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The corporate governance mechanism of the family business
——a research based on the contract theory
Xu Peng & Ning Xiangdong
(School of Economics and Management, Tsinghua University, Beijing 100084)

Abstract: Based on the large public companies, western economists established the mature and
effective theory of corporate governance, but the characteristics of family business determine that
they are fundamentally different from the traditional theory. Scholars have not established the
comprehensive and systematic theory to explain the special corporate governance mechanism of
family business, especially in the context of Chinese economic. A reasonable explanation can be
made by constructing the model of contract theory based on the principal-agent theory. The results
of the theory model show that: family principal can use both explicit ‘contractual governance’ and
implicit ‘relational governance’ to resolve the problems of the agency, and the two mechanisms
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are substitute. The family business governance system can reduce the cost of governance, enhance
the effort level of the agent, furthermore, such kind of mechanism can only be used on the familial
agent. Besides, we also analyzed the two types of agents’ effort under different conditions, which
explains the rationality and the superiority of the family corporate governance mechanism.

Key words: family business; corporate governance; principal-agent theory; contractual
governance; relational governance
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