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    The generally accepted  definitions of corporate governance, are Shleifer and Vishny’s  (1997) “Corporate governance deals with the ways in which suppliers of finance to corporations assure themselves of getting a return on their investment.”
, and Tirole’s (2001) “The standard definition of corporate governance among economists and legal scholars refers to the defense of shareholders’ interests.”
 Both definitions focus on the suppliers of finance but do not mention the other parties that are involved in the firm. How to understand these definitions? As Alchian and Demsetz (1972) argued, “Instead of thinking of shareholders as joint owners, we can think of them as investors, like bondholders, except that the stockholders are more optimistic than bondholders about the enterprise prospects.”
 It would seem that only shareholders are making their investments, but there are also other stakeholders. Will the defense of the shareholders’ interests hurt the other stakeholders? Do they have any conflict of interest among each other?
    What is the nature of corporate governance? What is the proper role of shareholders? This paper will shed lights on these questions through the theory of the firm. Since Zingales (2000) raised the issue of “the changing nature of the firm” 
, this discussion has been becoming more exigent. 
    Section 1 will focus on the theory of the firm and discuss the firm’s structure. Two streams of the theories of the firm will be discussed. Section 2 is to explain how corporate governance works by reorganizing the firm. Section 3 will expand the idea of Rajan and Zingales (eg, 2000a) in discussing some of the changes from the traditional firms in the past to the current firms. This paper will explain by examining the changes in market demand . Section 4 is to explain the corporate governance dilemma and provide some possible solutions. This paper holds the idea that these solutions will be out of the field of corporate governance. Conclusion follows.

I. The Theory of the Firm and the Firm’s Structure.

    In order to understand these definitions and to find the nature of corporate governance, close attention should be paid in order to understand the corporation itself. The next step is to compare the firm without corporate governance with the firm with corporate governance, so as to identify the changes that corporate governance can bring to a firm. 
    This section will attempt to understand the firm through the theory of the firm and will describe the firm’s structure when corporate governance is absent.
    It is generally accepted that all firm theories advanced so far can be categorized into two streams
: Incomplete contracting model and Principle-Agent models. In the case of  Incomplete contracting models, the works of Williamson, Grossman-Hart-Moore, Coase, and Simon, as well as implicit contract theories, and the theory of communication in hierarchies can be said to belong to this category. In Principle-Agent models, the works of Alchain and Demsetz, Holmström, and Milgrom among others belong to this category.
    These two streams have different explanations about the firms. The main idea advanced in the Principle- Agent stream in order to explains the firm was provided by Alchain & Demsetz (1972). They argue that the defining characteristic of the firm is not “authority”
 but team production. Although team production has the “free-rider” problems that can cause shrinking, monitoring properly by the managers can increase the efficiency of the team production. In their paper, the idea was illustrated as follows: “The central agent is called the firm’s owner and the employer. No authoritarian control is involved; the arrangement is simply a contractual structure subject to continuous renegotiation with the central agent. The contractual structure arises as a means of enhancing efficient organization of team production.”

    The principle-agent stream may have important implications, but it is not clear why the “central agent” is the owner of the firm. As he is merely elected by team members, it is not necessary for him to be the owner. Besides, it is not clear why no authority is involved. The concept of authority is not clear, so it may have the same meaning as the term continuous renegotiation in their paper.
    The term “authority” is not elaborated in the principle-agent model of the theory of the firm, but is very important in the incomplete contract view. In order to unify the analysis, we can use the definition advanced by Grossman and Hart (1986), Hart and Moore (1990), and Aghion and Tirole (1997): 
    “Authority may be conferred by the ownership of an asset, which gives the owner the right to make decisions concerning the use of this asset. Authority may more generally result from an explicit or implicit contract allocating the right to decide on specified matters to a member or group of members of the organization.”

    The idea raised by Coase (1937) and Simon (1951) is about the incomplete contract view of the firm, and it was further developed by Williamson (eg. 1971), Grossman and Hart (1986), Hart and Moore (1990), Baker, Gibbons and Murphy (1997), and Marschak and Radner (1972) etc. Some of these ideas give rise to implications as the nature of corporate governance. Coase (1937) and Simon (1951) argued that the employment contract with the associated authority would reduce the cost that would arise in the imperfect market. It could save some market costs, which in turn would create room for the firms to exist. In Coase (1937), this idea was expressed as “The essence of the contract is that it should only state the limits to the powers of the entrepreneur. Within these limits, he can therefore direct the other factors of production”
 and “the operation of a market costs something and by forming an organization and allowing some authority (an “entrepreneur”) to direct the resources, certain marketing costs are saved.”
                                       
Thus the firm can be explained from an incomplete contract view. If we accept that authority is the decision rights over the valuable assets, then the authority of an employment contract can be understood as the manager’s control over the employee’s human capital. Here the manager may not control all the human capital from the employee because the employment contract must have some limitations in order to limit the use of human capital. Despite these limitations, the employee must agree to obey the orders from the manager because the employment contract can not foresee every condition in the future in order to allow every eventuality when drawing up the contract. The control rights of a valuable asset through contract that cover all the future conditions outside the limitations is called the “Residual Right of Control”
. This “Residual Right of Control” can be shared between the manager and the employee. So the manager has some authority over the employee because under the (incomplete) employment contract, the manager gains some of the “Residual Right of Control” over the employee’s human capital. On the other hand, the employee also has authority over some of the firm’s assets by sharing part of the “Residual Right of Control” of these assets with the manager. Therefore as a result of an employment contract both the manager and the employee have some control rights or “Residual Rights of Control” over the firm’s assets, but the manager has some of the “Residual Rights of Control” over the employee giving him the authority to direct the employee to perform some particular task using both the employee’s human capital assets and the firm’s assets that can be controlled by the employee. 
The contracts that are signed between the manager and the financiers are also incomplete. In these contracts, the manager can also gain control of the funds through the “Residual Rights of Control” received from the financiers. However, there are still some differences among these finance contracts that make it necessary to distinguish the financiers as the creditors and the shareholders. Even without corporate governance
, under the creditor’s contract, the creditor is usually capable of intervening in the management to solve the “Moral Hazard” problem. Besides, almost all the credit contracts are backed up with mostly equivalent amount of the firm’s valuable assets,  because even without the mortgages that are explicitly written into the contract, the creditor still has the right to declare the firm bankrupt and sell its assets to repay the loan. In contrast, without corporate governance, the shareholder’s contract is not backed up by any assets. In fact, they do not even have the right to monitor the managers. The shareholder has a purely like role gambler in this case in that they gamble that the stock price will rise, the firm will make profit, or the manager is a honest person. Even if all of these are included in the contract’s limitations, it is usually too dispersed and too difficult for the shareholders to monitor the firm without corporate governance. In contrast to the creditor, when corporate governance is absent, the shareholder is mostly incapable of monitoring the manager, and their investment is not backed up by the firm’s assets like the creditor.
So far, from considering the incomplete contract view, we know that the firm is constructed by many incomplete contracts that give people access to the other peoples’ assets, so that the firm’s assets can be jointly controlled and used. However, every incomplete contract must have a remuneration plan. These remunerations will come from the rent that generated by the firm. This is a rent which is derived from both people’s human capital and the firm’s other assets, and it will only be generated with the culmination of peoples’ effort, so it can be called “Ex Post Rent”. The rent generation process can be simulated as follows:
Figure 1: Renting Process
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    X represents the total assets of the firm (including all the human capital assets and other intangible assets); a, b, c represent the authority that the managers, the employees, and the financiers have over the firm’s assets
; α% represents the efficiency; R represents the “Ex Post Rent”. So:
R=X* α%.

The problem is, without corporate governance, how is this “Ex Post Rent” divided? Intuitively, this rent may be divided in the same proportion as a, b, c since it seems fair that the more assets people control the more revenue they should get. However, this may not be the truth. Like all the other contracts, the remuneration plan is always made through bargaining, and the result of this bargaining usually depends on the bargaining rule that is constructed and the bargaining power that each engaged party has. In this paper, we suppose the incomplete contracts within the firm have the same bargaining rule, so the only factor that determines the outcome of the remuneration plan is the bargaining power that each engaged party has. 
Although the remuneration plan is determined by the bargaining power, what actually constitutes the bargaining power is still unclear. Consider a few examples: The manager agrees to pay a interest to the creditor. If the manager pays an interest rate that is lower than the market rate, the creditor will not agree because they may be better off by making a contract with someone else in which they could get the market return. Only if the creditor’s expected return (to wipe off the risk differences) is higher than their “Opportunity Cost” will the creditor possibly enter into the deal. Besides, because the interest and principle will usually be paid at a later period, the creditor can ensure their return by punishing the manager for any violation. The creditor can do this through either withdrawing the loan or withdrawing the firm’s asset with an equivalent value. Although the creditor may also lose out when things go wrong, they can benefit from the liquidation which ensures that they can get the expected return that is at least equal to the “Opportunity Cost”. Another example is the manager agrees to pay a certain amount of salary to the employee. It is clear that the employee will only accept the offer if their expected return will be almost as high as the highest expected return that they could get somewhere else. The employee can ensure  themselves of getting a return by asking the manager to pay the amount at a fixed date, so that this payment can be made even be ex ante or before the “Ex Post Rent” has been generated. Besides, the employee can also punish the manager by withdrawing themselves from the current job and finding a better one somewhere else, if their expected return will be lower than that of the “Opportunity Cost”. That is the reason why a positive “Implicit Contract”
 is good for firms because it seems to promise the employee that their effort will be rewarded properly giving the employee a feeling of self realization and a higher expected return than without the positive “Implicit Contract”. For these two examples, we may conclude that the bargaining power depends on the ownership of valuable assets and the ability to retain the ownership after the contract. So this also seems to explain case of leasing and the case if the employee brings additional assets besides their human capital. But does it also hold true for the manager? From above, we know, without corporate governance, even if part of the firm’s assets are financed by the shareholders, they do not have ownership or can not exercises their ownership in actual terms. Besides, if some assets are financed by the creditors, the ownership of these assets will not switch to them if the firm’s situation is healthy, so in actual fact the manager owns most of the firm’s assets when the firm is healthy. This ownership of the firm’s assets gives the manager the chance to search for the most suitable employees, who are expected to make the highest rent, and the manager will also search for the credit or capital that is the cheapest. The manager also retains the ownership of their valuable assets so as to ensure they will get as high a return as their “Opportunity Cost’. In the search of the capital, the manager may find the capital is cheap because it is easier to hide money and pay less than usual when corporate governance is absent. On the other hand, for the shareholders, when the corporate governance is absent, they do not retain the ownership of their assets after the contract is signed and are not able to monitor the manager since the monitoring cost would be too high. In this case, the manager acts  a monopoly to the shareholder when the contract is made, and the shareholder acts like a gambler in hoping that the firm will make profit, the share price will soar, or the manager is a honest person.

The text above explained the firm from an incomplete contract aspect. The concept of “Residual Rights of Control” is employed to explain the authority and the jointly controlled firm’s assets. When referring to making the remuneration plan, it is found that the bargaining power will determine the “Ex Post Rent” division, and the nature of the bargaining power depends on the ownership of valuable assets and the ability to retain the ownership after the contract. When corporate governance is absent, the shareholder’s investment will not be backed up with the ownership of any valuable assets, and the manager will own the assets that were financed by the shareholders in actual fact. Besides, the shareholder can not retain ownership of their valuable assets after the contract and they are not able to monitor the firm due to the “Free-rider” problems and the extremely high cost of monitoring. Without corporate governance, the manager will control most of the firm’s assets, act like in monopoly over the shareholder, and the shareholder will be forced to act like a gambler.  
II. Reorganize the Firm’s Structure by Corporate Governance

    The previous section focused on the structure of the firm without corporate governance. However, many difficulties arise in its absence and it may be easier to solve these problems by applying corporate governance. In this section we will discuss the problems that the firm faces, as illustrated in the previous section, that is the differences that corporate governance can bring to the firm, and the nature of corporate governance.

     In summary of the issues discussed in the previous section, when corporate governance is absent the manager owns most of the firm’s assets in actual fact; the employees own at least their own human capitals, but some of them may own the assets that they have brought to the firm; some of the creditors own the mortgages, but all the creditors will take possession of the firm’s assets when the firm is in financial difficulty or bankrupt. According to the discussion of bargaining power, these three parties can guarantee their expected return from their ownership of valuable assets that are of the same value or more of their “Opportunity Costs”. The reasoning is, as previously stated, that when things go wrong, they can protect themselves by withdrawing their assets usually after the termination of the contract (sometimes even before) in order to recover their “Opportunity Costs”. 

    However this only holds for these three parties and not the shareholders who, as described by the previous section, entered a situation rather like a gambling game. There are reasons why people still want to invest in the stocks when there is little corporate governance and high uncertainty
, but when investing in stocks in a gambling situation this will create problems. One problem is that the allocation of resources may be inefficient. Ideally, the allocation of funds should depend on the level of expected profit from the projects. However, when in a gambling game, the investment decision is not made on the basis of the opportunity of profitability but by the gambling opportunity. This is because no matter how profitable the project will be, the manager can take the profit anyway, but when engaging in a gambling opportunity, earning a income may be more realistic
. This inefficiency in security financing causes the firm to be inefficient and resources to be wasted, whilst the actual viable projects do not get enough funding and the bad projects can get funds that will be wasted or even just expropriated by the manager.

    Another problem is simply that it is illegal to steal other people’s money or defraud them. But when corporate governance is absent, this cheating may prevail without punishment, an example of which is when a firm is set up with nothing in actual terms but is simply built on reputations in order to promote investments. Because of these problems, corporate governance is needed in order to protect the shareholders’ investments and to increase the efficiency of fund allocation.

    The perfect scenario would be if the shareholders could ensure their share of profit when the project succeeded, all the necessary information would be accurate, in circulation and easily acessible, and the project that seemed the most viable in terms if the security market would have enough funds. But when the project actually succeeds, the shareholders can only ensure their return if they actually own any valuable assets of the firm as security. Consider the situation where if most of the assets are still owned by the managers in actual fact,  they may be better off taking all the shareholders’ money, closing the current firm and opening a similar new firm so as to rid themselves of the shareholders’ monitoring. This is apparently illegal and should not happen, so the only way to prevent the manager from taking the firm’s assets away is by having the shareholders’ investments backed up by the firm’s assets, so that when they have the ownership, they can ensure their share from the firm’s “Ex Post Rent”. 

    In order to match the current situation to the ideal situation, several reorganizations to the firm are needed. The first change is how to grant the shareholders ownerships of the firm’s assets as these assets can not be divided in actual fact. The first reorganization, applied to solve this problem, will be to securitize most of the firm’s assets (except for human capital) so that the total assets can be represented by the number of shares. In this way, the managers and the employees can also become the shareholders. This reorganization has allowed the shareholders to legally own most of the firm’s assets so that the ownership is clarified and the shareholders are able to exercise their ownership rights later on. After clarifying the ownership, the second change is to solve the “Free-rider” problem. When the ownership is dispersed, the benefit of monitoring is shared by every shareholder but the cost will have to be borne by the monitor itself: so everybody would like to benefit from someone else’s effort or be a free rider. In order to solve this problem, corporate governance may require firms to include a board
 in their structure so that a small group of board members can represent the very dispersed shareholders and specialize in exercising the shareholders’ ownership rights. The third change is to shorten the information gap. So the management team should be required to release any pertinent, precise information on time or at regular intervals, so as to shorten the information gap between the management and the financiers, reduce the management’s discretion and increase the efficiency of the fund allocation.

    When corporate governance is applied, some changes are inevitable in the firm. For example, the assets have been securitized so as to clarify the ownership, a board is elected and included in the structure of the firm, the industries are required to release more precise information into the market for the shareholders. To repeat, the aim of corporate governance is to ensure shareholders’ income, reduce management discretion, and increase the efficiency of fund allocation.

    From the discussion of these two sections, the nature of corporate governance is to ensure the shareholders can get a proper return by reorganizing the firm through the above ways so as to regulate the industry to increase the economic efficiency of fund allocation. However, the corporate governance is similar to other laws imposed on all the shareholder financed firms, so it may lack the ability to solve all the specific problems of the firm.

III. Different Kind of Firms in the Real World

    How far can corporate governance bring efficiency to the security market usually depends on the type of firms themselves. The firm mentioned in the previous sections seems to be a firm that has intensive physical assets, people were working around these assets and it was operating in a competitive market
. However, the firms in the real world may not all be identical. For example, some of the firms may be oligarchs in their industry. For these firms, when the employees have high and specific knowledge levels, they may find that it is not very easy to switch their jobs. In contrast, some firms may operate by relying mostly on human capital or other intangible assets, such as law firms, advertising agencies, investment banks, consultancy firms etc. More commonly, firms usually rely on both physical and intangible assets and operate in a relatively competitive market. These firms usually require more skilled employees, and sometimes it is crucial for these firms to encourage the employees to make human specific investments. Although the firms in the real world differ, they will still encounter the corporate governance problem if they get their finance from the shareholders, so corporate governance has to deal with different types of firms. 

    Professor Zingales and Rajan had categorized firms into two different types: “Traditional Firms” and “New Firms”.  They argued that the firms with more physical assets operating in a less competitive market are more like the firms in the past after the “Second Industrial Revolution”, so they named these kind of firms “Traditional Firms”. In contrast, the firms that rely vitally on intangible assets, especially human capital, and operating in more severely competitive markets are more like the firms nowadays, and this also has become a trend for firm development, so they named these firms “New Firms”.
   

IV. Some Problems with Corporate Governance-the Dilemma

    When applying corporate governance to the security market, one interesting question is “how far can it bring the market to efficiency?” When corporate governance has given such special focus on the shareholders and has made such dramatic reorganizations of the firm, another interesting question is “does it affect the firm’s efficiency?”

    Regarding to the efficiency of the security market,  corporate governance tries to ensure the shareholders are well informed and can share the profit they deserve from the firm. However, the first problem comes from the shareholders themselves. Many of them care more if the price will rise rather than whether the firm can really make profit. For example, when people believe a firm has a strong growth option, many shareholders would likely to bet the price may soar while ignoring the basics of the firm. In this case, corporate governance can hardly helps. 

    The second problem is the board structure can not fully represent the shareholders. This is also because many shareholders think they are too small to impose an influence, so the vote rights for them may be worthless. If the number of shareholders is big enough, the board can actually only represent for a small part of  concentrated shareholders. This situation can be even worse when they are given priority rights in exchange for their voting rights, then the management can effectively control the board, such as the scandal of Royal Ahold
. 
    The third problem is large shareholders can redistribute money to themselves rather than to the small shareholders
. This is because corporate governance seems serve better for large shareholders than for small shareholders. For example, when large shareholders do the self-dealing, it is not very likely that the small shareholders will sue the large shareholders on court. Besides, the small shareholders have their own “Free-rider” problems.

    With regard to the efficiency of the firm, there are also some problems left from corporate governance. These problems may root from the conflicts between the shareholders and the other parties of the firm, such as the creditors, managers and employees. Corporate governance will usually find it hard to make a balance among these parties, especially when the firms have different types and their problems are usually specific. 

     One conflict is the differences in risk attitude. It may be the sharpest between the shareholders and the creditors. When shareholders want more to take more risk, it may hurt the interest of the creditors. Besides, the managers and the employees may have their own preference on risk taking based on their personalities and professional judgments. In this case, the best way may be to give all the control rights to the managers, but this may also create additional problems such as increasing the monitoring cost. In addition, the shareholders can replace the management team anyway, so that they can still find mangers to represent their own interest. This is a dilemma of corporate governance.

    Another conflict is large shareholders’ self-dealing. The dilemma of corporate governance is similar to the risk attitude conflict, but in this case, large shareholders may redistribute rents from the managers and employees, which may hurt their incentives. This may cause more serious consequences when the firms has a trend towards the “New Firms”, which rely heavily on human capital to build their competitive advantages.

    Although corporate governance alone seems has left many problems unsolved, there are still some solutions available, such as to invite large shareholders that focus on long-term goals. That is, when the firm is selling large blocks of stock, it should better to consider whether the future large shareholders will be interested in the firm’s long- term development. Furthermore, it seems crucial to set up an efficient reward system within the firm, such as to build positive “Implicit Contracts”, to pay higher rewards to the qualified and talent managers and employees so that they are encouraged to make firm specific investments.
Conclusions
    The main purpose of this paper is to examine and understand the two generally accepted definitions of corporate governance. The methodology applied to find the nature of corporate governance is to compare the firm without corporate governance and after the firm with it. To understand the firm, this paper has adopted the incomplete contract view, and the finding is the main problem without corporate governance is the security finance. So the nature of corporate governance is mainly to solve the problems in the firms’ security finance and to increase the efficiency of the security market. 
    Then, this paper gives some discussions about the application of corporate governance to the real world. It has illustrated some limitations of corporate governance in increasing the efficiency of the security market and the firm. Besides, it has also explained the trend of the firms’ development will towards to the “New Firms”. At the end of this paper, the finding is although it is still far from solving the problems left by corporate governance, this paper tries to provide some suggestions such as to invite large shareholders with long term interests, and to build better reward system so that the managers and employees are willing to make their firm specific investments.
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� The concept of corporate governance follows the definitions that is given from the beginning..


� From the discussion above, we know that one party’s source of authority is from sharing the “Residual Right of Control” with other parties. We also know that the authority of financiers may come from two sources: one from their rights of monitoring, and the other comes from the ownership rights, typically for the creditors, when the firm’s situation gets wrong. 
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� In this case, it is very difficult to detect whether the project is profitable because when corporate governance is absent, the information available in the market may be either insufficient or inaccurate, then the gambling opportunity may be created by releasing false (fade?) information to make the firm appear profitable..


� This board structure may differ world-wide. Millin (2002) in her book “Corporate Governance (2nd Edi.)” has provided a chapter (page121-136) to explain the board structure.


� This is because we had assumed that employment can be flexible, which implied the labor market should be competitive. 


� For the reasons of the change and the details of the “Traditional Firms” and “New Firms” discussion, see Zingales (1998): “Corporate Governance”, Zingales (2000): “In Search of New Foundations”, Rajan and Zingales (2000): “The Governance of the New Enterprise”. 


� See Abe de Jong etc.(2007): “Investor relations, reputational bonding, and corporate governance: the case of Royal Ahold.”. Section 4. Page351-365.


� For a detailed discussion, see Shleifer and Vishny (1997): “A Survey of Corporate Governance”, section 5 (The Costs of Large Investors). Page 758-761. 
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