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ABSTRACT

I

Since the economic reforms started in 1979, China
has moved quite far away from the traditional central
planning system and has become the fastest growing
economy in the world. The average annual growth rate of
GDP reached 9.8 percent in 1979—1995. Along with the
rapid economic growth, the living conditions of ordinary
people improved substantially. The average growth rate
of real per capita consumption raised from 2.2 percent in
1952—1978 to 7.4 percent in 1978—1994. Despite this
achievement, however, the Chinese economy in the
reform period has been troubled by a series of problems.
Among them, the chronically poor performance of state-
owned enterprises(SOEs) is a major one.

The SOEs concentrate in the industrial sectors. De-
spite the weight of SOEs in China’s total industrial output
has declined continuously since the beginning of reform.

The SOEs are still the backbone of Chinese economy. In



1995, the SOEs employed 66.5 percent of industrial workers. And the SOEs’
fixed assets constituted 65.7 percent of total industrial fixed assets in China. Be-
cause the importance of SOEs in Chinese economy, the reform of SOEs has been
the focus of China’s economic reform ever since the reform started. However,
the profits of SOEs have been declining dramatically, despite many reform
measures have been tried. The deficits of SOEs and the resulted explicit fiscal
subsidies and soft bank loans have threatened the stability and sustainability of
China’s economic growth.

In China’s academic researches and policy debates in the early 1980s, most
researchers attributed the SOEs’ problems to the lack of autonomy and incen-
tives. As a result, the reform measures focused on increasing the SOEs’ autono-
my and the improvement of incentives. Recently, many economists regarded the
vagueness in the delineation of property rights as the major cause of SOEs’ prob-
lems. The SOE reform was designed accordingly.

In the book, we argue that the SOEs’ problems originate from the separa-
tion of ownership and control. Because of the separation, there arises the prob-
lems of incentive incompatibility, information asymmetry, and liability dispor-
portionality between the owner, i.e. the state, and the managers. Managerial
discretion may become a serious problem. The solution to the managerial discre-
tion problem is to make the incentives between the owner and manager compati-
ble, which in turn depends on the existence of a simple, low-cost, sufficient in-
formation indicator of managerial performance to alleviate information
asymmetry problems and of an effective corporate governance to mitigate the
possible opportunistic behavior arising from the manager’s limited liability.

An enterprise’s profit level in a fair, competitive product market is a suffi-
cient information indicator for its manager’s performance. Therefore, a fair mar-
ket competition is a precondition for the existence of an effective enterprise sys-
tem. An effective corporate governance is specific to an enterprise. It depends on
the market competition, the size of the enterprise, the source of capital, the

ability of the owner, the technology, and so on.



The SOEs in China have to bear many policy-determined burdens, which
make the SOEs’ profit levels lose the function of a sufficient information
indicator of the SOEs’ managerial performance. The key to China’s SOE reform
is to eliminate the policy-determined burdens from the SOEs, enabling the SOEs

to compete fairly with any enterprises in the markets.

I

In the pre-reform era, the SOEs played a central role in China’s economy,
especially in the industrial sector. In 1978, the output value of state-owned in-
dustrial enterprises accounted for 80.8 percent of the total industrial output value
in China, while the number of state-owned industrial enterprises accounted for
24 percent. At that time, the SOEs’ managers did not have any autonomy in de-
ciding what to produce, where to invest, whom to hire, and how much to pay
the workers. As a result, the managers of SOEs had no means to improve the
production and to motivate the workers. The main symptoms of the SOEs’ prob-
lems were the “Iron Rice Bowl” (secured job), and the “Large Canteen Meal”
(egalitarian wage rate). The efficiency of the SOEs was very low. After the
death of Chairman Mao and the veteran leaders’ return to power, the Chinese
government initiated a series of reforms aiming to improve the efficiency of the
economic system in late 1978, Since then, the reform of the SOEs has been the
central component of China's overall reform package.

In the process of reform, the SOEs were given more power to make deci-
sions about their own production, sales, and investments and were allowed to
retain a portion of profits for their workers’ bonuses and welfare and their own
development.

Along with the managerial decentralization, new institutional arrangements
were introduced to regulate the SOEs’ managerial behaviors. A profit-retention
system with the managers taking full responsibility for profits and losses was
tried in some SOEs in 1981. Under this system, a profit quota was set for the

profit-making SOEs. Any profit that exceeded the quota was retained by the en-



terprises in total or in a pre-determined portion. If the quota was not made, the
enterprises were required to make up the difference with their own funds. Simi-
larly, a loss quota was set for those SOEs running at losses. The losses excee-
ding the quota were no longer covered by the state budgets, and the reduced los-
ses were retained in full or in portion by the SOEs. In addition to the profit-
retention system, the state started a new experiment in 1981 of “replacing the
submitting of profits with the paying of taxes”, in which the old practice of sub-
mitting all profits that were made by the SOEs to the state was changed to the
new practice of paying to the state taxes and charges for fixed capital and
working capital. In 1983, the charges paid by the large and medium-sized SOEs
were unified and became an income tax. In 1985, the SOEs’ capital investment
was changed from interest-free state appropriations to bank loans with interest
charges.

The reforms allowed SOEs to sell their outputs on the market at market
prices after fulfilling their plan obligations and to use the retained profits for in-
vestments, in addition to welfare programs and bonuses. As a result, the SOEs’
motivations for profits, technical progress and product innovation were strength-
ened, and their production decisions became more sensitive to market conditions.
Induced by market signals and profit motivations, the SOEs invested part of
their retained profits in the industries that had been suppressed by the traditional
development strategy, resulting in the improvement of resource allocation. The
improvements in incentives and resource allocation resulted in a new stream of
resources which, together with the output increase from farming system
reform, became the material basis for China’s gradual, incremental reforms.

As the enterprises were allowed to sell part of their outputs in the market at
market prices, the enterprise reforms also resulted in the formation of a “dual-
track” system in resource allocation and prices. Under the dual-track system,
the market started to play its role of resource allocation alongside the plan alloca-
tion mechanism. The reforms were thus pushed from the micro-management in-

stitution to the resource allocation mechanism and price systems. In 1987, the



dual-track system was applied to 40 % of all production materials, and accounted
for 75% of total transaction of production materials. To increase the SOEs’ au-
tonomy further, the categories of industrial products directly controlled by the
State Planning Commission decreased from more than 120 in 1979 to about 60
in 1992. In the same period, the categories of materials distributed exclusively
by the state dropped from 126 to 26, and the categories of commodities pur-
chased by the Ministry of Commerce reduced from 188 to 23. The proportion of
all commodities produced under the planning control and distributed with plan
prices fell bellow 30% by 1992. In addition, the factor markets were developed
to some extent and the sources of SOEs’ finance became diversified. On the for-
eign exchange market, the dual-track system was replaced by a unified, man-
aged floating system in 1994.

The emergence of market track provided an opportunity for the rise of
township-and-village enterprises (TVEs) , joint-ventures, and other non-SOEs
whose development before the reform was suppressed because of their lack of ac-
cess to inputs and output markets. Without the state subsidies and protection,
the non-SOEs’ survival depends on their strength in the market competition.
Therefore, the non-SOEs are adaptive to market and flexible in management.
Their entry brought a pressure to the SOEs. With the enlargement of non-state
sector and the shrinkage of state sector in terms of output share, the SOEs were
under an growing pressure of competition.

Under the traditional economic system, the SOEs’ micro-management in-
stitution had two main drawbacks: lack of autonomy and lack of incentive.
These two drawbacks were mitigated after 17 years of reform. Gradually, gov-
ernment intervention in micro-management was reduced and the SOEs gained
more autonomy. The increase in managerial autonomy is found to improve the
SOEs’ incentives. As expected, the reform resulted in the improvement of
SOEs’ productivity. According to the World Bank estimates, the average annual
growth rate of total factor productivity in the state sector was 2.4 percent per

year from 1980 to 1988, with an ascending tendency.



From the social perspective, the increase in the SOEs’ total factor produc-
tivity indicates the success of the SOE reform. But the government, representing
the owners of the SOEs, also has concerns about the SOEs’ rates of profits and
their contribution to state revenues. By this standard, the SOE reform is far
from satisfactory. Firstly, the number of SOEs running at losses has been
rising, and the amount of losses has been increasing. Due to the wide scope and
huge amount of losses in the state sector, the government’s subsidy to SOEs
also swelled, taking a 37 % jump from 1986 to 1992. Secondly, the SOEs’ con-
tribution to the government’s revenue have been declining.

The reform measures, which increased the SOEs’ managerial autonomy and
retained profits, increased the SOEs’ incentive and productivity. However, the
state, as the owner of the SOEs, was not benefitted from the reforms. There-
fore, a reform that can protect the state’s rights while increase the SOEs
managers’ incentives is imperative. To find out the ultimate solution for the SOE
reform, we need to understand why there existed a contradiction between the in-
crease of the SOEs productivity and their decline of profitability. Otherwise, the

SOE reform might be led astray.

I

The state ownership of enterprises was an indispensable part of China’s tra-
ditional economic system. It is a product of carrying out the heavy-industry-
oriented development strategy. To develop capital-intensive heavy industry in a
capital-scarce, under-developed economy, the interest rates, foreign exchange
rates, wage rates and prices of energy, raw materials, and living necessities
were artificially suppressed so as to mobilize resources and lower the costs of
capital formation in heavy industries. The above distortions formed the macro-
policy environment and caused overall shortages in the economy. Planning and
administrative measures became indispensable for guaranteeing the allocation of
scarce resources to the priority sectors. To ensure that the enterprises would fol-

low the state’s plans and that the enterprises’ surpluses that were created by the



distorted macro-policy environment would be used according to the state’s strate-
gic goals, the institution of state ownership was adopted. The government then
could assign compulsory tasks to the SOEs and could exercise direct controls of
the enterprises’ revenues and surpluses. ©

The SOEs are owned by the state and run by the managers and workers.
The separation of ownership and control will lead to three common problems
that may arise in any enterprise with the separation of ownership and control.
The first one is the incentive incompatibility. The owner and the manager of the
enterprise have different goals. The owner wants to get the largest possible re-
turn from his investment, while the manager, wants to maximize his personal
income and welfare. Because of the incentive incompatibility, the manager has
the incentive to engage in opportunistic behaviors that benefit the manager at the
expenses of the owner. The second problem is the information asymmetry. The
owner does not involve in the production process and does not have direct infor-
mation about the material requirements, actual expenditures, revenues, and so
on. Because of the information asymmetry, the potential opportunistic behavior
may become a reality. In the case of SOEs, the managers might require more in-
ventory, use more inputs, and reduce the profits submitted to the state by over-
stating costs and/or under-reporting revenues. The third one is the liability dis-
proportionality. The punishment that the owner can impose on a manager of a
failed enterprise is disproportional to the value of the enterprise. Therefore, the
manager may take over-risky projects. If the projects succeed, the manager may

gain very high rewards. If the projects fail, the enterprise may be bankrupt. If

(D For a further discussion of the heavy-industry-oriented development strategy, the for-
mation of traditional economic system, and the resulted economic performance, see
Justin Yifu Lin, Fang Cai, and Zhou Li, The China Miracle : Development Strategy
and Economic Development ( Chinese version, Shanghai: Shanghai People’s Press
and Shanghai Sanlian Press, 1994; English version, Hong Kong(China) : Chinese
University Press, 1996; Japanese version, Tokyo: Nihon Hyoronsha, 1996; and
Korean version, Seoul: Baeksan Press, 1996).



that happens, the manager’s loss is disproportional to the owner’s loss.

In any economy, the success of an enterprise depends on its ability to cope
with the problems of information asymmetry and liability disproportionality and
to make the incentives between manager and owner compatible. In a matured
market economy, there exists a number of institutions that lower the costs both
for monitoring a manager’s behavior and for punishing/rewarding a bad/good
manager, so that a manager, for his/her own interest, will have the incentive to
act for the interest of his/her owner. The crucial institutions are as follows:
There is a fair, level-playing field for competition in product and factor markets.
And there exist no entry barriers, that is, enterprises are free to enter and exit.
Under such conditions, there will appear a notion of industrial average profits,
and the profit level of an enterprise depends solely on its competitiveness. By
comparing the actual profits of an enterprise with the average industrial profits,
one can easily infer how well the manager operates the enterprise. As such, an
enterprise’s profit level can serve as an objective and sufficient information indi-
cator of the efficiency of the manager’s operation. The evaluation of a manager’s
competence and behavior becomes simple with this information. The owners of
an enterprise can infer how the managers perform simply by comparing the re-
ported profits and the industrial average profits. Second, there is a competitive
market for managers. A manager’s promotion and compensation depend on how
he/she operates the enterprise, and, indirectly, how he/she serves his owners’
interests. A profitable enterprise grows, the owner of the enterprises gains, and
the remuneration of the enterprise’s manager increases through managerial mar-
ket competition. On the contrary, an unprofitable enterprise shrinks or becomes
bankrupt, the owner loses, the manager will be demoted or fired. And, in a
competitive managerial market, he/she may not be able to find a good job any
more. The coexistence of competition in the product market and the managerial
market makes the incentives of managers to be more compatible with those of
the managers. Furthermore, to prevent the manager’s opportunistic behavior

due to the disproportionality of liability, the enterprise also needs to adopt



