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ABSTRACT

Indirectly State —controlled Share — holding System
(ISSS) : a new model on the institutional reform of the
SOEs in China

- From the difference of the equity operating situa-
tion between Japan and USA, we induce the significant
influence: of culture on economic institution; in the mean
time, from the common character of ‘that, we uander-
stand that the share —holding system is inevitable to a
mbdérn economy. In the light of these two points, a new
model named ISSS, which fits thé cultiiral element into
the share —hdlding systemis presented in the book. Un-
der ‘the model, the SOEs ¢an’go efficiently and smooth-
ly. So, a great development and new powerhouse of

China’s economy is expected.
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Locating the Share Operating Situation between Coun-

tries

According to the liquidity of the share in different

countries, we get the following line,

LIQUIDITY OF SHARE

weak —— -l I | ! strong
Chinal China2 Japan USA

In the above line, we determine the position of the
share operating character in USA firstly, which is well
known by its strong liquidity. ,

Then we get the position of that of Japan, which is
not as active as in USA. So, the position of Japan is in
the left of USA. And other counties can be located ac-
cordingly.

Now, let’s find the position of China. The share—
holding system has already been applied in some SOEs in
China. However, the No. | character of the share oper-
ating situation in these SOEs is that over 50% of the eq-
uity of each SOE is directly held by the state, so as to
keep the government’s absolutely control over the
SOEs. So, the liquidity of the share in China’s SOEs is
excessively weak. We place the current situation in Chi-

na as point Chinal in the above line.
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Unfortunately, under the directly controlled share
— holding system, the Principal — Agency problem is
terribly huge., and the function of share — holding sys-
tem can’t be achieved. As a result, the efficiency of the
SOE:s is discouraging. |

People in western countries know the advantage of
share —holding system and private ownership thorough-
ly, while, the underlying element of the private system
is the human and culture character in these countries. In
China. the base of public system is solid because of its
human and culture character, which encourages collec-
tivism and discipline rather than individualism and free-
dom.

From the above discussion, we conclude that the
public system i1s going to be maintained in China. But
the reform on the present share —holding system is also
needed. That is to say, the position of China’s share lig-
uidity should be shifted to the right, but can’t move too
far. So, point China2 is acceptable which is still at the
left side of that of Japan in which private system is pre-

vailed.
How Dees ChinaZ Look Like?

Let’s name the institutional condition of point Chi-

na2 as Indirectly State —controlled Share—holding Sys-
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tem (abbr. ISSS). Under ISSS, the share now directly
controlled by the state is authorized to be owned by suf-
fictently separate state entities, including state owned
enterprise’’, state owned commercial bank, state owned
insurance company, institutional investor newly estab-
l'shed according to the rule of ISSS, and so on.

The state keeps the ultimate ownership of the SOEs
under ISSS, which can’t be executed in ordinary time?.
And the authorized state entities take the general owner-
ship and have the power of control on state share, such
as voting, gaining, and transferring.

A requirement of ISSS is that the weight of shares
held by state entities in a SOE should be above 50%9,
although they’re sufficiently separated. ‘

Under ISSS, all the shares of a SOE are negotiable.
The exchange between state share (that is held by state
entities) and private share (that is held by private in-

vestors including foreign investors) is also admitted,

® These state —owned enterprises is now also under the situation of
ISSS, which is described in the following context.

@ New legislation about the pre —condition of the execution of the ul-
timate ownership is required under ISSS.

® In operating, the requirement is not an obstacle of the liquidity of
the shares because of the culture background in China. We’ll analyze this a-

gain in the last part of the paper.




10 ‘ B K A R N

which ensures ‘the function of shate ~holding:system
and the role of both:in —thei~ counter and: out+—1he —
counter stock market in judging the: operating of firms.

Under ISSS, the entrepreneur are determined by
the stock market rather than by the government.-So a
great' change ‘takes place.

How to Reform?

Let’s explain the process of reform with a simplified
model. Assume there’re 11 SOEs®, a; by cs.d, e, f, g,
h, i, j, k, whose Balance Sheets (B/S) are the same,
100% held by the state. .

So, we get the B/S of these SOEs (SOEa as an ex-
ample),

Figure 1 SOEa
Liability
Equity
Assetl state directly owned 100%

@ The reason that so many SOEs is required is to sufficieatly scpa
ratethe state share. Factually, the conerete -number-of SOEs.is chang‘('al;le .
while the aim of sufficiently scparating should be kept.

In order to explain easily, the requirements about B/S and state held
percentage are provided. In practice, these can be relaxed. Certainly, above

50% of equity directly held by state is the criterion of a present SOE.

AN o s e
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Now:,'we-precede:-the reform:by 2 steps®
step !l state-equity separating;;
step:2 5 capital: increasing:

- Step 1 state-equity separating:
The government authorizes SQEb.purchases.10% of

SOEa’s state equity and keeps the money of share selling
in SOEa. We get,

Figure 2. SOEa.
increase in bank depésit ‘Liability® -
isharé delling :
Equity -

* state ditdctly owned90%; -

S T
Asset2 state share 10%, owned by SOEb -
and,
Figure 3 SOEb
decrease in bank deposit Liability
increase in share investment
(holding SOEa 10%) Equity "~

state directly owned 100%
Assetl ; i

® - There could be some derivatives in the reform, e. g. » selling some

state equity to private investors.
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In figure2 and figure3, the increase and decrease in
bank deposit of SOEa and SOEb are the same, and e-
quals to share selling and increase in share investment in
amount. By the end of the reform, the bank deposit in
each SOE is unchanged.

Authorize the other 9 SOEs purchasing 10% of
SOEa’s state equity as SOEb does, we get,

Figure 4 SOEa

increase in bank deposit Liability

share selling

Equity

state share 100%

Asset3 (owned by SOEbcdefghijk 10%, each)

Now, take the same reform to the other 10 SOEs as
did to SOEa, that is, SOEa purchases 10% of each other
10 SOEs’ state equity, we get,

Figure 5 SOEa

increase in share investment Liability

(holding 3OEbcdefghijk 10% each) share selling

Equity

state share 100%

Asset3 (owned by SOEbcdefghijk 10%, each)
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Now, change the item ” share selling” to ” capital

accumulation” , we get,

Figure 6 SOEa

increase in share investment Liability

(holding SOEbcdefghijk 10% each) Equity
state share
(owned by SOEbcdefghijk 10% , each)

Asset3 Capital Accumulation

and the other 10 SOEs have the similar B/S as
SOEa’s. The item of Capital Accumulation shows the
specialty of SOEs under ISSS.

Step2: capital increasing

Based on Figure6, issuing 66. 7%© equivalent of the
former equity to private investors, we get,

Figure 7 SOEa

increase in share investment Liability

(holding S()Ebcdefghijkﬂ\l()% each) Equity
increase in bank deposit state share 60%

(owned by SOEbedefghijk 6%, each)
private share 405

Assetd Capital Accumulation

® This weight is changeable, while the requirement is that the weight

of state share should be above 50% after the issuing.




