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5. Summary and conclusions

Empirical evidence suggests that overinvestment results from the agency cost of free cash flow and leads to a firm’s value
destruction. The evidence also indicates that a better corporate governance system reduces overinvestment and, thereby, protects the
firm value. Two of the ways to align the managers’ interest with the shareholders’ interest are managerial ownership and con-
centrated ownerships (block holdings). The higher managerial ownership (with some limitations) aligns the interest of the managers
with that of shareholders, while block ownerships (in particular, the institutional shareholdings) lead to better monitoring of
managerial actions.

In the context of the Chinese SOEs, however, the ownership is concentrated in the hands of states and state owned legal persons,
which also play a major role in selecting and appointing managers. The shares held by both entities are non-negotiable and their
objectives are different. State owners’ goal is to maximize their sociopolitical agenda, and overinvestment is compatible with this goal
(e.g., job creation). Consequently, state owners do not have incentives to restrain overinvestment. The managers, however, have
incentives to control overinvestment as it might hinder the firm’s ability to pay dividends, which, in the absence of capital gain,
become the primary, if not only, source of wealth for the managers.
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