siatistics available on the website of ShenzhenkIExchangehttp://www.szse.cn(in Chinese).
130 see the reports by thieesearch Centre of Corporate Governance of Nabkaiersity, available at
http://www.cg.org.cn/index.asfin Chinese).
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Pi Jiu Ha (600090): On 30 December 2003 the company made an
announcement that its Chairman had disappearesdadtalso disclosed that
the company had guaranteed loans to different corepamounting to 1.787
billion Yuan, of which about 1 billion had not bedisclosed before. After the
announcement, the price of its shares dropped 15l to 3.66 Yuan on {1
July 2004*3*

Tuo Pu Software (000583): In 1998 a company owngdab individual
acquired a listed company and renamed it Tuo Ptw@&ad. In 2000 the listed
company issued new shares and raised about Inb¥limn with the approval
of the CSRC. In the same year, the same individegluired another listed
company and renamed it Yan Huang Online. In 200b Pu Software
reported huge profits (0.78 Yuan per share). Bud fwars later in 2003 it
reported huge losses (1.64 Yuan per share). Ansiigagion by the CSRC
revealed that between October 2003 and April 2d8zut1.4 billion Yuan
(100.56% of its net assets) were transferred ouffwd Pu Software to
companies controlled by that same individual. I920Juo Pu Software also
guaranteed about 886 million Yuan of loans (63.8d4ts net assets)an
Huang Online also guaranteed loans to related ggadimounting to 286
million Yuan (280% of its net assets). Both companivere censured by the
Shenzhen Stock Exchange in June 2004 for non-disdo But by this time
the controller had already absconded to the US.Id¢ed regulatory authority
‘invited’ him to come back to China to assist intgation, but he refused on
the grounds of iliness. The share price of Tuo Bitim&re plummeted from 48
Yuan in July 2000 to 4.43 Yuan on"™30une 2004

De Long Group: A conglomerate owned by four brah&e Long Group was
the largest shareholder of three listed compamiestiae 3° largest of several
other listed companies. It also controlled dozersecurities companies, local

banks and trust companies. The Group first acquoresllisted company and

131 See CSRC Penalty Decision No. 19 (2004), availalléts websitehttp://www.csrc.gov.cn(in
Chinese).
132 See CSRC Penalty Decision No. 30 (2005), availalléts websitehttp://www.csrc.gov.cn(in
Chinese).
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then misappropriated its funds and caused it taaguee loans. With the
misappropriated and borrowed money, the Group boaghumber of other
listed companies and financial institutions. Evénge when a company was
acquired, the Group played the same game. Furthierreecurities companies
controlled by it manipulated the share prices @sthlisted companies to a
ridiculously high level with funds from differentosrces. By offering the
inflated shares it owned as collaterals, the Grobapowed even more from
banks. In this way the Group expanded dramatidallp few years and in
2003 the brothers ranked 25th on Euromoney’s fi§thona's richest men. But
in April 2004 the game was all over after natiobahks were commanded by
the central government to cut lending in order @oladown the overheated
economy. The Group collapsed spectacularly. Thadiling of astronomical
amounts of money was thus finally officially disséml. There is little hope
that these funds can ever be recovered, becauggdhter part may have been
used to prop up the inflated share prices of thepamies and now the value

of those shares is negligibl&

From a general description and these concrete ,cagesan gain an insight into the
reality of corporate governance in China. It isaclehat currently corporate
governance in China is essentially in a state wfldasness. Misappropriation is
widespread; frauds are outrageous. A basic lev8haf and order’ has not yet been

established in ‘corporate China’.

(2) Under-Deterrence and Misappropriations

What is the state of legal deterrence in the fdcthese blatant criminalities? The
reality is that legal deterrence is extremely sb#spite the fact that theft and frauds
are pervasive, both criminal prosecutions and atnative penalties are sporadic. It
is difficult to estimate how many culprits have &sed punishment, but, as mentioned

above, violations which have been penalized byG8&C or publicly censured by the

133 5ee Lin Huawei, Cao Haili & Zhou Fan, ‘Finale iigls for Delong Saga’, Caijing Magazine, Issue
165 (January 09 2006), available at
http://caijing.hexun.com/english/detail.aspx?issiL&s&id=1488152
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stock exchanges may be only one quarter of thérnataber:** Even this figure may
overestimate the rate of penalization. There araynsaispected violations, many of
which are obvious and have been widely reportethbymedia, but the government
has done nothing about them. There are many singmtvhere suspected violations
had been reported by the media for years, but tvergment intervened only when
the companies involved eventually collapsed. It wagorted that from January 2003
to June 2004, 10 top managers of listed compamissoaded from the country, with
it being subsequently revealed that their compah&d been looted of funds or
caused to guarantee bank loans amounting to EllirSurprisingly, there are no
criminal actions against these absconders. A fetheh have been penalized by the
CSRC. The severest case of penalty was a 300 thd0dsan regulatory fine against
a Chairman and CEO of a listed company on the gietimat he was responsible for
the cover-up of the tunnelling of funds out of agdarantees offered by the
company**® Compared to the nearly 1 billion Yuan of fundswdfich the company
was looted or caused to guarantee, that amounhefi$ laughable. Even this trivial
amount of fine will not be collected, as the Chamhas disappeared and nobody
knows his whereabouts. Yet even a fine of this si&eactually unusual. Many
violations are settled with private admonishmelggers from the regulator or stock
exchanges demanding redress, or public censurdobit exchanges. It is doubtful
whether these soft measures have any deterremt.efer example, among the 477
company directors who were censured by the Shangtwmik Exchange between

April 2001 and November 2004, more than 10% wersgeed repeatediy’

As far as private litigation is concerned, deteceeis non-existent. On the one hand,
the old Company Law did not clearly confer on shalders the standing to sue

derivatively*®®

and several attempts to take on derivative actibgsminority
shareholders had all failed as a result of thetsbrefusal to accept their cases.On

the other hand, shareholders’ right to take ongbe\securities actions is substantially

134 See Wu Xiaolian, supra n 111.

135 See the report byBeijing Business Todayon 2f' June 2004, available at
http://www.bjbusiness.com.cn/20040621/touzi476.GtmChinese).

136 5ee CSRC Penalty Decision No. 19 (2004), suprssn 1

137 See the report by South Daily on 33" November 2004, available at
http://finance.news.tom.com/1008/1009/20041130-8¥8%ml(in Chinese).

138 5ee The NPCSC, Company Law (1993), Article 111.

139 5ee Deng Jiong, ‘Building an Investor-Friendly &halder Derivative Lawsuit System in China’,
Harvard International Law JournaNol.46, No.2 (2005), 347.
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restricted by a judicial interpretation adopted the Supreme People’s Court.
According to the interpretation, only securitiesi@ts against misrepresentation are
permissible"*® Actions can be taken only after criminal convintior administrative
penalty decisions have been entered titéurthermore, both American-style class
actions and English-style group litigation are aédowable and actions can only be
taken individually or jointly**? As a result of these restrictions, there have eéna
few private securities lawsuits, all of which agammst flagrant fraud%'> Damages
awarded are insignificant and it is not clear wketbulpable managers have been
made personally accountable. In short, legal detes on misappropriation and fraud
is inconsequential in China. Most violations are rewvealed or pursued, and both
criminal prosecutions and administrative actions mfrequent. Where actions are
taken, penalties are phenomenally light-handedallyin deterrence via private

lawsuits is non-existent.

From the above discussion, we may have a Dbettererstathding of why
misappropriation are so widespread and fraud flagralisted companies in China. It
is true that reasons are complex and systemic.imgpesfactor is wholly responsible
for this unpleasant situation. The stock markeiasically devoid of any disciplinary
function because of the dominance of state ownerstiere have been virtually no
hostile takeovers since the stock exchanges weeaenp Control is transferred by
way of private transactions, mostly because theesgowuents are forced to give up
their stakes in listed companies after the compani@ into financial difficulties.
Share prices in the main have no connection wighpgerformance of companies and
artificial manipulation of share prices is rampa8imilarly, the voting by minority
shareholders as a disciplinary mechanism is nédgidiecause of the dominance of
state ownership. Yet the governments, notwithstamtheir majority ownership, have

not been able to exercise the kind of effective mooimg of the running of these

140 see the Supreme People’s Court of China, NoticEemporary Suspension of Acceptance of Civil
Securities Compensation Cases®(&keptember 2001); the Supreme People’s Court afisGhotice
on Relevant Issues Concerning the Acceptance df Tivt Cases Resulting from Misrepresentation
Occurred in Securities Markets (15ebruary 2002).

1 bid.

1421pid.

143 5ee Walter Hutchens, ‘Private Securities Litigatio the People's Republic of China: Material
Disclosure about China's Legal SystemZhiversity of Pennsylvania Journal of International
Economic Lawvol. 24 No.3, 599-689 (Fall 2003).
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state-controlled companies that in principle pevatvners should be able to achieve.
Further, state ownership very possibly has a pdggieal impact upon managers.
The paradigms of neo-classical economics have reem firmly established in China
and state ownership is widely perceived as illegite and regarded as ‘nobody’
ownership. Managers feel no moral stigma with npsapriation of the assets of
listed companies that are to all intents and puweposnder state ownership.
Misappropriation is further exacerbated by the dghowf excessive consumerism and
individualism. So, state ownership is truly respbies for the prevalence of

misappropriation in state-controlled listed compani not just because state
ownership deprives the stock market and shareholdéng of any disciplinary

function.

Nevertheless, if legal deterrence remains weakyatild be naive to expect that
corporate governance could be significantly enhdrimg divesting the state of its
controlling stakes in listed companies in an efftot restore the legitimacy of
ownership and the disciplinary function of marketpetition. As a matter of fact,
plenty of companies suffering from misappropriatiand fraud are privately-
controlled and the crooks are the private conrell©®f the 6 cases reported above, 3
involved listed companies which were controlled gowate persons. Recently, the
Shanghai and Shenzhen Stock Exchanges publicizedngmes of 189 listed
companies whose funds have been channelled otieatdmpanies not for business
purposes. Among them, 69 are privately controllechganies, a figure which is
exceedingly out of portion to the share of privatenpanies in the total number of
listed companies® It is clear that in too many cases the presenceprifate
controllers has not resulted in good corporate gawce. This demonstrates again

that private ownership is not a panac¢éaActually it would be dangerous to

1441t is estimated that among the 1300 plus listechmanies there are about 200 whose controlling
ownership has been transferred to private persdies 0. See Stephen Green, “Two-thirds
privatisation’: How China's listed companies aréinally - privatising?” Briefing Note (The Royal
Institute of International Affairs, December 2003), available at
http://www.chathamhouse.org.uk/pdf/research/asiaBdblesPt11.pdf

145 Dispersed ownership pattern is incompatible witlveak legal system and ownership tends to
concentrate where legal deterrence is soft in atcpuWhilst concentrated ownership may solve the
agency problem between shareholders and managetsgates a new one between majority and
minority shareholders. To tackle this varied agepomyblem, law (especially legal deterrence) is also
vital. See Kenneth E Scott, ‘Corporate Governanue Bast Asia: Korea, Indonesia, Malaysia, and
Thailand’, in A. Harwoodet al (eds.)Financial Markets and Developmer(Brookings Institutional
Press, 1999).
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commence mass privatization where legal deterrémaeeak. The consequence of
mass privatization is quite predictable where ledgtierrence is weak: the country
becomes immersed in a state of chaos where dirtys wh asset grabbing and
ownership battling ensue, a scenario occurred duaimd after the mass privatization
in some Central and Eastern European counttéEhe result would be catastrophic
for China and the effect of illegitimate and cortrygpivatization will run for a long

time to haunt the count’y! This indicates that strong legal deterrence isevaical

to the success of privatization. The experiencenfrihose Central and Eastern
European countries also tells that dispersed owieseated by privatization is not
sustainable where legal deterrence remains Wealhis confirms that market-based
mechanisms have a limited role to play in corporgtevernance where legal

deterrence is not strong.

Actually, some market-based mechanisms are availablChina, but they have
nevertheless proven to be inconsequential. Sin€4,20 has been compulsory for
listed companies to install independent directorgh®ir boards and by now at least
one third of directors should be independéhtiowever, there are too many cases
where the presence of independent directors didprtent misappropriation and
fraud. Two notorious cases reported above illustrfectly the limited value of
independent directors in Chif&.Both involve privately controlled listed companies
which were looted of hundreds of millions of Yuanthe controlling shareholders. In
one case, three independent directors, one of wlha@rprominent economist from a
prestigious university in China, resigned just befthe company was about to bust.
In the other, independent directors resigned afterCSRC announced to conduct an

investigation into the company’s business and awtsouOne of the independent

146 5ee Bernard Black, Reinier Kraakman & Anna Taremssupra note 39; Joseph R. Blasi, Maya
Kroumova & Douglas KruseKremlin Capitalism—Privatizing the Russian EconorfGornell
University Press, 1997); Maxim Boycko, Andrei Sfdei& Robert Vishny,Privatizing RussigMIT
Press, 1995).

147 See Joseph stiglitz & Karla Hoff, ‘The Creationtbé Rule of Law and the Legitimacy of Property
Rights: The Political and Economic Consequences Gbrrupt Privatization’, NBER Working Paper
11772, November 2005.

148 See Christof Ruehl, ‘From Transition to Developtnén Country Economic Memorandum for the
Russian Federation’, World Bank report, availabtehtip://www.worldbank.org/ Erik Berglof &
Anete Pajuste, ‘Emerging Owners, Eclipsing Marke@s?porate Governance in Central and Eastern
Europe; in P.K. Cornelius and B. Kogut (edsQorporate Governance and Capital Flows in a Global
Economy(Oxford University Pres2003)

149 5ee the CSRC, supra n 31.

%0 The first and last case reported above.
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directors is a former executive of the Hong KongcBtExchange. It is not clear why
the independent directors were not able to pretremimisappropriations and reveal
the frauds. But in both cases, the resigning dirsatited as the reason for resignation
‘not being able to access the information needgquetform their duty™> The reason
provided seems vague. Why were they not able tesacmformation? Very possibly
the independent directors themselves were defralmedhe executives of the
companies and misappropriations were concealed frmm. This conforms to the
common finding that transactions which are requitecbe deliberated upon and
decided by board meetings are nevertheless exesetmdtly by executives. These
two cases prove that, where managers are determinedisappropriate and are

amenable to fraud, the presence of independerndtdigeematters nothing.

The same can be said about performance-based reatiane Again this can be
proven by a real casé? Although the CSRC only recently adopted a ruleutsting
the performance-based remuneration such as stackstack options for managers of
listed companies:>® the company concerned, which is controlled by aallo
government, granted its management stock optiomg beefore this. It was reported
that the annual income of the Chairman and CEQuding salary, bonus and stock
options, was worth more than 7 million Yuan, an antahat was very generous for a
manager in China. But this huge reward could nossuhide him from
misappropriation. In December 2005, he was sentkhcesix years in prison for
misappropriating tens of millions of funds from tb@mpany, which is a rare case of
criminal sanction against top managers of listednganies who perpetrate
misappropriation. In an environment where legaédence is insubstantial, the utility

of performance-based remuneration is predictable.

In summary, ‘systematic’ misappropriation and frawd not theoretical imagination.
They seem inevitable where legal deterrence isnseguential. To a large degree,
extremely weak legal sanction has to be blamedhtiscale of misappropriation and

fraud currently occurring in China. While the stoolarket is dysfunctional and

%1 See the report by People’s Daily on 13" July 2005, available at

http://finance.people.com.cn/GB/lO45/3537808.k(im[:hinesez.
152 See the report byChina Securites Newson 24
http://www.cs.com.cn/ssgs/02/t20041224 561733 (mnChinese).
153 5ee the CSRC, supra n 37.

December 2004, available at
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shareholders do not play a role to ensure goodocatp governance in China at
present, some market-based governance mechanisnexisto which nevertheless
have proven to be ineffective. It is unrealistieigect that reforming the markets and
introducing more market-based initiatives can digantly improve corporate

governance. The urgent need is to battle misapatogr and fraud. This cannot be

done without legal sanctions being strengthened.

(3) The Reasons for Under-Deterrence

Why are legal sanctions infrequent and so lenien€hina? Again the reasons are
complex and systemic. There are both practicalachst and problems in legislation
which prevent criminals from being called to acdotM In practical terms, law
enforcement agencies are fragmented in that theGOSRot responsible for criminal
investigation. The responsibility for criminal irsteyation rests with ‘Public Security
Bureaus’ or ‘Anti-Corruption BureausS®which, on the one hand, are struggling to
deal with conventional crimes and, on the othee, @ntrolled by the Communist
Party and the governments which are in sympathly egtrrupt managers whom they
appoint. The courts are also tightly controlledtbg party and governments. Corrupt
managers enjoy support from party and governmefitials. Traditionally top
company managers come from the party and goverrsnagak thus it is quite possible
that government officials and managers are fornwleagues and close friends.
Moreover, corruption by managers means failure éofgpm their duties, if not
complication in the corruption, on the part of m&rs who are entrusted the power to
appoint and monitor managers. As a result, partygovernment officials who have
the authority to control law enforcement activitiase disincentivized to reveal
corruption by managers and call them to account.tf® CSRC who is entrusted to

take administrative actions to enforce the seasitaw, the amount of resources

154 5ee Wenhai Cai, ‘Private Securities Litigation @hina: Of Prominence and Problems’, 13
Columbia Journal of Asian La#35 (1999).

%51t was reported in December 2003 that a bureawemnide Ministry of Public Security was

established which is monopolistically responsibde the investigation of securities crimes in the
country. See the report by the Xinhua News Agency 2" December 2003, available at
http://news.xinhuanet.com/stock/2003-12/24/conteP5775.htm(in Chinese). But here come the
confusion and conflict. Technically, misappropiatiis not a securities crime, but misappropriatsn

necessarily accompanied by cover-up, which violaesurities law. In this situation, it is not clear
which agency- the designated bureau or local pdslowrity bureau-is responsible.
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allocated for the pursuit of violations is lauglabln particular, the CSRC lacks
investigatory powers. It is doubtful whether theR&Shas the power of subpoena as
the Securities and Exchange Commission in the U&s.dontil recently, it had to
apply for a court order before it could seize ewitieor freeze bank accourt8 Last
but not least, dismally, corruption also happerthiwithe CSRC?>’

So far as obstacles resulting from legislation awmncerned, firstly, criminal
legislation against misappropriation is full of fwles, differential treatment and
conflicts. The applicable provisions are differemith regard to managers from
different companies, depending on whether a commogntrolled by the state or by
private persons. This makes the legislation trernegly complex and uncertain,
leaving law enforcers with huge room to manoeuiere deplorably, there are no
explicit provisions against tunnelling of funds frovhich managers do not receive
the funds personally or make profits with the fufimisthemselves. For example, if a
company is controlled by the state, managers whaoelufunds out of the company
may not violate criminal law if they cannot be peavto have received the funds or
made profits for themselves. Thus, if funds of atestontrolled company are
tunnelled to its controlling company or subsidiariend the responsible managers
have not received the funds personally, no crimmescammitted. This is one reason
why there are so many misappropriations but prdsewi are sporadic. Secondly,
criminal intention of misappropriation is requirtmbe proved for conviction, which
is not easy to do. Similarly, criminal legislatiagainst violations of securities law is
also porous and clement. It is indeed a crime ¢wige IPO prospectus with falsified
information or material information being concealadd to fabricate accounting
records, but punishment is amazingly moderate with maximum sentence being
imprisonment for 5 and 3 years respectiveREven these extraordinarily lenient
provisions have virtually not been enforced anddhere only a few incidences of
prosecution to date. For violations of other disale requirements stipulated by
securities law, they are not criminally punishal#s.long as they do not intend to

manipulate share prices, corrupt managers do nat teaconcern that they may spend

1% The new Securities Law provides the CSRC suclglat ithout seeking an order from the courts,
but with conditions. See the NPCSC, Securities [2005), Article 180.

57 Recently an officer from the CSRC was sentencelBtgears in prison for taking briberies. See the
report by Shanghai Securites Daily on 14" December 2005, available at
http://www.cnstock.com/cjzg/hgjj/2005-12/14/conte®B1634.htr(in Chinese).

%8 See the NPCSC, Criminal Law (2005), Article 160.&.
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some time in prison for violating those disclosuefjuirements, even if they

deliberately make up information about the perfarogaof their companies, let alone
conceal information that is required to be disatbSeEhe most severe punishment for
those violations is a 300 thousand Yuan regulafiogyagainst individual&>® In view

of the lamentable state of legislation and enformeinagainst misrepresentation, it is
not surprising to see that the tunnelling of fuds of listed companies is routinely

covered up until the last minute.

As far as private lawsuits are concerned, theiotisins for private shareholders to
bring both derivative and securities actions hagenbdiscussed abo¥®¥.The new
Company Law has clarified the confusion of thelald concerning derivative actions
and provided shareholders tlhecus standito sue on behalf of their companies.
However, onerous conditions are imposed. Firsty shiareholders who individually
or jointly hold more than one percent of the sharesqualified. Second, these shares
should have been held for at least 180 days byetkbareholders before an action can
be taken. Thirdly, shareholders should first servdemand on the supervisory board
(if a suit is against managerial directors) or ngmmal board (if against supervisory
directors). These conditions are both unreasori@blnd unnecessarily restrictive.
The arbitrary threshold requirement of shareholslingould virtually exclude
individual shareholders from being able to bringriddive actions and only
institutional shareholders would be qualified. Aeault, there is no positive prospect
that derivative actions would be actually brougpt according to the experience of
Continental Europ&®? Considering that supervisory and managerial dirscare in
the main associates and both controlled by the nityajshareholder, the demanding
requirement makes no sense. It cannot be ruledhatitsupervisory and managerial
directors may conspire to frustrate a lawsuit. fremnore, the law says nothing about

the issue of funding which is critical for deriwadi actions to be actually taken.

%9 5ee the NPCSC, Securities Law (2005), Article 193.

180 5ee text on page 39 & 40

1 The 1% threshold is arbitrary. It is unreasonabis shareholders with shareholdings above the
threshold are qualified but those under the threlsle not. Such a provision is discriminatory.fAs

the 180 days threshold, it is difficult to understavhy such a condition should be in place. It ,sean
that a shareholder may not be able to take on @anatnmediately after he finds a violation. He
should wait until the 180 days threshold is met.

162 See Kristoffel Grechenig & Michael Sekyra, ‘Nbrivative Shareholder Suits in Europe - A
Model of Percentage Limits, Collusion and Resid@ainers’, Working Paper (September 2006),
available at SSRN: http://ssrn.com/abstract=933105.
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Without a proper rule of funding to address thendesntive inherent with derivative
action on the part of minority shareholders, ddieaactions would in all likelihood

be illusory and not be actually broudfit.

The obstacles discussed above are only the supérfieasons. To answer the
guestion why legal sanctions are infrequent anceignwe should look beneath the
surface. But a thorough examination of the issuleeigond the scope of this paper.
Here only a brief observation can be made. One itapbreason that lies deeper is
that the government lacks strong will and detertmmato strengthen legal sanctions
against misappropriation and fraud occurring itetiscompanies. It is a common
wisdom that the weak legal system in China islaiteble to the nature of political

system there and the absence of ‘rule of law’. \Betshould admit that the control of
conventional crimes in China is relatively satisfmg. In this respect, the

governments might be said heavy-handed, and will determination are not a
problem. If the governments had the determinatmrbdttle misappropriation and

fraud just as it attacks conventional crimes, theaton would be much better. Why
do the governments not have the will and deternunato tackle corporate and

securities crimes? It has to be said that a nisngeof the theories from the West
that market mechanism are favourable over law nsagee contribution. Since the
early 1990s when the Communist Party of China anoed its intention to establish a
‘socialist market’ economy, the term ‘market medbars’ have become fashionable
in China. Many government officials, including teosom the CSRC, show a strong
interest in ‘market mechanisms’. Thus, when thdly adout reform policy in public,

phrases such as ‘market competition’ and ‘marketharisms’ are heavily featured.
Many academics are also obsessed with ‘market mestha’. However, as far as

corporate governance is concerned, they may hageead ‘market mechanisms’.
They may have overlooked the limitations of ‘marketchanisms’ and the crucial
point that sufficient legal deterrence is the pratitton for ‘market mechanisms’ to

work. Because of this misguided learning, the urgered to attack misappropriation
and fraud through enhanced legal deterrence hagilhobeen recognized, and hence

the lack of strong will and determination to do so.

163 see Arad Reisberg, ‘Funding Derivative Actions: Re-Examination of Costs and Fees as
Incentives to Commence Litigatio@purnal of Corporate Law Studi&®l. 4 Issue 2 (October 2004)
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F. A Brief Comment on the Debate of Whether Law

Matters in Corporate Governance

There has been a heated debate as to whether |&@ersna corporate governance
since the seminal works of LLSV concerning the trefeship between law and
finance were publishetf* Their empirical studies demonstrate that noticgabe
degree of ownership dispersion in publicly tradech$ and the depth and breadth of
capital markets in a country correlates positivelyh the protection afforded to
shareholders by law. The implication is that laveslanatter in corporate governance.
On the contrary, studies by some other academimw $iat law plays a limited role
in the evolution of corporate ownership structumeai country. Here, other factors
such as market§? self-regulation®® or politics®” are suggested to be more important
in determining the degree of corporate ownershépealision and the growth of capital
markets. Thus they conclude that law may not beritisal as is alleged in corporate

governance.

LLSV largely did not take legal liability into coiteration in their measurement of
the protection afforded to shareholders by law.yT¢@mmpiled an ‘anti-director’ index
containing six sub-indices as the measurementeotlfyree of shareholder protection
in a country. These six sub-indices include shddehaights that are not related to
legal liability, such as voting through mail, cumatNe voting, the minimum
percentage of share capital to call an extraorgirerareholders’ meeting, pre-

emptive rights, and so on. These rights, whetharediolder voting rights or any of

84 See Rafael La Porta, Florencio Lopez-de-Silanselréi Shleifer and Robert W. Vishny (LLSV),
‘Law and Finance’Journal of Political Economy1998) Vol.106, No. 6; Rafael La Porta, Florencio
Lopez-de-Silanse and Andrei Shleifer, ‘Corporaten@whip Around the World’(1999) Journal of
FinanceVol. 54, No. 2;,LLSV, ‘Legal Determinants of External Financdgurnal of Financevol. 52,
no. 3 (1997): 1131-1150.

% Frank Easterbrook, ‘International Corporate Difetes: Markets or Law2ournal of Applied
Corporate FinanceYol. 9, Issue 4Winter 1997), 23.

186 Brian Cheffins, ‘Does Law Matter?: The SeparatimhOwnership and Control in the United
Kingdom’, The Journal of Legal Studi&® (2001), 459-84; Brian Cheffins, ‘Law, Economa the
UK'’s System of Corporate Governance: Lessons frbgtory’, Journal of Corporate Law Studies
(2001), 71-89; John C. Coffee, ‘The Rise of Dispdr®©wnership: The Role of Law in the Separation
of Ownership and ControlYale Law Journall11 (1) (2001), 1-80.

167 Mark J. Roe, supra n 51; Mark J. Réwlitical Determinants of Corporate Governance: ical
Context, Corporate Impac(Oxford University Press, 2003); Mark J. Roepf@orate Law's Limits’,
31 The Journal of Legal Studi&83 (2002); Lucian Arye Bebchuk & Mark J. Roe, Theory of Path
Dependence in Corporate Ownership and Governab2&tanford Law Review27, 139-66 (1999).
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others, are market-related but are not rights inneation with legal liability. As
discussed above, however, legal liability is far rendmportant than market
competition and other market-based mechanismsnoocate governance. Thus it is
doubtful that the ‘anti-director’ index can corrgcteflect the degree of shareholder
protection in a country. As a result, their arguinirat law matters based upon the
‘anti-director’ index they compiled is not conving and the wide criticisms over
their studies are thus understandable. While theergé conclusion of this paper
conforms to LLSV’s proposition that law matters @orporate governance, the
importance of legal liability demonstrated by tlpaper nevertheless suggests that

their studies should not be taken at face value.

The limitation of LLSV’s studies was not avoided tppse who argued that law may
matter less. Similarly, in developing their arguinémey largely did not take into
account legal liability, especially criminal samets. For example, in reaching his
conclusion, Professor Cheffins admitted a caveait hils study focused on corporate
law and did not consider other types of legal ratjoh®® Because of the limitation
that legal liability was neglected, the argumeratt liaw matters little should also not
be taken too seriously. Furthermore, those whod#ssr studies on the examination
of history and argued that financial intermedia@sl stock markets’ self-regulation
may play an important role in the evolution of d@isged corporate ownership
structure in the US and UK had only examined agaedf history when dispersed
ownership first emerged but not afterward8.Dispersed corporate ownership
structure may first come into existence in a couetven where legal protection is
weak. For example, dispersed ownership can beettday mass privatization, or
manic stock markets may lead to the creation ofyndispersed public companies,
although the legal system is weak. However, it lmaginable that dispersed
ownership could last for long and public investarsuld not move away from the
markets if the legal system remains weak. Thisb&sn proven by the experience of
many transition economies where the method of mpesatization was employed?
On the contrary, although legal protection for shatders may have been weak when

dispersed companies first emerged in the US and wi&,should admit that both

%8 Brian Cheffins, ‘Law as Bedrock: The Foundatiorisan Economy Dominated by Widely Held
Public Companies’, working paper (August 2001),ilalde at_http://ssrn.com/abstract=279350

189 See Brian Cheffins, supra n 148; John C. Coffeerasn 148.

10 see supra note 148.
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countries in the end had developed a relativelyddebal system with strong legal
protection for investors. It is in this way thaspérsed ownership survived. If a strong
legal system had not been developed, it is doulitfat the corporate ownership
structure and capital markets in the US and UK wdd as it is at present. From this,
we can see that the validity of the argument tla Hoes not matter is further

compromised.

If we understand that legal liability is fundamédnti is not difficult to reach a
judgement as to whether law matters or not in a@afgogovernance. On the other
hand, when we accept that law matters, we shouldake LLSV’s studies literally.
We should appreciate that investor protection isjnst limited to the shareholders’
rights contained in the ‘anti-director’ index conepi by them, and that legal liability

is far more important than those rights.

G. Conclusion

To evaluate the Chinese government’s policies dfwit® to promote good corporate
governance in China, this paper has gone some wae-examine the working

mechanics of market competition and market-basedergance mechanisms to
ensure good corporate governance. The essentdih@ns that to rein in serious
managerial misbehaviour such as misappropriati@hfeaud is fundamental to good
corporate governance and deterrence by way of ledplity is vital to achieving that

end. Market competition and other market-based ig@aree mechanisms are not
effective to discourage this serious misbehavidaven their limited value to

discipline managerial shirking is also based onuecessful curb on this serious
misbehaviour by legal deterrence. In this senskectfe legal deterrence is the

foundation of corporate governance upon which thelevsystem stands.

Currently corporate governance in China is esdgntin a state of lawlessness.
Misappropriation is widespread and fraud is outoage This being so, the top
priority is to establish ‘law and order’ in ‘cor@ie China’ and to strengthen legal

sanctions is the only effective way to battle theessive misappropriation and
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flagrant fraud. Only once this has been done il &fforts to implement market-
orientated reforms vyield the envisaged results. Tignese government should
appreciate that the market efficacy and market gcymtheses are based on the
American experience, where misappropriation anddin@ay no longer be excessive.
While these theses may be plausible, and indeenlatless for America or other
developed countries, they are not for China, whebasic level of ‘law and order’ has

yet to be established in corporate sector.

While the study of this paper focuses on corporgée@ernance in China, the
conclusion is similarly valid as with other tramsit and developing countries where
legal deterrence is intrinsically weak. The fundatak difference in corporate
governance between developed countries on the amel land developing and
transition countries on the other may lie in thstidctive degrees of success of
bringing serious managerial misbehaviour under robnfThis highly significant

contextual difference should not escape from ouensibn when we consider
accepting theories and introducing corporate gauera practice from the West.
Otherwise, policies adopted to improve corporateegoance would be misguided
and efforts would be misapplied. If this happer@d tountry, the benevolent goal to
catch up developed countries in the performanceooporate governance would

never be achieved.
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