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Abstract

Under the planned economy, there was hardly any enterprise
by its original definition in China. Capital of an enterprise was sup-
. plied through allocation of the treasury with only very few low inter-
est loans. Since enterprises had no autonomy in raising fund, cou-
pled with a closed financial market and a marginal channel of finan-
cial resources, enterprises were deprived of the freedom to choose
methods to raise fund and the external environment in which they
could make theit own decisions. Therefore, the central task of the
then Chinese enterprises was to complete the planned targets as-
signed from higher authorities. There was no need to study corpo-
rate financing.

With the deepening of the reform of economic system, enter-
prises as the main players in a dynamic market environment must
operate all their production activities in compliance with market
rules. This means that the existence and development of enterprises
can no longer rely on government’s “fatherly” care and protective
policies, but rather must grow on their own in market competition.
Since market economy is a capital-dependent economy, and the de-
velopment of enterprises is mainly determined by whether they have
stable sources of financing, fund-raising has become a matter of pri-
mary importance. Meanwhile, the transformation of fund supply
system, the maturing of capital market and the diversification of
raising-fund channels, all has created conditions for autonomous cor-
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porate financing and has made the study of corporate financing sensi-
ble and meaningful.

The reality in China is that enterprises of today are no longer
those in the tradition sense, but they are still different from those in
the modern sense. This reality determines that corporate financing
in China today sometimes behave in the same way as any other cor-
porate financing in market economy environment, but it is also char-
acterized by the real Chinese situation. In recent years, there have
been new understandings on micro studies of financing, and the
number of theoretical and empirical studies in this connection has
been increased, but most of the research covers only individual prob-
lems and there is no comprehensive and systematic study, particular-
ly in the area of analyzing and studying corporate {inancing behavior
and motivation. In view of the current situation in China, it is stat-
ed in this book that the most urgent research task today is to study
the contradictions and problems of corporate financing in the process
of economic transition, and to find out origins of these problems and
solutions to them. To address these problems, the book focuses on
economic system, particularly the changes of fund supply system and
the impact of introducing market mechanisms on corporate financ-
ing, rather than on operational methods of fund-raising. The book
tries to provide theoretical basis for the reform of corporate system
by analyzing corporate financing behaviors of SOEs, and revealing
reasons behind their rational and irrational behaviors. Towards the
end, it points out that the root of ineffective and non-standardized
corporate financing behavior lies in softened restraint of property
rights. Corporate financing behaviors can only become standardized
when the reform of corporate and financial systems is deepened, and
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the channels of fund-raising are widened, and financing environment
is improved, and effective incentive and restraint mechanisms are set
up through hardening external restraint and innovating corporate
ownership system.

Apart from the introduction, the book comprises four main
parts. )

The introduction mainly states the theme and background of
the research, defines and clarifies the concepts used in the book, and
briefs the approaches and structure of the study.

Part One, consisting of Chapter 2, 3 and 4, tries to formulate
‘the theoretical framework of the book.

In Chapter 2, the substance of corporate financing is discussed
from the viewpoints of development economics. It is noted that the
real process of corporate financing is allocation of social resources.
Funds raised through different channels by different enterprises re-
flect the flow of social fund in different directions. Therefore, the
efficiency of corporate financing reflects the efficiency of allocating
social fund. In the perspective of the society as a whole, fund flows
to enterprises through two channels: first directly from financial
market, and second from financial intermediaries that gather idle
capital in the society. Enterprises then have two basic methods of fi-
nancing accordingly: direct finaﬁcing and indirect financing. These
two methods are different in terms of creditor’s restraint, risk of fi-
nancing and cost of financing. Different countries may have different
combination of the two at different stages of development, and
therefore formulate different financial systems: direct financial sys-
tem and indirect financial system. Each financial system defines the

channels of corporate financing, and restrains its forms and orienta-
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tion. Generally speaking, in countries where market mechanisms are
well established, and fund is relatively abundant, and laws and reg-
ulations are complete, and capital market has been developed to a
certain scale, and business and financial information is relatively
open, direct financial system is commonly adopted. In such a sys-
tem, enterprises usually are more dependent on issuing direct securi-
ties (bonds and stocks) to get the assets to fund in capital market.
In countries where market mechanisms are less developed, on the
one hand capital is scarce and scattered, and laws and regulations are
incomplete, and information is asymmetrical, and capital market is
vulnerable to excessive speculations, and corporate finance is not
transparent, and mechanisms of restraining is incomplete, and cor-
porate behavior is more likely to be distorted. On the other hand, fi-
nancial intermediaries have comparative advantages in collecting in-
formation and monitoring enterprises. Indirect financing is a better
solution than direct financing, and can increase the safety in the op-
eration of fund. Therefore indirect financirg mediated by banks is
often used as a dominating method of fund supply in less developed
countries during the period of economic take-off. It is a necessary
condition of economic growth. In the indirect financial system,
bank loans are the main sources of corporate finance. The relation-
ship between enterprises and banks are close.

Chapter 3 deals with theories of corporate capital structure and
corporate financing decision-making, which give theoretical support
for the empirical study. Any action taken pursues a given goal. The
result of corporate financing as a dynamic process must be reflected
in capital structure, i.e. corporate financing is a choice of corporate
capital structure in the pursuit of a given goal. Therefore, the ratio-
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nality of corporate financing can be assessed by how capital is struc-
tured. In this chapter, analysis is first made on capital structure and
corporate goals, and cost and risk of financing. It provides the crite-
ria for optimal capital structure: a capital structure with maximum
corporate market value and minimum capital cost. Then it reviews
and evaluates the development of capital structure theories. It points
out that in pursuing the goal of maximum corporate market value,
the sequence of rational corporate financing is: internal fund-raising,
borrowing, convertible bonds and stocks, if taking into considera-
tion the effect of bankruptcy cost, agency cost, information asym-
metry, etc.

Chapter 4 discusses the relationship between dividend policy
and decision-making of financing. It is noted that dividend policy is
the guidance of best allocating profit between dividend payment and
retaining earning. The rate of dividend payment determines the por-
tion of retaining earning. The retained earning is an important part
of internal fund-raising, and an important source of re-investment
and debt payment. Therefore, dividend policy is an important part
of decision-making in corporate financing. In this chapter, theories
of dividend are reviewed, factors affecting dividend policy-making is
analyzed, and the existing types of dividend policy and payment are
described.

Part Two, Chapter 5, is about international comparison.

Chapter 5 discusses the characteristics of corporate financing
models in the U.S., Japan and Germany in the perspective of inter-
national comparison, and their implications for China. In the U.S.
direct financial system is adopted, in which direct financing has a

bigger proportion than indirect financing in corporate fund-raising,
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and the relations between banks and enterprises are loose. Corporate
share ownership structure of American enterprises is highly scat-
tered, and the major restraint on the management is stock market.
High liquidity of stock market and s'hareholders' interest in short-
term return lead to the short-term behaviors of enterprises. Japanese
model of corporate financing is different from the U. S. -and Britain,
by which corporate funds are supplied by banks, and banks and en-
terprises become interdependent. Corporate holding stabilizes the
structure of shareholding, and enables Japanese enterprises to focus
more on their long-term development. Germany has a universal
banking system, by which banks are not only the biggest sharehold-
ers of enterprises, but also the biggest creditors. One of the impor-
tant features that characterize German corporate governance is em-
ployees’ participation in decision-making. It is the special product of
German politics and culture, and an important guarantee for social
stability and economic prosperity of the country. In view of the Chi-
nese situation and with the reference of international experience, it
points out that the target model of corporate financing structure in
China, should be “indirect financing oriented model with subsidiary
direct financing” . Direct financing should be developed and im-
proved to a certain extent, with the emphasis on the coordination
and cooperation of the two.

Part Three, consisting of Chapter 6 and 7, is about empirical
analysis.

Chapter 6 analyzes the changing system of fund supply in Chi-
na. The traditional economic system once played an important role
in the construction of socialism in China. A unique fund supply sys-

tem was born to such an economic system. This chapter analyzes the
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foundation, characteristics and effect of the fund supply system.
The reform of economic system in China has altered economic struc-
ture to a substantial degree, through which the fund supply system
with financial allocation has been broken, and banks have become
the major suppliers of corporate finance. The credit dominated bank-
ing system in supplying fund, is better than the old system, but the
defective financial system of China has not only yet solved the inher-
ent problems of Chinese enterprises, but also brought some new
ones. The irrational behavior of banks softens the restraint of fund
supply on the one hand, and on the other hand, over emphasis on
developing indirect financing, has left direct financing behind with a
far low proportion in fund-raising as a whole. This has led to the
single source of corporate financing structure, rigid cost of financing
and maximized risk of financing. |

Chapter 7 analyzes the characteristics and motivation of non-
standardized behavior in corporate financing in China. With dramat-
ic reduction of financial allocation in the sources of corporate fund
since the reform and the deregulation of corporate investment and fi-
nancing, enterprises have begun to raise fund on their own through
various channels. However, during the transition from the planned
economy to a market one, corporate financing behaviors are mani-
fested in quite complicated ways. These can be summarized as fol-
lows: (1) there is strong demand for fund, and enterprises to differ-
ent extents, have a hanger for fund; (2) enterprises have not had e-
nough free choices of financing, but rather are constrained and limit-
ed by banks and other departments concerned on matters such as
sizes and methods of fund-raising; (3) enterprises are not so aware
of the risk and cost of financing, and are not enough restrained by
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risk of bankruptcy that many enterprises raise fund regardless the
cost, and interest rate has hardly any effect on corporate borrow-
ings; and (4) government behavior and market function are both
present in the corporate financing, which are cqntradictory: on the
one hand, enterprises have begun to move away from acting as gov-
ernment subordinate agencies and begun to initiate independent cor-
porate financing, but on the other hand, they are highly dependent
on financial allocation and preferential bank loans, and are weak in
self-accumulation of capital.

This can be attributed to the fact that under the reform think-
ing of decentralization and giving up profits to enterprises, the
state’s control over enterprises has been deregulated. Under such
circumstances where property right and control right are separate,
when effective balancing mechanisms are not in place to regulate the
management to run state assets in the interest of the people, power
abuses in seeking individual interest are inevitable whenever the
management find the benefit at the expense of the collective is bigger
than the cost of risk. One of the defects in internal corporate financ-
ing is the lack of self-accumulation of capital, a short-term behavior.
Externally, banks themselves, as the biggest creditors of enterpris-
es, do not behave in compliance with market rules. They are not
able to act upon the behavior of enterprises, but only adapt them-
selves passively to enterprises’ demand for funding. This has led to
the softening of bank’s credir restraint, making delayed payment of
bank loans a common practice. Since capital market in China is not
well established, most enterprises are not able to raise fund directly
from it. For those limited number of enterprises who are able to do
so, because the capital market is defective, and the owners of prop-
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erties and beneficiaries are not specified, it is difficult for the direct
financing which should have strongly restrained and effectively con-
trolled corporate behavior. Further analysis of the formation, effect
and origin of corporate bad debts is given in the last section of this
chapter. It is concluded that the softened restraint of property right
is the fundamental reason for the low efficient and non-standardized
behavior of corporate financing.

Part Four, Chapter 8, discusses policy recommendations.

In view of the problems in corporate financing behavior in Chi-
na, it is noted in this chapter that corporate behavior must be stan-
dardized through innovating property right system and establishing
effective incentive-restraint mechanisms. Corporate financing,
though a micro level problem, involves various aspects of economic
operation. Excessive corporate liabilities may lead to debt crisis of
enterprises and banks. It is necessary to adjust policies to standardize
corporate behavior. However it is more important to deepen reform
of the whole economic system, particularly the reform of corporate
system and financial system. For this purpose, it is suggested that:

Firstly, through innovating property right system, and specify-
ing the owners of properties and beneficiaries, the key to standardize
corporate financing behavior is to build and improve mechanisms of
bankruptcy, merger and acquisition, to harden restraint of corporate
risk, and to initiate corporate self-accumulation of capital.

Secondly, in view of the heavy debt burden and high ratio of li-
abilities against assets in state-owned enterprises, two rules must be
followed to optimize corporate capital structure: (1) stable financial
sources must be guaranteed to increase the capability of self-accumu-

lation and self-development; and (2) capital structure must be in fa-
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vor of standardizing corporate financing behavior and increasing effi-
ciency in the use of capital. Therefore, some concrete measures
should be taken: (1) increasing the capability of self-accumulation,
and strengthening the mechanisms of self-accumulation; (2) re-
structuring bank-enterprise relations and strengthening bank’s su-
pervision and regulation to enterprises; (3) encouraging direct fi-
nancing, developing capital market and improving corporate capital
structure; and (4) encouraging capable enterprises to be listed in o-
verseas markets, transforming corporate management mechanisms,
and relaxing corporate capital shortage.

Finally, a sound financing environment is needed to standardize
corporate behavior and therefore the reform of financial system is
necessary. As for the reform of banking sector, on the one hand,
state owned specialized banks must be commercialized. On the other
hand, since it is difficu’t for specialized state banks to completely
terminate business on preferential policies to SOEs, the reform of
the banking sector must allow the entry of new commercial banks to
break the monopoly of state specialized banks and to create competi-
tion in the banking sector. Since there are systematic defects in the
current banking sector, it is not able to restrain effectively corporate
financing behavior. Meanwhile, since the reform of the banking sec-
tor cannot be completed overnight, in line with the principle of mak-
ing direct financing subsidiary to indirect financing, it is necessary to
develop capital market to standardize the behavior of banks and en-
terprises, improve corporate capital structure and reduce the ratio of
liabilities against assets. In view of the problems in direct financing
in China, and with the reference of international experience, the de-
velopment of capital market in China lies in the following aspects:
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(1) further standardizing and improving stock market; and (2) fo-
cusing on the establishment and development of the market of corpo-

rate bonds.
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