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Summary. — Previous studies have primarily focused on the relative success of collectively owned enterprises (COEs) in China during
the early years of reform, but they have ignored the agency problems inherent in this type of organizational form that may be an obstacle
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1. INTRODUCTION

The organizational transformation–performance relation-
ship is a central issue in public property management across
the transition economies. Since the mid-1990s, the trans-
formation of public enterprises in China has been marked by
government-initiated corporatization and privatization. The
transformation of state-owned enterprises (SOEs) has been a
central theme in the transition literature (Jefferson & Su,
2006; Liu, Sun, & Woo, 2006; Megginson & Netter, 2001;
Wang, Xu, & Zhu, 2004), whereas the transformation of an-
other type of public organizational form—collectively owned
enterprises (COEs)—has been relatively less studied. It re-
mains unclear whether COE transformation in China en-
hances firm performance.

In this research, we expand and integrate agency theory and
privatization studies to examine whether COE transformation
can satisfactorily deal with agency problems and thus enhance
firm performance. Agency theory is ‘‘a theory of the owner-
ship (or capital) structure of the firm” (Jensen & Meckling,
1976, p. 309; see also Fama and Jensen (1983) for a similar def-
inition), focusing on agency costs and problems due to the
conflicts of interest between the principal (local governments
in the case of the COEs) and the agent (the COE managers).
Agency problems, including managerial pursuit of private ben-
efit at the expense of the firm, have been widely identified in
public ownership structures in the developed countries. The
theory is also useful for understanding agency problems,
including state intervention, managerial incentives to change,
and private expropriation hazards, in transition economies
(Hoskisson, Eden, Lau, & Wright, 2000). Recent studies have
extended agency theory in transition economies to understand
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the mismanagement by SOE managers (Lau, 1999; Shirley &
Xu, 2001; Xu, Zhu, & Lin, 2005). We argue that the agency
problems that exist in the traditional COEs make it difficult
for these traditional COEs to achieve higher performance than
the transformed firms.

During the early years of reform, COEs were viewed as a
competitive organizational form with impressive performance
under China’s partial reform (Guiheux, 2006; Nee, 1992;
Simon, 1996; Walder, 1994). Unlike most previous studies
focusing on the relative success of collective ownership struc-
tures as a final state, our study focuses on whether or not
the change from COEs to transformed firms results in better
performance.

Since the mid-1990s, many COEs have undergone a status
change by moving away from state and collective ownership.
Such a change provides opportunities to examine our research
question: does organizational transformation effectively deal
with the agency problems inherent in COEs and lead to greater
improvements in performance? To address this issue, we add
to the existing studies by examining various outcomes (agency
costs, productivity, profitability, and growth) associated with
the transformed COEs. We argue that agency theory (Jensen
& Meckling, 1976) and privatization studies (Boycko, Shleifer,
& Vishny, 1996; Megginson & Netter, 2001) provide useful in-
sights to understand the relationship between organizational
transformation and firm performance. Although COEs were
more efficient and profitable than SOEs during the early years
of the Chinese reform, we argue that later on it was difficult
for them to outperform private or corporatized firms due to
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the inherent agency problems associated with the ambiguous
property rights and the intervention by local governments.
We believe that addressing this research question not only fills
a gap in the literature on organizational transformation, but
also has policy and strategic implications.

Recent studies have focused on the antecedents of COE
transformation by showing that external changes, such as re-
laxed state restrictions, market liberalization, changes in the
lending preferences of banks, and the hardening of budget
constraints facilitated COE changes (Kung & Lin, 2007; Liu
et al., 2006; Park & Shen, 2003). Yet little effort has been made
to track the outcomes of the transformed COEs. There is very
limited empirical evidence of the impact of COE transforma-
tion on performance. In an effort to shed light on this issue,
we examine whether or not such a transformation will effec-
tively reduce agency costs and thus enhance firm performance
by comparing the outcomes of corporatized and privatized
firms with those of COEs that have not undergone change dur-
ing the same period, we examine whether or not such a trans-
formation will effectively reduce agency costs and thus
enhance firm performance. Empirically, we examine these re-
search questions based on the National Industrial Census of
the early 2000s.
2. THE BACKGROUND TO COE TRANSFORMATION
IN CHINA

Before China’s economic reform began in 1978, organiza-
tional diversity was limited to two sole ownership structures:
state-owned enterprises and collectively owned enterprises.
Privately owned enterprises (POEs) emerged in the 1980s.
The expansion of the private sector was mainly due to the
establishment of new firms, rather than due to the transforma-
tion of state or collective property into private firms. During
the early years of the reform, POEs were typically small, fam-
ily-owned de novo entrepreneurial startups that faced prob-
lems of political legitimacy (Nee, 1992; Peng, Tan, & Tong,
2004). The economic landscape changed substantially in the
1990s as the emergence of hybrid ownerships led to more orga-
nizational diversity. In 1997, the Chinese government re-de-
fined the public economy to include both state and collective
enterprises, legitimated the private sector as a ‘‘necessary
and beneficial supplement” to the public economy, and en-
dorsed various hybrid ownership forms in the transformation
of public enterprises (Lau, 1999; Taylor, 2002). As a result,
corporatized forms, such as cooperative enterprises, limited
liability companies, and shareholding corporations, developed
rapidly in the late 1990s.

The development of a given type of organizational form in a
society is not only subject to market demands, but also subject
to institutional support or constraints by state policy. During
the early years of the reform, China created a favorable envi-
ronment for COE success. One theoretical explanation is that,
under the conditions of partial reform, the COEs benefited not
only from the redistribution of resources by the government in
state socialism, as compared to the POEs, but also from the
market competition under the hardened budget constraints,
as compared to the SOEs (Kung & Lin, 2007; Nee, 1992).
By definition, the POEs are profit-maximizing economic enti-
ties because their growth and survival depend on performance
owing to the hard budget constraints. However, in a shortage
economy in which different types of organizations compete for
critical resources, POEs lacked legitimacy and political back-
ing during the early years of the reform and thus faced difficul-
ties in accessing critical resources controlled by the state. As a
result, the private sector remained small and undercapitalized
(Li, 1996; Nee, 1992; Tian, 2000).

Unlike the POEs, the COEs received more institutional sup-
port to access critical resources as they were more closely tied
to local governments (Peng et al., 2004). China began decen-
tralizing its fiscal system in 1984. Local governments increas-
ingly relied on revenues gained from the COEs under their
supervision, which, in turn, created strong economic incentives
for local officials to protect and support the COEs (Nee, 1992;
Walder, 1995). Given the rise of local corporatism, the COEs
also benefited from massive loans from the state banking sys-
tem, often on rather soft terms (Kung & Lin, 2007; Park &
Shen, 2003).

Unlike SOEs still operating under central planning, COEs
operated outside the scope of central planning and were con-
trolled by local governments (Kung & Lin, 2007; Peng et al.,
2004; Simon, 1996). Various studies show that the COEs out-
performed the SOEs (Guiheux, 2006; Simon, 1996) because
they were marketized and enjoyed a transaction cost advantage
over the non-marketized SOEs under the conditions of partial
reform in China (Nee, 1992). By the mid-1990s, the COEs had
become the most dynamic sector in the economy. In 2003, for
example, COEs in China employed 4.8 million workers and
generated a gross product of 946 billion yuan (US$117 billion)
(NSB, 2004). Scholars have argued that the COEs allowed a un-
ique route to economic prosperity in China, even without mas-
sive privatization (e.g., Bolton, 1995; Walder, 1994).

Different ownership structures, however, are usually associ-
ated with different levels of efficiency and agency problems
(Boycko et al., 1996; Jensen & Meckling, 1976; Megginson &
Netter, 2001), implying that organizational transformation
may lead to better performance under the changed conditions.
Although the collective sector benefited from China’s eco-
nomic reform before corporatization and privatization were
introduced into the economy, there was a ‘‘mechanism degen-
eration” of the COEs, referring to the increased bureaucratiza-
tion toward similar SOE mechanisms in local communities
(Guiheux, 2006; Perotti, Sun, & Zou, 1999). In the mid-
1990s, the public economy—the SOEs and COEs—underwent
a decline (Jefferson & Su, 2006, p. 154; NSB, 2004). In contrast,
the rise of the private sector due to the ongoing economic re-
form in the 1990s resulted in private firms becoming the most
dynamic part of the economy in terms of their growing num-
ber, total registered capital, and share of output (NSB, 2004).
From an agency theory perspective, as our study shows, many
aspects of the mechanism degeneration are associated with the
agency problems inherent in the collective ownership and gov-
ernance structures due to the lack of a mechanism to inhibit
opportunistic behaviors by managers and local officials.

Given the fact that the private sector is more efficient than
the public sector, in 1995 the central government formulated
a policy that allowed the privatization of small public firms
(Cao, Qian, & Weingast, 1999; Lin & Zhu, 2001; Wang et
al., 2004). Privatization and corporatization were viewed as
two alternatives to transform the COEs. It has been observed
that large numbers of public enterprises were either privatized
or turned into corporatized entities (Kung & Lin, 2007; Li &
Rozelle, 2003, 2004; Liu et al., 2006). In their case study at
the county level, for example, Cao et al. (1999) find that local
governments pooled their SOEs and COEs to reform their
ownership and transform their ownership status. Some were
turned over to private hands whereas others were transformed
into hybrid forms. The corporatization approach resulted in
various hybrid ownership forms, whereas the privatization ap-
proach gave rise to private enterprises with a clearer demarca-
tion of property rights. To expand the existing studies, we seek
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to examine the outcomes of the transformed COEs based on
agency theory.
3. THEORY DEVELOPMENT AND HYPOTHESES

Agency theory is directed at the ubiquitous agency rela-
tionship in which the principal (the owner) delegates work
to the agent (the manager) who performs that work (Eisen-
hardt, 1989; Jensen & Meckling, 1976). Because COE manag-
ers are not the owners of the collective assets or property
(even though they may be members of the so-called ‘‘collec-
tive”), they play the role of agents. The owner or principal of
COEs can be the employees of the enterprise and/or the local
government. In general, agency problems arise under two
conditions: first, when the desires or goals of the principal
and agent conflict, and, second, when it is difficult for the
principal to verify the actual actions of the agent owing to
information asymmetries (Eisenhardt, 1989). We argue that
in COEs, due to the dual principal–agent relationships asso-
ciated with ‘‘value-destroying” government intervention and
managerial ‘‘self-dealing problems” (to be described in more
detail below), it is unclear whether or not COE managers are
acting in the owners’ best interests to improve firm perfor-
mance.

Organizational transformation may enhance firm perfor-
mance because it may reduce agency costs by (1) separating
the corporate goal (profit-maximizing) and the political objec-
tives (maximizing social welfare such as employment) and (2)
allowing better monitoring due to the stronger incentives of
the owners (Boycko et al., 1996; Megginson & Netter, 2001).
As Boycko et al. (1996, p. 318) note, to be effective large share-
holders must be parties whose objective is to maximize profits.
Applying these arguments in our research context, COE trans-
formation leads to a change in the principal–agent relationship
and the new owners will place high demands on managers to
increase efficiency. COE transformation thus provides an
opportunity to expand the existing theories for a better under-
standing of organizational transformation in transition econo-
mies.

Collectively owned enterprises are a unique Chinese organi-
zational form that is difficult to be defined by the standards of
advanced market economies. COEs fall between state and pri-
vate property rights structures (Lau, 1999; Walder, 1994).
There are three different views regarding their nature. The first
stream of literature differentiates COEs from SOEs because
traditional SOEs are under the control of government plan-
ning, whereas COEs are marketized (Lau, 1999; Li, 1996;
Nee, 1992; Walder, 1994). Thus, both COEs and POEs are cat-
egorized as part of the non-state, marketized sector. In con-
trast, a second stream of literature suggests that collective
ownership is essentially another form of state ownership, in
which it is difficult for local communities to enforce collective
ownership rights (Xu et al., 2005). Like SOE managers, COE
managers are still under the supervision of local governments.
Finally, a third line of study suggests that research focusing on
the nature of COEs should move away from attempts to fit
this type of organizational form into other more familiar
forms, such as SOEs and POEs (Peng et al., 2004; Wang &
Chang, 1998; Weitzman & Xu, 1994). Following this line of in-
quiry, we view COEs as a distinct organizational form with
mixed characteristics to identify their inherent agency prob-
lems.

Owing to their mixed characteristics, COEs have dual
principal–agent relationships. The first relationship is between
the local government and the COE manager. Although COE
managers have more managerial autonomy than SOE manag-
ers to distribute residual returns, the local government can ap-
point managers, auction off managerial jobs, or sublease
whole COEs to individuals (Park & Shen, 2003; Simon,
1996), all of which are associated with managerial job security.
A major concern in this relationship is that some local officials
may interfere in an economically short-sighted way by impos-
ing political objectives beyond profit-seeking or in a corrupt
way by demanding personal favors (Perotti et al., 1999; Simon,
1996).

In theory, COEs are collectively owned by all the citizens of
the local community and they are run by cities, counties,
towns, or street communities (Xu, 2000), in which the owners
of the COEs are often ambiguously specified and the rights of
the owners are poorly protected (Li, 1996). In practice, COEs
are part of a semi-state sector, owned by a group of people and
jointly controlled by COE managers and government bodies at
the local levels. On the one hand, the expansion of the collec-
tive sector was unwittingly driven by the growing fiscal and
job-creation pressures of local governments (Kung & Lin,
2007). On the other hand, because of the growing corruption,
the lack of effective monitoring systems became increasingly
serious with respect to the COE managers’ decision making
regarding collective assets (Perotti et al., 1999; Simon, 1996;
Sun, 2000). COEs may not be profit-maximizing due to their
strong political lineages with local governments (Peng et al.,
2004).

The second relationship is between COE workers and man-
agers. Although by law the COEs are under the control of
both the management and the workers, the latter’s legal
rights are weakly protected and they usually have little power
(Simon, 1996). The problem of insider control is prevalent
because COE managers capture the control rights de facto
and use these rights to benefit their own interests by pursuing
non-profit-maximizing objectives at the expense of the firm.
Due to information asymmetries and bounded rationality,
potential opportunistic actions by COE managers in critical
decisions cannot be effectively monitored by local govern-
ments (Shirley & Xu, 2001; Sun, 2000) or by employees (Si-
mon, 1996). As a result, the lack of both strong profit
incentives and monitoring mechanisms allow managers to
act in their own self-interest, leading to a decline in COE per-
formance.

Additionally, accounting and auditing systems that may
help reduce the risks of malfeasance are still in their infancy
(Hussain & Chen, 1999). China, like most other transition
economies, still needs time to develop professional monitor-
ing mechanisms. Researchers have argued that ambiguous
or hybrid property rights can be more efficient than unam-
biguously defined private property rights in an imperfect
market environment (Bolton, 1995; Li, 1996; Nee, 1992; Wal-
der, 1994), yet these studies do not take agency problems
into account. As the favorable market conditions for COEs
have changed over time with increased competition from
the private sector, since the mid-1990s the idea of ownership
transformation has become popular. Whether COE transfor-
mation will improve firm performance by reducing agency
costs in rapidly changing market conditions becomes an
intriguing question.

(a) The transformation and performance linkage

Organizational transformation has been used by govern-
ments in many transition economies as a core tool of statecraft
to enhance the performance of public enterprises. Public enter-
prises are less efficient because they address political objectives



1654 WORLD DEVELOPMENT
rather than maximizing efficiency (Boycko et al., 1996; Megg-
inson & Netter, 2001). As noted, there are two types of agency
problems inherent in COEs. Boycko, Shleifer, and Vishny ar-
gue that ‘‘the critical agency problem that explains the ineffi-
ciency of public firms is the agency problem with politicians
rather than that with managers” (1996, p. 318). We concur
with this view. Although COE managers have steadily in-
creased authority over firm decisions during China’s reform
process, local governments typically maintain appointment
power over COE managers and retain approval authority over
major investments (Park & Shen, 2003), due to the lishu
(administrative) relationship between the COE and the local
government (Li, 2004; Tan, Li, & Xia, 2007). The decision
making by COE managers is likely to be subject to political
objectives as the COE managers depend on the support of lo-
cal government officials for their career advancement. Trans-
formation may enhance efficiency because it limits the
political influence of government officials (Boycko et al.,
1996; Megginson & Netter, 2001). Thus, one way to enhance
firm performance is to widen the separation between the man-
ager and the politician (e.g., the lishu relationship) via organi-
zational transformation.

Privatization and corporatization have been the two main
ways to transform collective property for profit-maximizing
purposes. In the relative absence of effective monitoring before
privatization, COEs are likely to be associated with agency
problems, such as excessive perquisite consumption, overin-
vestment, corruption, and other opportunistic behaviors. Col-
lective owners may exert less effective control over agency
costs than the new owners after privatization, leading to a low-
er level of firm efficiency and profitability. In contrast, a priv-
atized COE may deal effectively with the traditional agency
problems. The new owners are likely to impose constraints
on themselves and place efficiency demands on themselves.
As a consequence, replacing collective ownership with private
ownership may considerably improve the efficiency and profit-
ability of the firm.

Corporatization may also change the incentive mechanisms
in attenuating agency problems. In a COE, property rights are
subject to certain limitations that cause either inequalities in
financial distributions or disincentives for good performance.
According to industry regulations in China, a COE manager’s
salary cannot exceed five times that of an average worker
(Simon, 1996). In a corporatized firm, executives may have
greater latitude and legitimacy to increase their compensation.
Furthermore, the share distribution may not be equal during
the corporatization process, as managers usually receive more
shares (Cao et al., 1999; Sun, 2000). Given that monitoring
mechanisms are weak in traditional COEs, the new owners
in transformed firms may face an environment where they
can exert more effective management monitoring. Therefore,
corporatization may improve the profitability of a COE by
reducing agency costs.

We first examine the combined effects of privatization and
corporatization, and then we examine their separate effects.
Transformation in general may enhance a firm’s profitability
by solving the problem of ‘‘collective irresponsibility” in a so-
cialist economy (Major, 1999), and ‘‘by the mitigation of
agency costs through the introduction of more effective corpo-
rate governance mechanisms such as one-share one-vote and
shareholding-based board structure composition” (Xu et al.,
2005, p. 3). Additionally, transformation may make the major
stakeholders better off since their interests are at stake (Cao
et al., 1999). Recent studies find that the transformation of
SOEs to shareholding firms contributed to overall increases
in both productivity and innovative effort (Jefferson & Su,
2006). Building on these theoretical arguments and empirical
evidences, we expect that:

Hypothesis 1a. The transformed (privatized and corporatized)
COEs will reduce agency costs as compared to traditional
COEs, ceteris paribus.
Hypothesis 1b. The transformed (privatized and corporatized)
COEs will enhance firm performance as compared to tradi-
tional COEs, ceteris paribus.
(b) The privatization approach

Since privatization and corporatization are different ap-
proaches, the magnitude of their influence may vary. Thus,
it is necessary to examine their respective outcomes. Privatiza-
tion occurs when local governments deliberately sell the assets
of a COE to a domestic individual, who is usually the firm
manager, thus substantially reducing or even eliminating the
lishu relationship with the local government (see further expla-
nation in the subsection on ‘‘Dependent Variables”). Privati-
zation has appeared in China as a legitimate practice to
transform public ownership since 1997. But, because COE
privatization in China is a relatively recent event, empirical
studies are rare and provide mixed results. For example, Li
and Rozelle (2003) find in their survey data that many priv-
atized township and village enterprises (TVEs), as a type of
COE, experienced an increase in performance. In contrast,
Dong, Putterman, and Unel (2006) found that the positive ef-
fect of privatization on TVEs was not significant.

Privatization is attractive to COE managers because, among
other reasons, the collective ownership structure substantially
curtails their financial incentives to manage the COEs well. Li
and Rozelle (2004) find that in the rural sector a COE’s post-
privatization performance increases with the new owners’
post-privatization incentives. Unlike property rights in a
POE, the property rights in a COE are owned by its members
as a collective, and they are not individually appropriable or
transferable (Simon, 1996). In a COE, ‘‘[T]he member cannot
sell her rights; she cannot liquidate her anticipated future ben-
efits into a present lump sum; and she cannot continue to en-
joy her rights after she has left the collective” (Simon, 1996, p.
277). In contrast, privatization subsequently changes the
incentive mechanisms of the privatized COEs, which may
motivate COE managers to use their insider’s position to
buy the existing COEs. It stands to reason that privatization
will improve the performance of privatized COEs by trans-
forming managers into owners, thus mitigating or eliminating
principal–agent problems.

Hypothesis 2a. The privatized COEs will reduce agency costs
as compared to traditional COEs, ceteris paribus.
Hypothesis 2b. The privatized COEs will enhance firm perfor-
mance as compared to traditional COEs, ceteris paribus.
(c) The corporatization approach

Corporatization has been the principal vehicle in China for
transforming public enterprises since 1993, but a large number
of COEs were corporatized only after the restructuring initia-
tives from 1997 to 1998 (Jefferson & Su, 2006). Previous stud-
ies have not reached an unambiguous conclusion to the
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question of whether or not the corporatization of COEs will
enhance a firm’s profitability, and empirical findings are still
lacking (Xu, 2000; Zhu, 1999; for a review, see Jefferson and
Su (2006, pp. 150–151)).

Corporatization can take the form of shareholding cooper-
atives or the form of limited liability companies. It allows
shares to be sold not only to employees, but also to the public,
local government agencies, and/or other organizations (Si-
mon, 1996; Sun, 2000). It also allows private and foreign
investor participation. The basic idea behind corporatization
is to allocate the collective assets or invested capital in shares
that can be sold to inside and outside investors based on the
principle of one vote per share, resulting in clearly defined
property rights (Jefferson & Su, 2006; Simon, 1996). As such,
a corporatized COE is likely to strengthen monitoring
mechanisms by enhancing internal constraints on the manage-
rial entrenchment and embezzlement of firm property for on-
the-job perquisite consumption by managers in transition
economies (Dharwadkar, George, & Brandes, 2000). Through
corporatization, the previously collectively owned property
becomes financial assets with some (market) evaluation and
a certain degree of market liquidity, which is supposed to en-
hance firm performance (Simon, 1996).

Hypothesis 3a. The corporatized COEs will reduce agency
costs as compared to traditional COEs, ceteris paribus.
Hypothesis 3b. The corporatized COEs will enhance firm per-
formance as compared to traditional COEs, ceteris paribus.
4. METHODS

(a) Data collection

The primary data we analyzed were drawn from the Na-
tional Industrial Census (NIC) from 2000 to 2005, conducted
by the National Bureau of Statistics (NBS) of China. All man-
ufacturing enterprises that have annual sales of 5 million yuan
or more are required by law (Regulation of the PRC on the
Management of Registration of Corporate Enterprises) to re-
port detailed information about their operations. After collect-
ing the data, the NBS checked their accuracy and consistency
by using a set of financial ratios and statistical tests that assess
data consistency and integrity. If any inconsistencies were
found, census takers followed up with the firms to obtain accu-
rate information (Cui & Lui, 2005; Pan, Li, & Tse, 1999). The
database has been used in organizational research in the con-
text of China (Jefferson & Su, 2006).

From the NIC database, we initially collected all COEs in
2000 and then tracked the ownership status change for each
firm during the following five consecutive years (2001–05)
according to the legal person code (i.e., firm ID). To ensure
the accuracy of the initial data in 2000, we also collected all
COE data in 1999 for cross-validation (i.e., we only included
a firm in our sample when it was registered as a COE in both
1999 and 2000). To facilitate analysis, we focused on firm
transformations that occurred in 2001 and excluded firms that
were transformed after 2001 from our sample. A total of 3,125
manufacturing COEs were identified, among which 310 were
corporatized and 245 were privatized in 2001, while 2,570
COEs remained untransformed during the 2001–05 window.
According to our conceptualization of the ownership transfor-
mation, firm transformation is identified in our sample if its
registered ownership status changed to a private enterprise
or a corporatized firm (a shareholding cooperative or a limited
liability company).

Public listing has also been used in China to corporatize
public firms with the aim of transforming them into modern
corporate forms (Wang et al., 2004). Publicly listed sharehold-
ing corporations were excluded from our study because they
are very large in size and only 15 COEs have been transformed
into this ownership structure. Additionally, listed firms are
closely monitored and highly regulated as they are subject to
monitoring of the stock market and the Chinese Securities
and Regulatory Commission. Some firms were also excluded
due to missing values of key financial variables (i.e., total as-
sets, sales, administrative costs, and/or liabilities), leaving us
with a sample of 2,901 firms, among which 266 were corpora-
tized and 224 were privatized in 2001 and 2,411 remained
untransformed during 2001–05. Thus, our final sample was a
balanced panel with 17,406 observations (2,901 firms observed
annually over 6 years from 2000 to 2005).

(b) Dependent variables

To measure the agency costs of the firm, we used two vari-
ables: the administrative expense ratio (AdminR) and a dum-
my, NonLiShu, indicating whether a firm is subordinate to a
government agency (value = 1 if no, and = 0 if yes). The
administrative expense ratio was calculated by the selling,
administrative, and general expenses scaled by annual sales
for each firm-year. It reflects the perquisite consumption by
managers related to a certain ownership structure (Ang, Cole,
& Lin, 2000; Davidson, Bouresli, & Singh, 2006; Wang &
Deng, 2006). Lishu is the Chinese word for ‘‘subordinate
to,” or ‘‘belong to.” Due to Chinese Communist Party’s ideol-
ogy of total control and China’s legal origins in continental
law (which favors more government control), the Chinese gov-
ernment exerts controls or interferes to various degrees in all
firms through the lishu relationship. Such controls and inter-
ferences are much stronger for publicly owned firms (such as
SOEs and COEs) than for non-publicly owned firms (such
as private and foreign-owned firms). Even for the latter, how-
ever, the controls and interferences can be clearly felt, which
may include the naming of firms, regulating organizational
structures (such as the appointments of directors or top man-
agers), reviewing of feasibility studies, and approving of major
projects (Li, 2004; Tan et al., 2007). These activities involve
political objectives, thus increasing the agency costs of the firm
and hurting firm performance (Fan, Wong, & Zhang, 2007).
As the reforms deepened, such interferences through lishu be-
gan to decline, especially for non-public firms. However, the
government never clearly or formally states that non-public
firms are free from lishu. According to the law, even private
firms need to receive approval from the government to change
their lishu status (China’s State Business Administration Bu-
reau, 1997). In order to reduce the interference, many newly
established non-public firms opt not to have any lishu relations
with the government.

We used three indicators to measure firm performance (la-
bor productivity, profitability, and sales growth) for each
firm-year. Productivity was measured as the logarithm of the
ratio of net sales to the number of employees. Since many
COEs still faced the problem of surplus labor, a lower level
of labor productivity might reflect a higher proportion of
employment associated with a certain ownership structure.
ROA is a commonly used accounting-based measure of firm
profitability (computed by dividing net income by total assets).
But, as in other transition economies, accounting standards
are often not well followed in China, making ROA an easy
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target of manipulation (Yu, Du, & Sun, 2006). As a result, we
used ROS as the profitability measure (computed by dividing
net income by total sales), as sales are less subject to manipu-
lation compared to assets. The profitability measure is appro-
priate because the evaluation of performance usually differs
between the state and the collective sectors. It is difficult to
evaluate a SOE manager in terms of profitability because most
SOEs are running at a loss. However, COE managers are usu-
ally evaluated by profitability (Perotti et al., 1999; Sun, 2000).
Sales growth, as a market-based measure, was calculated by
the percentage change in net sales from the previous year.
These variables are important indicators reflecting the firm’s
outcomes of the status change because sub-par performance
may occur when the interests of the owners and managers
are poorly aligned in a given ownership structure.

(c) Independent variables

To test the combined transformational effect on perfor-
mance (Hypotheses 1a and 1b), we created a dummy variable,
coded 1 if a COE was transformed to a privatized firm or a
corporatized firm in 2001, and 0 otherwise. To test the sepa-
rate effects of the two types of transformations, we used two
sub-samples: the privatization sample (privatized COE = 1,
untransformed COE = 0) was used to test Hypotheses 2a
and 2b, while the corporatization sample (corporatized
COE = 1, untransformed COE = 0) was used to test Hypoth-
eses 3a and 3b. According to the definition of the National
Industrial Census of China, a privately owned enterprise refers
to a for-profit economic organization that is invested in or
controlled by a natural person(s) (as opposed to a corpora-
tion, which is called a ‘‘legal person” in Chinese business
law) with more than eight employees registered under China’s
Private Company Law. In contrast, a corporatized firm is the
status change of a COE to an ownership structure with capital
coming from the employees as their shares, or with a propor-
tion of capital from the outside (e.g., institutional investors,
private investors, or foreign investors), and dividends paid
according to capital share. Thus, shareholders bear liabilities
to the company according to their investment proportions
and the company bears liabilities according to its debt to as-
sets.

We have conceptualized that organizational transformation,
through privatization or through corporatization, leads to per-
formance improvements because it reduces agency costs.
Accordingly, we used a two-step approach. First, we estimated
the effect of transformation on agency costs and performance.
Second, we incorporated the two agency costs variables (the
AdminR and NonLiShu dummies) into the three performance
models (labor productivity, profitability, and sales growth),
respectively. In the second step, agency costs were used as
intermediate variables to explain the causal relationship be-
tween ownership transformation and subsequent firm perfor-
mance.

(d) Control variables

To account for potential alternative explanations, we con-
trolled for firm age, size, financial leverage, and leadership
change. Firm age (AgeLog) was measured by the logarithm
of the number of years since the firm was established. Older
firms are less likely to change their established routines and
thus it may be more difficult for them to enhance performance
through change. Thus we expect new firms to achieve better
performance after the status change. An increase in firm size
may also increase difficulties in monitoring managerial behav-
ior. Firm size is usually measured by total assets, net sales, or
the number of employees. Because these three measures were
highly correlated in our sample, we measured firm size (Asset-
slog) using the logarithm of the assets measure for each firm-
year (lagged by one year).

A change in the top leadership may bring about a new cli-
mate for organizational change, which in turn may affect firm
performance. Leadership change (LeaderCg) was measured by
the change in the legal representative or the top leader of the
firm, coded 1 if a firm’s representative of the legal person
was changed after the baseline year of 2000, and 0 otherwise.
The emerging debt problem faced by COEs reflects their ur-
gent need for restructuring and better performance. We con-
trolled for the debt-to-asset ratio (DebtAsset), measured by
total liabilities divided by assets in the past year, and capital
intensity (Kintensity), measured by the logarithm of invested
capital divided by the number of employees for each firm-year.
Finally, it has been well documented that state ownership
tends to display inferior performance compared to firms with
other types of ownerships (Megginson & Netter, 2001). To
control for this possibility, we included a variable indicating
the share of state ownership (StateO) for each firm-year.
(e) Methodology

We now discuss the estimation methodology to analyze the
transformation, which will be applied to examine both privati-
zation and corporatization. A standard OLS estimation of the
impact of transformation on firm behavior and firm perfor-
mance is likely to be biased due to the omitted variable bias.
Specifically, firms that are transformed may be different from
those that are not transformed and such differences may be
unobservable to researchers. Furthermore, these differences
may be correlated with the firm’s transformation decisions.
Without controlling for these unobserved firm differences,
we may mistakenly attribute the differences in firm perfor-
mance to the effects of firm transformation. These differences
can be either time-invariant or time-varying. On the one hand,
for time-invariant differences, transformed COEs may have
the best initial management and performance. Then the OLS
will over-estimate the effects of the transformation. On the
other hand, if the COEs with the worst management and per-
formance are the ones to be transformed (Li & Rozelle, 2003,
2004), the OLS estimates will understate the effects of the
transformation. Or it may be the potential for improvement
that factors into the transformation decision, which will lead
to time-varying differences between the two types of COEs.
For example, if the COEs with greater potential for improve-
ment are chosen to be transformed, then the OLS estimation
will exaggerate the impact of the transformation.

To control for the unobserved firm characteristics that are
time-invariant and that differ from firm to firm, we use a
fixed-effects model. To allow the effects of the transformation
to change over time, we include the transformation indicator,
the length of time after the transformation, as well as the inter-
action term between the transformation and the length of
time. Specifically, we begin by estimating the following model:

yit ¼ at þ ai þ b1 � TRANSit þ b2 � lengthit þ b3 � lengthit � TRANSit

þCitzit þ eit; ð1Þ
where yit is the firm performance or agency cost measure of
firm i in year t, TRANSit is the indicator for firm transforma-
tion (which takes a value of 1 in years after the transforma-
tion, and 0 otherwise), lengthit is the length of time since the
firm was transformed (measured in number of years, thus
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ranging from 0 to 5), 1 and zit is a vector of the firm character-
istics, including firm age (in logarithm), assets (in logarithm),
debt/equity ratio, the percentage of state shares, and an indi-
cator for whether there was a leadership change. The coeffi-
cient b1 thus gives the effect of the transformation in the
year of its occurrence, while b3 gives the additional effect of
the transformation in each additional year since its occurrence.
The firm-fixed effects and year-fixed effects are estimated by ai

and at, and the random error term is given by eit.
According to the theory outlined in the previous sections,

transformation is expected to improve firm behavior and per-
formance, although it may take time. As a result, we expect b3

to be positive for performance measures, whereas b1 may be
negative if the process of transformation implies immediate
costs for the firm. For agency costs measures, we expect a neg-
ative b3, whereas b1 may be positive.

The limitation of the above model, however, is that it ad-
dresses only the unobserved differences between transformed
and non-transformed firms that do not change over time. It
does not address the potential endogeneity issue whereby firms
that have been chosen to undergo transformation first also
tend to have a better potential for improvement, a variable
that changes over time but unfortunately is unobservable to
researchers. To partially account for such unobserved time-
varying differences (as well as to better control for time-invari-
ant firm characteristics), we further adopt the propensity score
matching method. The propensity score matching method
does not completely address all the omitted variable biases.
But to the extent that they are reflected in the choice of which
firms underwent transformation, this method makes use of all
the information that is available to us. In particular, the
method allows us to compare firms that have experienced
transformation with those that appeared similar prior to the
transformation but did not undergo transformation.

Specifically, we estimate the propensity for a firm to experi-
ence transformation as a logistic function of the firm’s pre-
transformation characteristics, which include the firm’s sales/
asset ratio, administrative expenses/sales ratio, ROA, sales
growth (and its square), labor productivity, debt/equity ratio,
per worker welfare payment (in logarithm), value-added tax
rate, capital/labor ratio, assets (in logarithm, and its square),
firm age (in logarithm), state ownership share, collective own-
ership share, a dummy indicating whether the firm is a TVE, as
well as the firm’s region and sector. Since the transformation
occurred in 2001, we use the values from 2000 to compute
the propensity score, which is the predicted probability from
the following logistics estimation:

PrðTRANSiÞ ¼ f ðX i;2000Þ; ð2Þ
where Xi,2000 is the sector of firm characteristics discussed
above, valued in 2000.

We then use the combination propensity score regression
method as discussed in Imbens (2004). Using the propensity
score p(Xi) predicted from Eqn. (2), the regression weights are

ki ¼

ffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffiffi
TRANSi

pðX iÞ
þ ð1� TRANSiÞ
ð1� pðX iÞÞ

s
: ð3Þ

Essentially this gives the firms with different propensity
scores different weights in the estimation, allowing the trans-
formed firms to be more closely matched with those more
likely to undergo transformation but did not (and similarly
allowing the non-transformed firms to be more closely
matched with those less likely to undergo transformation but
were transformed). Adding these weights to the estimation
of Eqn. (1) thus gives our estimates, which are shown in Table
2. As before, the theory argues that b3 is positive in the perfor-
mance regressions (and negative in the agency costs regres-
sions) if the transformation is expected to improve firm
behaviors and performance.

By using the combination of the propensity score matching
method and the fixed-effects model, we attempt to better ad-
dress both the time-varying and time-invariant sample selec-
tion biases discussed above. Estimation results on the
separate effects of privatization and corporatization are given
in Tables 3 and 4, using the same methodology.

(f) Results

Table 1 presents a summary of the descriptive statistics for
all the predicting variables. The correlation between any two
independent variables is low, thus ruling out multicollinearity
concerns. Table 2 studies the effects of transformation on firm
agency costs and performance. Columns 1–5 present the
regression results of transformed COEs versus untransformed
COEs for the five dependent variables (administrative expense
ratio, NonLiShu relationship, labor productivity, profitability,
and sales growth). To further study whether reduced agency
costs are indeed the mechanisms by which transformed firms
improve their performance, we include the two agency costs
in the explanatory variable list, with the estimation results
shown in Columns 6–8. Similarly, we study the effects of priv-
atization and corporatization, with Tables 3 and 4 giving the
regression results of (1) privatized COEs versus untransformed
COEs, and (2) corporatized COEs versus untransformed
COEs, respectively.

Hypothesis 1a predicts that transformed firms will reduce
agency costs as compared to untransformed COEs. As shown
in Table 2, transformation helps reduce agency costs in COEs
as the likelihood of AdminR decreases and NonLiShu in-
creases with the passage of each additional year after transfor-
mation (since the interaction term between transformation
and length is negative and significant in Column 1 but positive
and significant in Column 2). Hypothesis 1a is supported.
Hypothesis 1b predicts that transformed firms will outperform
untransformed COEs. In Table 2, for each additional post-
transformation year, labor productivity, sales growth, and
ROS all rise (since the interaction term between transforma-
tion and length is positive and significant in Columns 3–5).
Although the benefit from transformation is swift in one type
of agency cost (NonLiShu), the short-term effects of transfor-
mation on firm performance may be detrimental. As shown in
Columns 3 and 4, labor productivity and sales growth actually
dropped in the year of transformation. But such setbacks are
made up for within 4–5 years. 2 Hypothesis 1b is thus also sup-
ported.

Columns 6–8 in Table 2 include the two agency costs among
the explanatory variables in the three performance regressions.
As predicted by the theory, higher agency costs are shown to
hurt firm performance. Thus, the lower agency costs after
transformation (Columns 1 and 2) will lead to better firm per-
formance, consistent with the theoretical predictions. Further-
more, with the inclusion of the agency cost variables, all the
effects of each additional year after transformation on firm
performance decreased in magnitude (with the effect on ROS
no longer significant). This supports our theory that reduced
agency costs are indeed the mechanisms through which firms
improve their performance.

Similarly, Hypotheses 2a and 3a predict that the status
change of COEs through privatization and corporatization
will reduce agency costs as compared to those of untrans-
formed COEs, respectively. Hypotheses 2b and 3b predict that



Table 2. Effects of transformation on firm agency costs and firm performance

Agency costs Performance Performance (controlling for agency costs)

(1) (2) (3) (4) (5) (6) (7) (8)
AdminR NonLiShu Productivity SaleGr ROS Productivity SaleGr ROS

Trans 0.006 0.372*** �0.103*** �0.170*** �0.004 �0.106*** �0.141** �0.001
(0.004) (0.013) (0.026) (0.061) (0.005) (0.025) (0.062) (0.004)

Length �0.002*** 0.000 0.123*** 0.033*** �0.001 0.119*** 0.029*** �0.002***

(0.001) (0.002) (0.004) (0.010) (0.001) (0.004) (0.010) (0.001)
Transl �0.003*** 0.037*** 0.023*** 0.026** 0.002** 0.017*** 0.023* 0.000

(0.001) (0.003) (0.005) (0.012) (0.001) (0.005) (0.012) (0.001)
StateO 0.019*** �0.022 �0.047 �0.196* �0.011 �0.012 �0.166 0.000

(0.007) (0.023) (0.045) (0.106) (0.008) (0.043) (0.105) (0.007)
AgeLog 0.012 0.169*** �0.172*** �0.266** 0.003 �0.157*** �0.237* 0.010

(0.008) (0.029) (0.056) (0.132) (0.010) (0.054) (0.131) (0.009)
Assetslog 0.000 �0.001 0.012** �0.079*** �0.002** 0.013** �0.079*** �0.002**

(0.001) (0.003) (0.006) (0.013) (0.001) (0.005) (0.013) (0.001)
Kintensity 0.032** �0.042 1.759*** 0.095 �0.024 1.818*** 0.145 �0.005

(0.013) (0.046) (0.088) (0.208) (0.016) (0.085) (0.207) (0.014)
DebtAsset 0.008** 0.012 0.049** 0.042 �0.048*** 0.063*** 0.056 �0.044***

(0.004) (0.012) (0.024) (0.056) (0.004) (0.023) (0.056) (0.004)
LeaderCg 0.001 0.007 0.000 0.021 0.000 0.002 0.024 0.001

(0.002) (0.006) (0.012) (0.029) (0.002) (0.012) (0.029) (0.002)
AdminR �1.800*** �1.671*** �0.602***

(0.054) (0.131) (0.009)
NonLiShu 0.036** �0.053 0.002

(0.015) (0.038) (0.003)

Constant 0.062** �0.398*** 4.978*** 1.673*** 0.068** 5.104*** 1.756*** 0.106***

(0.024) (0.084) (0.162) (0.383) (0.030) (0.156) (0.381) (0.026)
Observations 17,275 17,275 17,275 17,275 17,275 17,275 17,275 17,275
R2 0.69 0.75 0.85 0.17 0.55 0.86 0.17 0.66

Standard errors are given in the parentheses.
* p < 0.10.

** p < 0.05.
*** p < 0.01.

Table 1. Descriptive Statistics and Correlations (2,895 firms, 6 years)

Variable Mean s.d. 1 2 3 4 5 6 7

1 Trans 0.141471 0.348517
2 Priv 0.064699 0.246001 0.6479***

3 Corp 0.076772 0.266237 0.7104*** �0.0758***

4 Length 2.49766 1.707117 0.1196*** 0.0774*** 0.0850***

5 AdminR 0.098401 0.109266 �0.0104 �0.0401*** 0.0234*** �0.0325***

6 NonLiShu 0.164809 0.371018 0.4300*** 0.5351*** 0.0684*** 0.1228*** 0.0389***

7 Productivity 4.988319 1.01805 0.0684*** 0.0441*** 0.0488*** 0.2008*** �0.3579*** �0.0246***

8 SaleGr 0.227117 1.045393 �0.0023 �0.0040 0.0006 0.0277*** �0.0780*** �0.0064 0.1484***

9 ROS 0.023079 0.11269 0.0366*** 0.0344*** 0.0162** 0.0000 �0.4547*** �0.0044 0.2864***

10 StateO 0.013663 0.101422 �0.0304*** �0.0286*** �0.0133* �0.0162** 0.0517*** �0.0046 �0.0494***

11 AgeLog 2.880003 0.551395 �0.0098 �0.0882*** 0.0686*** 0.1990*** 0.1696*** �0.0256*** �0.2034***

12 Assetslog 9.827139 1.14175 0.0283*** �0.0656*** 0.0976*** 0.0219*** 0.0815*** 0.0152** 0.0470***

13 DebtAsset 0.619563 0.293995 �0.0077 �0.0160 0.0047 �0.0180 0.1099 �0.0202*** �0.1817***

14 Kintensity 0.039291 0.061745 0.0261*** �0.0027 0.0367*** 0.0741*** 0.0036 �0.0283*** 0.2572***

15 LeaderCg 0.277974 0.448013 0.0186** 0.0082 0.0167** 0.3362*** 0.0376*** 0.0657*** 0.0223***

8 9 10 11 12 13 14

9 ROS 0.023079 0.11269 0.0627***

10 StateO 0.013663 0.101422 �0.0126* �0.0409***

11 AgeLog 2.880003 0.551395 �0.0085 �0.1123*** 0.0001
12 Assetslog 9.827139 1.14175 �0.0169** �0.0769*** 0.0154** 0.0853***

13 DebtAsset 0.619563 0.293995 �0.0041 �0.3051*** 0.0356*** 0.1122*** 0.0989***

14 Kintensity 0.039291 0.061745 0.0056 �0.0049 0.0020 �0.0763*** 0.2055** �0.1947***

15 LeaderCg 0.277974 0.448013 0.0119 �0.0349*** 0.0001 0.0839*** �0.0041 0.0072 0.0149*

* p < 0.10.
** p < 0.05.

*** p < 0.01.
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Table 3. Effects of privatization on firm agency costs and firm performance

Agency costs Performance Performance (controlling for agency costs)

(1) (2) (3) (4) (5) (6) (7) (8)
AdminR NonLiShu Productivity SaleGr ROS Productivity SaleGr ROS

Priv �0.004 0.766*** �0.098*** �0.182** 0.003 �0.131*** �0.156* 0.002
(0.006) (0.017) (0.037) (0.088) (0.007) (0.039) (0.094) (0.006)

Length �0.003*** 0.006*** 0.129*** 0.026** �0.000 0.125*** 0.022** �0.002**

(0.001) (0.002) (0.005) (0.011) (0.001) (0.004) (0.011) (0.001)
Privl �0.001 0.027*** 0.014* 0.025 0.002* 0.011 0.025 0.002*

(0.001) (0.003) (0.007) (0.017) (0.001) (0.007) (0.017) (0.001)
AgeLog 0.014 0.084*** �0.256*** �0.155 �0.006 �0.236*** �0.130 0.003

(0.009) (0.027) (0.061) (0.144) (0.011) (0.059) (0.143) (0.010)
Assetslog 0.000 �0.001 0.009 �0.082*** �0.002 0.010* �0.082*** �0.002

(0.001) (0.003) (0.006) (0.014) (0.001) (0.006) (0.014) (0.001)
Kintensity 0.028* �0.056 1.705*** 0.156 �0.018 1.756*** 0.199 �0.001

(0.014) (0.043) (0.094) (0.223) (0.018) (0.091) (0.221) (0.015)
StateO 0.022*** �0.021 �0.062 �0.206* �0.014* �0.023 �0.172 �0.001

(0.007) (0.021) (0.046) (0.108) (0.009) (0.044) (0.108) (0.007)
DebtAsset 0.010*** 0.017 0.043* 0.059 �0.048*** 0.060** 0.076 �0.042***

(0.004) (0.011) (0.025) (0.058) (0.005) (0.024) (0.058) (0.004)
LeaderCg 0.002 0.000 �0.007 0.019 0.000 �0.005 0.022 0.001

(0.002) (0.006) (0.013) (0.031) (0.002) (0.013) (0.031) (0.002)
AdminR �1.739*** �1.615*** �0.629***

(0.055) (0.134) (0.009)
NonLiShu 0.034* �0.042 �0.003

(0.019) (0.046) (0.003)

Constant 0.054** �0.159** 5.233*** 1.378*** 0.088*** 5.331*** 1.458*** 0.121***

(0.027) (0.079) (0.175) (0.414) (0.033) (0.169) (0.412) (0.028)
Observations 15,951 15,951 15,951 15,951 15,951 15,951 15,951 15,951
R2 0.68 0.80 0.85 0.17 0.55 0.86 0.17 0.67

Standard errors are given in the parentheses.
* p < 0.10.

** p < 0.05.
*** p < 0.01.
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privatized and corporatized firms will outperform untrans-
formed COEs, respectively. Tables 3 and 4 present the effects
of privatization and corporatization on firm agency costs
and performance. As can be seen in the tables, although all
the four hypotheses are supported, there are two differences:
privatized firms tend to suffer larger short-term reductions in
performance that take a longer time to recover from, whereas
corporatized firms tend to increase their administrative costs
in the year of change.
5. DISCUSSION AND CONCLUSION

Our study provides empirical support for the argument that
organizational transformations, including both privatization
and corporatization, may be viable strategies to enhance firm
performance by mitigating agency costs. Given that few stud-
ies have focused on the outcomes of transformed COEs, our
study makes several contributions to the transition literature.

This research extends and integrates agency theory and priv-
atization studies in the area of organizational transformation
associated with a unique type of organizational form, the
COE, in a transition economy. We have highlighted the dual
principal–agent relationships associated with local govern-
ment intervention and managerial self-dealing problems.
Accordingly, we have incorporated the two agency costs vari-
ables (NonLiShu and AdminR) to capture the two aspects of
agency problems in COEs, respectively. As is well known, in
most modern corporations, ownership is separate from control
(Berle & Means, 1932). China’s corporatization drive intends
to transform SOEs and COEs into a ‘‘modern enterprise sys-
tem” in which managers have more discretion to operate based
on market rules. Agency theorists hold that managers may
seek perquisites for their personal benefits, even if doing so re-
duces the owners’ wealth (Jensen & Meckling, 1976). In the
context of China, local governments, as the controllers of
COEs, play an important role resulting in the agency problems
of COEs (Kung & Lin, 2007). Local governments have also
been viewed as the dominant player to facilitate the transfor-
mation process by dumping poor performers in order to elim-
inate financial and social burdens (Li & Rozelle, 2003, 2004).
Drawing on privatization theories (Boycko et al., 1996; Megg-
inson & Netter, 2001), we have extended the idea that organi-
zational transformation distinguishes between political
discretion and managerial discretion, leading to better perfor-
mance.

We have also examined the idea that agency problems, cou-
pled with the lack of adequate monitoring mechanisms during
the transition, may impede the further growth of COEs, which
may not be able to compete with the newly emerging more effi-
cient ownership structures, such as privatized or corporatized
firms. By comparing agency costs between the transformed
and untransformed COEs, our study provides new empirical
evidence that the two types of firms exhibit different agency
costs, which in turn results in different performance. We found
that the abandonment of lishu relations with the local govern-
ment enhanced firm performance. Previous studies that fo-
cused on IPO firms in China show that having a



Table 4. Effects of corporatization on firm agency costs and firm performance

Agency costs Performance Performance (controlling for agency costs)

(1) (2) (3) (4) (5) (6) (7) (8)
AdminR NonLiShu Productivity SaleGr ROS Productivity SaleGr ROS

Corp 0.014*** 0.044*** �0.103*** �0.163** �0.009 �0.081** �0.138* �0.000
(0.005) (0.017) (0.034) (0.083) (0.006) (0.033) (0.082) (0.005)

Length �0.002*** 0.000 0.123*** 0.029*** �0.001 0.120*** 0.026** �0.002***

(0.001) (0.002) (0.005) (0.011) (0.001) (0.004) (0.011) (0.001)
�0.005*** 0.046*** 0.032*** 0.027* 0.002 0.021*** 0.021 �0.002

(0.001) (0.003) (0.007) (0.016) (0.001) (0.006) (0.016) (0.001)
AgeLog 0.002 0.164*** �0.147** �0.185 0.004 �0.152*** �0.174 0.004

(0.009) (0.030) (0.060) (0.145) (0.011) (0.058) (0.145) (0.010)
Assetslog 0.000 �0.000 0.012** �0.074*** �0.002 0.012** �0.073*** �0.002*

(0.001) (0.003) (0.006) (0.014) (0.001) (0.006) (0.014) (0.001)
Kintensity 0.027** �0.020 1.736*** 0.041 �0.033* 1.786*** 0.085 �0.016

(0.014) (0.045) (0.090) (0.220) (0.017) (0.087) (0.219) (0.014)
StateO 0.015** �0.017 �0.039 �0.196* �0.012 �0.012 �0.172 �0.003

(0.007) (0.022) (0.045) (0.109) (0.008) (0.043) (0.108) (0.007)
DebtAsset 0.008** 0.022* 0.019 0.033 �0.050*** 0.032 0.048 �0.045***

(0.004) (0.012) (0.025) (0.061) (0.005) (0.024) (0.061) (0.004)
LeaderCg 0.002 0.010 �0.016 0.012 0.001 �0.014 0.015 0.002

(0.002) (0.006) (0.013) (0.031) (0.002) (0.012) (0.031) (0.002)
AdminR �1.774*** �1.662*** �0.627***

(0.055) (0.137) (0.009)
NonLiShu 0.045*** �0.050 0.003

(0.017) (0.042) (0.003)

Constant 0.091*** �0.400*** 4.922*** 1.409*** 0.063* 5.102*** 1.541*** 0.122***

(0.027) (0.087) (0.175) (0.425) (0.033) (0.169) (0.424) (0.028)
Observations 16,165 16,165 16,165 16,165 16,165 16,165 16,165 16,165
R2 0.69 0.64 0.85 0.17 0.56 0.86 0.18 0.68

Standard errors are given in the parentheses.
* p < 0.10.

** p < 0.05.
*** p < 0.01.
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government-connected CEO reduced a firm’s investment re-
turns (Fan et al., 2007), and weakened the performance-turn-
over linkage (Kato & Long, 2006). Our study extends these
findings by showing that a close government connection in
general, measured by lishu, is an obstacle to improving firm
performance in China.

According to agency theory, it is important for the principal
to design incentive and monitoring mechanisms that align the
agent’s interests with those of the principal. Based on privati-
zation-based views, ownership transformation works because
it changes the traditional principal–agent relationship in the
COEs since the new owners may place more demands on firm
efficiency and profitability. Our findings suggest that when
managers become owners, agency problems can be substan-
tially mitigated. Due to substantially curtailed incentives in
traditional COEs, managers are less likely to behave in a prof-
it-maximizing manner. In contrast, transformation provides
managers with more incentives and makes the monitoring
mechanisms more meaningful because the new owners have
a strong interest in monitoring and can install a board that
can better represent the owners’ interests. Thus, managers
are more likely to be motivated to increase firm efficiency
and profitability. Our findings suggest that in general organi-
zational transformation has enhanced the performance of
transformed firms.

This study has implications for COE managers and policy
makers alike with respect to how to enhance performance by
recognizing and minimizing the potential agency problems
inherent in COEs. For multinational corporations (MNCs)
seeking partners or acquiring firms in China, our study may
have the following implications. First, transitional COEs
may be valuable partners or acquisition targets in the sense
that their efficiency and profitability can be significantly im-
proved after ownership transformation. Second, MNCs
should be alert when the government insists on imposing the
lishu relationship on the target firm after the completion of
the acquisition or the partnership deal, as such a relationship
tends to increase agency costs.

Our study suggests several directions for future research,
which may further our understanding of COE transformation.
We only study two ways of transformation. Collaboration
with foreign investors may be another avenue for COEs to
transform their ownership structure and enhance firm perfor-
mance. Inward foreign direct investment (FDI) has benefitted
COEs in China since 2001 (Buckley, Clegg, & Wang, 2004/
2005), the beginning of the observation window for our study.
Due to the positive effect of inward FDI, we expect that FDI
will enhance the competitiveness of COEs as they increasingly
become FDI recipients. Thus, future studies may examine the
outcomes when a COE is transformed into a foreign-invested
firm, such as a joint venture or a wholly foreign-owned sub-
sidiary.

Because available longitudinal data were limited, we were
only able to examine the COE transformation process over a
period of 5 years. Future studies may also explore whether
the performance of the transformed firms can be further
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improved over the longer term (e.g., more than 5 years). From
a long-term perspective, some of the transformed forms we ob-
served may be transitory. Cao et al. (1999) note that share-
holding cooperatives may not be a permanent corporate
form since a cooperative can be further transformed into a
standard limited liability firm. Moreover, corporatization
may also be a transitional arrangement in the process of
eventual privatization. In this study, we treat privatization
and corporatization as two alternatives in the ownership trans-
formation of Chinese collective enterprises according to their
registration status, but we were unable to identify the actual
status of a firm during the transformational process. We real-
ize that some firms in the corporatized sample might actually
be in private hands, but in the form of corporatization to en-
hance the legitimacy of insider privatization. This may not be
a critical issue in our study, given that our main argument is
that transformation will reduce agency costs and hence en-
hance the firm performance of transformed firms, as compared
to traditional, untransformed firms. Future studies might use
survey data to identify the firm ownership status to broaden
understanding of the actual sequential process of change.

We also realize that we had to use what is available in the
census data to approximate agency costs associated with gov-
ernments, such as NonLiShu and state ownership. Future stud-
ies might develop measures of other agency costs on the part
of local governments, such as asset expropriation and realloca-
tion problems, and test their effects. Furthermore, organiza-
tional transformation is not the only way to enhance COE
performance. Shirley and Xu (2001) argues that because local
governments can only observe outcomes and cannot accu-
rately measure the efforts of SOE managers, performance con-
tracts (contracts signed between the local government and
managers) may be useful in reducing agency problems if they
can systematically lessen the information asymmetries and im-
prove incentives when transformation such as privatization is
not an option. Future studies may also use follow-up survey
data that enable one to control for these factors when compar-
ing the outcomes with or without the transformation of COEs.

In summary, this study reveals some previously unknown
outcomes of transformed COEs. We found that transforma-
tion is more likely to mitigate agency problems and subse-
quently turn traditional COEs into more competitive firms.
Our findings imply that without organizational transforma-
tions, COEs, as compared to transformed firms, are less likely
to improve performance. We conclude that although COEs
have achieved a relatively better performance than SOEs un-
der the conditions of partial reform, a further transformation
in the form of corporatization or privatization is necessary to
enhance their competitive capabilities after market institutions
have been established. Our empirical findings provide insights
into the transformation–performance relationship and some
useful information for future studies.
NOTES
1. In particular, length = 0 in 2000 for all firms. Assume that transfor-
mation occurred at the beginning of the year, thus for firms that went
through transformation in 2001, length = 1 in 2001 and = 5 in 2005. For
firms that were not transformed, length = 0 in all years.
2. Other interesting results include that agency costs tend to decrease
whereas performance tends to improve over time, state ownership tends to
increase agency costs but hurts performance, older firms tend to display
inferior performance, but the effects of firm size on performance are not
clear-cut.
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