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Abstract. This paper evaluates recent banking and enterprise reforms in the People’s
Republic of China since the Asian financial crisis. It argues that the bad debt
problem and the losses in state-owned enterprises (SOEs) are highly interdependent,
and that both can be traced back to a lack of managerial autonomy, adequate
incentive mechanisms, and control structures. However, recent efforts to stabilize the
financial system and to reform SOEs do not address these issues, as they are largely
redistributive, shifting financial losses between different agents of the economy rather
than improving the efficiency of both the financial and real sectors. Major reforms
are proposed that properly address the problem of bad debts and SOE losses.

Imtroduction

eform of state-owned enterprises (SOEs) and the banking system ranks
high on the agenda of the Government of the People’s Republic of China
(PRC). Prior to the Asian financial crisis that began in 1997, SOEs’
increasing losses and worsening inefficiencies attracted much attention
from both press and academia. But it is the extent of bad debts in the banking system
that has since received more publicity. The bad debt problem and the losses of SOEs,
however, are not independent issues. Since the fiscal reforms of the mid-1980s,
SOEs have relied almost exclusively on state banks for external funds. In the absence
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of substantial financial reform, ready access to bank loans has allowed many SOEs to
enjoy a soft budget constraint.'

This paper addresses the question of whether current SOE and banking reforms
will resolve the financial crisis in these sectors. We argue that they fail to address
some fundamental issues. Rather than reduce financial deficits by stimulating greater
efficiency, they simply transfer the financial deficits from one economic agent to
another.

Specifically, the PRC’s financial reforms have focused on resolving the prob-
lem of accumulated bad debts by increasing government debt, rather than on creating
incentives for state banks to adopt more market-oriented lending behavior.” SOE
reforms have focused on shifting the SOEs’ costs of employment, housing, medical
care, social security, and other welfare benefits, as well as their debt burden, to the
state, rather than on changing the incentives for owners and managers—government
departments and the bureaucrats in them—to take market-oriented production and
investment decisions. We argue that the intention of the reforms should not be to
shift the financial losses between different agents of the economy, but to transform
the ownership and governance structure of both SOEs and state-owned banks.

The paper is organized as follows. The second section discusses the extent and
causes of bad debts and SOE losses. It is argued that the two problems are simply
two sides of the same coin and can be attributed to the fundamental problems of lack
of decision-making autonomy and incentives in the state sector as a whole. The third
section evaluates current policy measures based on the analysis in the previous
section, while the fourth section suggests some policy recommendations. The final
section summarizes the paper’s main findings and offers some conclusions.

"The soft budget constraint is a concept that was first proposed by Kornai (1980) in his analysis of centrally
planned economies. It refers to a syndrome that arises when a seemingly unprofitable enterprise is bailed out by the
government or the enterprise’s creditors (see Maskin 1999 for a recent survey of the theoretical work on the issue).

The PRC’s financial institutions are almost all state-owned. (Those institutions that are not state-owned, such
as Minsheng Bank or the rural credit cooperatives, are at least statecontrolled). The official term “state bank” covers
the central bank, i.e., People’s Bank of China; the four state commercial banks, i.e., Industrial and Commercial Bank
of China (ICBC), Agricultural Bank of China (ABC), Bank of China (BoC), and Construction Bank of China (CBC);
since 1987, Bank of Communications as well as CITIC Industrial Bank; and since 1995, the three development banks,
i.e., State Development Bank, Import-Export Bank, and Agricultural Development Bank. The term “state bank” thus
excludes the local state-owned banks such as provincial development banks and municipal commercial banks, and the
rural credit cooperatives. The four state commercial banks still account for approximately 75 percent of all loans
extended in the PRC, and since much of the bad loan data available cover only these four banks, the focus is on these.
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Bad Debts and SOE Losses: Causes and Linkages
Extent of Bad Debts and SOE Losses

What is the size of the bad debts and SOE losses? Estimates of the former usu-
ally range from 20 percent to about 50 percent. The 20 percent estimate of bad debts
tends to cover only nonperforming loans (daizhi daikuan) and loan losses (daizhang
daikuan) (see, for example, Chen and Cong 1997), while the higher estimate usually
includes overdue loans.> As early as 1995, an economist at the Central Party School
suggested that “according to today’s most conservative estimate”, the share of
nonperforming loans and unpaid interest in all bank loans is about 25 percent; “‘some
scholars even think this figure to be around 47 percent” (Zhou 1995 , 1f). For the four
state commercial banks, Xia (1996) estimates that the bad debts or “unhealthy assets™
(buliang zichan), i.e., overdue loans, nonperforming loans, and loan losses represent
some 40 percent of total assets.* Official estimates suggest an unhealthy loan ratio of
about 20 percent in early 1998 with 6-8 percent unrecoverable.’ Foreign credit rating
agencies usually give higher figures. For example, Moody’s offered an estimate for
end-1996 of 35-70 percent (see Xinbao 30 July 1998). Standard & Poor’s, in mid-
1998, gave a figure of $200 billion, equivalent to approximately 22 percent of total
lending by all financial institutions in the PRC (see Xinbao 5 August 1998 and
People’s Bank of China Quarterly Statistical Bulletin 1998-3, 14).

A purely retrospective categorization of bad debts, limits on creating loan-loss
reserves, and a restrictive approval procedure for writing off loan losses all suggest
that the bad debt problem may be larger than the numbers imply.® Bank accounts are
unlikely to reflect the true scale of nonperforming loans as long as banks have few

3Lz:)ans are categorized as overdue if they have not been repaid by the due date. They automatically turn into
nonperforming loans after two years. Overdue loans also turn into nonperforming loans within the two-year period, if
the borrowing unit has already stopped production on an investment project or terminated its business. Nonperform-
ing loans finally turn into loan losses if one of several conditions is met, one of which is enterprise bankruptcy (PBC
28 June 1996, Art. 34).

Technically, unhealthy assets need not all be unhealthy loans. Yet with the state commercial banks prohib-
ited from holding enterprise stocks or bonds, their assets consist primarily of loans and some (secure) government
bonds. The PRC’s ratio of bad loans compares to a 30 percent bad loan ratio for Mexico at the peak of its bad loan
problem. Similar ratios may be reached in Indonesia, Republic of Korea, Malaysia, and Thailand in the aftermath of
the Asian crisis (The Economist 17 October 1998). More recent data indeed show that the extent of bad debts at least
in Thailand have not been underestimated; for example, The Economist (18 March 2000) reports a 38.7 percent share
of nonperforming loans for Thailand.

See Ming Pao (22 April 1998), quoting the central bank governor Dai Xianglong. Another quote of Dai
Xianglong in Ming Pao (17 January 1998) estimated total bad debts to be 25 percent. More recent data across the
financial sector are not available as the four asset management companies set up in 1999 began to acquire the state
commercial banks’ bad loans (see below).

The traditional categorization of bad loans is purely retrospective in that loans enter the category “unhealthy”
only once they are overdue. In 1998 the central bank adopted the internationally accepted categorization based on five
risk categories; loans are categorized according to their perceived quality, independent of whether the repayment
period has begun or not. While this new categorization is to be applied to all loans, the traditional classification still
dominates in the policy discussions.
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incentives to maintain accounts that accurately reflect the quality of their loans, or to
prevent the accumulation of bad debts.

The PRC’s bad debt problem is directly related to the growth in SOE losses
over the past two decades. The banking system was always meant to serve the state-
owned sector of the economy, and it did so: in 1978, 91.1 percent of all loans
extended by state banks went to this sector. Communal or state agriculture received
6.2 percent, and urban collective-owned enterprises 2.7 percent. Even in 1998, the
percentage for SOEs was still 82.8 percent (see Table 1).

The state banks’ performance therefore largely depends on the SOEs’ perform-
ance. Unfortunately, at least one third of SOEs are losing money, and one third
barely break even.” Table 2 shows the increasing losses of industrial SOEs. Losses
increased almost 20 times between 1978 and 1997, giving an annualized growth rate
of 17 percent. (The data for 1998 and 1999 are not comparable to earlier data due to
a severe statistical break; see note to Table 2.) Profits in the same period fell in
absolute terms.

Table 2: Financial Performance of State-owned Industrial Enterprises

(100 million yuan)
Year Fixed Ratio of Pretax Profits
Assets Profits Losses Taxes Paid to Fixed Assets

1978 3193 508.8 42.1 281.9 0.25
1980 3730 585.4 34.3 321.7 0.24
1985 5956 738.2 324 595.9 0.22
1990 11610 388.1 348.8 1115.0 0.13
1995 30936 665.6 639.6 2208.6 0.09
1996 34765 412.6 790.7 2324.5 0.08
1997 38351 427.8 831.0 2479.4 0.08
1998 38734 525.1 1023.3 2845.9 0.09
1999 997.9 851.4 3081.2

. means data not available.

Note: Data up to and including 1997 are for state-owned industrial enterprises with an independent accounting
system. In 1997, these accounted for 96 percent of gross output value of all state-owned industrial enterprises,
with or without an independent accounting system (China Statistical Yearbook 1998, 433, 454). Since 1998
data are for all industrial SOEs with an independent accounting system plus state-controlled shareholding industry.
State-controlled shareholding industry in the years 1994 through 1997 was explicitly excluded from the category
“industrial SOEs with an independent accounting system.” (Shareholding companies first became established in
1993.) In 1997, value added of fully state-controlled shareholding enterprises (guoyou juedui konggu giye) was
equivalent to 17 percent of value added of industrial SOEs with an independent accounting system, and value
added of “relatively” state-controlled shareholding enterprises (guoyou xiangdu konggu giye) was equivalent to
another 2.8 percent of value added of industrial SOEs with an independent accounting system (China Statistical
Yearbook 1998, 444). Thus, the data for 1998 and 1999 are not comparable to those for the previous years.

Sources: Ching Statistical Yearbook (1998, 461; 1999, 435; 2000, 417); China Statistical Abstract (various years).

7The Third Industrial Census (OTNIC 1997) shows that 33.8 percent of industrial SOEs lost money in 1995
compared with 15 percent for township-owned enterprises (TOEs). In 1999, after extensive privatization of small
SOEs and a reclassification of what constitutes an “enterprise,” the share of loss-making SOEs was still 41.4 percent
(China Statistical Abstract 2000, 113).
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At first sight, it seems that SOEs’ inefficiency has caused the bad debt problem
(Wang 1998). This, however, is not the whole story. If the banks had autonomy and
incentives to make sound lending decisions, they would not have lent so much
money to loss-making SOEs. And if SOEs did not have such easy access to loans,
they would either have had to become more efficient to survive, or simply go
bankrupt. Therefore, there is also a reverse causality: the banking system’s lack of
commercial independence and profit incentives have led to a soft budget constraint
for SOEs and ultimately to inefficiency in the real economy.

Nature of the Bad Debt Problem

Since the start of economic reforms in 1978, the government has gradually
abandoned its tight control over the real economy, though it has not relaxed its grip
on monetary matters. On the contrary, the credit planning system has become a
central policy instrument. The government has limited lending from financial
institutions by imposing lending limits and, depending on the type of loan, quotas for
individual projects or enterprises. Government regulations are particularly restrictive
for the four state commercial banks, which even today account for approximately
75 percent of all outstanding loans.

Government participation in lending decisions ranges from formal to highly
informal arrangements. Thus the government determines the amount of loans to be
extended for certain purposes, such as for infrastructure investment or agricultural
procurement, with the quotas for individual projects or enterprises then established
by banks in conjunction with the Development and Planning Commission or the
State Economic and Trade Commission. These are formal “policy loans.” On the
other hand, a government on a particular administrative tier may simply urge the
local bank branch to extend working capital loans to certain favored enterprises
(informal policy loans). While the degree of government involvement varies, all
policy loans have one thing in common: that the bank is not making independent
lending decisions.® _

The banks extend these policy loans knowing that repayment is highly unlikely.
Examples of working capital policy loans are the “stability and unity” (anding
tuanjie) loans of 1989-1990; the loans for increasing inventories at SOEs of the early
1990s (loans that remain on the books but on which no interest is charged); the “turn
losses into profit” (niukui zengying) loans of more recent years (Hu and Wang 1998);
and the special loans extended by the Industrial and Commercial Bank of China
(ICBC) since 1994 to pay a basic living allowance to employees of loss-making
SOEs (ICBC 1994).

8Data on the extent of policy loans are not publicly available. On the extent of policy loans in 1991 see Xiao
(1997, 374). According to his calculations, formal policy loans accounted for 58.0 percent of CBC lending,
51.2 percent of ABC lending, 66.6 percent of BoC lending, and 17.9 percent of ICBC lending.
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Local government departments frequently try to influence bank lending deci-
sions to favor the SOEs under their jurisdiction. They exert pressure on banks to lend
for capital investment purposes, so as to increase production and thus accelerate
economic growth; for regular production; if the enterprise is unprofitable, for social
security measures; and finally, even for enterprise tax payments (Xia 1996, Hu and
Wang 1998). If bank branches ignore the local government’s wishes, they are taking
a risk, as the local government is not only crucial in securing the repayment of old
loans, but also in a number of respects of personal interest to bank employees,
including housing and education for employees’ children.

When an enterprise goes bankrupt, local governments frequently prevent banks
from exercising the few rights they formally enjoy, and courts may not always act
independently of the government (Chen et al. 1997). The bankruptcy law enacted in
1986 is long outdated, and the company law of 1993 is ambiguous about creditors’
rights. There are no specific rules regarding their rights when an enterprise goes
bankrupt, while government departments enjoy far-reaching powers. The 1993
company law stipulates that liquidation teams be composed of “relevant” share-
holders, government departments, and professionals. Creditors have no control rights
in liquidation. In practice, government bodies often decide whether to close an
enterprise or not. Because of these flaws, many enterprises have tried to evade
repaying debts by declaring bankruptcy: according to a nationwide survey of 145 of
1,520 enterprises that were declared bankrupt between 1993 and 1995, the average
loan repayment rate of the 101 enterprises that had completed bankruptcy procedures
by the survey date was only 9.2 percent (Almanac of China’s Finance and Banking
1997, 285).

Overall, these facts suggest a lack of independent lending decisions and the
inability of banks to enforce lending contracts. Some progress has been made in more
recent years. The “mandatory” credit plan since 1998 has supposedly softened into
an “indicative” credit plan.’ The state commercial banks now enjoy a high degree of
decision-making authority on working capital loans, while the overall lending limit is
no longer binding; loans for most investment in fixed asset projects are increasingly
to be determined autonomously by the banks. Formal policy loans have largely been™
shifted to the development banks. Yet even the state commercial banks still rely on

9Tha credit plan covers short-term loans (i.e., working capital) as well as long-term loans (for investment in
fixed assets). For short-term loans, the credit plan institutes an overall lending limit. This comprises some formal as
well as most informal policy loans, but otherwise banks are supposed to make independent lending decisions on short-
term loans. For long-term loans, the credit plan institutes an overall lending limit as well as quotas on the amount of
funds to be lent to individual projects or enterprises; these loans are extended for two purposes, capital construction
and technological updating and transformation. The banks have no lending discretion in the case of capital construction
loans and very limited authority to swap funds between technological updating and transformation projects. Capital
construction loans are approved (if not determined) by the Development and Planning Commission, technological
updating and transformation loans by the State Economic and Trade Commission. (For more details, see Holz 1992.)
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other departments of the state bureaucracy to help identify the borrowing needs of
the major borrowers and to secure repayment of loans.

This lack of autonomy, inherent in the operations of the state bureaucracy of
which the state banks are a part, implies that banks cannot be held accountable for
bad debts. Consequently, they have few incentives to monitor loan quality or take
proper measures to prevent loans from turning bad, despite current attempts to hold
bank managers responsible for the accumulation of bad debts."

SOE Losses: Causes and Linkage with Bank Loans

The losses of SOEs in the PRC have often been attributed to their shedding of
labor and excessive welfare burdens (Hu 1995, Lardy 1998, Lin et al. 1998, Zheng et
al. 1998)."" SOEs are required to create employment for urban residents even if many
of the workers they hire are not needed. SOEs also have a much higher percentage of
retired workers on their payrolls than other types of enterprise, which typically have a
shorter history and thus younger workers (Hu 1995). SOEs have until recently
provided most of their employees with various fringe benefits and service facilities
such as free or virtually free housing. SOEs, finally, have shouldered more than their
fair share (given their value added) of the tax burden.”

It would thus appear that SOEs are strongly disadvantaged in comparison with
other enterprises, such as township-owned enterprises (TOEs)." This could explain
why in the 1995 Industrial Census the average ratio of net profits to equity was only
0.02 for industrial SOEs as compared with 0.11 for industrial TOEs (see Table 3).
However, the ratio of industrial SOEs’ pretax profits to equity was 0.18 as compared
to 0.33 for industrial TOEs. The heavier tax burden thus cannot fully account for
SOEs’ lower profitability.

10All too often, pressure to recover loans only Jeads to counterproductive policies at the lower tiers of the
bzmking1 {ﬁerarchy, such as rolling over bad loans rather than acknowledging their nonperforming status.

The PRC’s SOEs have traditionally been organized as public sole proprietorships. Since 1993, the govern-
ment has embarked on a major effort to transform traditional SOEs into shareholding companies, many of which are
either wholly or majority owned by the state. These state-controlled shareholding companies enjoy, at least in
principle, more managerial autonomy and have more ways of financing. Detailed statistics on these new types of
SOEs are not available. It is likely that these companies, particularly the public listed ones, have on average lower
leverage than traditional SOEs given the fact that new equity investments are normally required for establishing a
shareholding company. The shareholding reform is discussed in more detail below.

‘According to the 1995 Industrial Census, the average ratio of total taxes to pretax profits was 0.77 for state-
owned industrial enterprises, while the figures for township-owned enterprises and wholly foreign-owned enterprises
were 05131 and 0.35, respectively (OTNIC 1997).

TOEs are enterprises owned and controlled by township-level governments, whereas the often-studied
township-village enterprises (TVEs) also include entefprises that are collectively owned by villages.
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Table 3: Performance and Leverage of State-owned versus Township-owned
Industrial Enterprises

State-owned Township-owned
Enterprises . Enterprises
Ratio of taxes to pretax profits 0.77 0.54
Ratio of net profits to equity 0.02 0.11
Ratio of pretax profits to equity 0.18 . 0.33
Ratio of the sum of wages, pension
and pretax profits to equity ’ 0.37 0.61
Debt-equity ratio - 1.92 2.33

Source: OTNIC (1997).

In order to further consider the state sector’s labor redundancy and pension
burden, we calculate for each type of enterprise the sum of total wages, pensions, and
pretax profits, which roughly measures a firm’s value added, minus interest and
miscellaneous fee payments, and divide it by the amount of equity. The difference in
performance still remains—the ratio is 0.37 for SOFEs, and 0.61 for TOEs.

Some authors have also attributed the SOE losses to their heavy debt burden
(Chi et al. 1996, Lin et al. 1998). It is true that the banking system remains the single
most important external financing source for almost all SOEs.!* This reliance on
bank funds makes PRC firms highly leveraged. But the data show that TOEs are
even more highly leveraged. In 1995, industrial SOEs had a debt-equity ratio of 1.92
while the figure for industrial TOEs was 2.33 (see Table 3). In 1998, the debt-equity
ratios for SOEs and TOEs were 1.78 and 2.13, respectively (see China Statistical
Yearbook 1999, 433-5). TOEs thus should face a higher interest bill relative to equity
and therefore have lower profit rates; in addition, the average interest rate on loans to
TOE:s is higher than on loans to SOEs.

Nevertheless, a high rate of leverage that, as in the case of the SOEs, is not a
market outcome, has peculiar implications. First, poor SOE performance and high
leverage imply that state ownership of enterprises is actually the result of the
leverage effect rather than of the government’s equity ownership. When a firm’s
asset value is well below its debt level, and its equity thus negative, it is still regarded
as state-owned. Such firms should already be in the hands of the creditors; but the
creditors (in this case banks depositors) are represented by the state. It does not
matter whether the state provides capital to SOEs directly in the form of a “free”
equity contribution or indirectly—as the “owner” of state banks—in the form of debt.
Debt thus does not come with truly external control and monitoring. The final

14 . .
Enterprises in the PRC have few legal sources of financing. While the largest enterprises may receive ad-
ministrative approval to list on the Shanghai or Shenzhen stock markets and a few enterprises may issue bonds, most
enterprises can access no formal sector funding other than bank loans.
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investors, i.e., the depositors, would have incentives to care about the use of their
money if it were invested at their own risk. But because the state has insisted on
maintaining its ultimate right to control enterprises and has therefore limited the
development of alternative investment channels, the final investors are left with few
choices other than bank deposits.

A second problem associated with the high rate of leverage is that when banks
have incentives to limit the amount of bad debts, it may be difficult for highly
leveraged firms to borrow money even if they have projects with strong investment
potential (the debt-overhang problem). Since 1998 banks have come under increasing
pressure not to accumulate more bad debts, and thus have become reluctant to lend to
debt-ridden firms. But sometimes, more investment may be the only way for these
firms to turn themselves around.' In response to the debt-overhang problem, the
central bank and the State Economic and Trade Commission are cooperating with
banks to have banks extend “closed-circuit” loans (fengbi daikuan) to potentially
profitable individual projects of heavily indebted SOEs. But in practice, this is little
different from policy loans or implicit government guarantees for individual loans
(formally prohibited). Not only have the results of these loans been far from
convincing, but the closed-circuit loans are again perpetuating the participation of
nonbank government departments in lending decisions.

Finally, when bank loans are virtually the only source of external financing,
firms become extremely vulnerable to fluctuations in the economic environment.
Changes in regulations or monetary policy can quickly change the profitability of an
enterprise and thereby the likelihood of loan repayment. Furthermore, enterprise
liquidation in an economy with a highly incomplete market for bankrupt enterprises
and their assets is likely to lead to additional losses through bankruptcy procedures.
In such an environment, bankruptcy, even if enforced, may not be very efficient. At
the same time, banks may well prefer to keep nonperforming loans on their books
rather than enforce bankruptcy, hoping for a turnaround in the firms’ performance. A
high rate of leverage is therefore another cause of bank passivity in enforcing
payment. This, in turn, weakens enterprises’ incentives to perform well ex ante and
to repay loans on time ex post. ’

Overall therefore, SOEs are inefficient not just because they have too many
redundant workers, too high a welfare burden, or too much debt. More fundamen-
tally, SOE loss making can be attributed to the existence of soft budget constraints
and the “agency problem.” This has become increasingly serious after the central
planning and control system was gradually disbanded in the course of reform (Qian
1996, Zhu 1999). It has two levels: one, government bureaucrats, as agents, act on

1SOu the other hand, if debt-ridden SOEs are able to borrow, their managers may not have an incentive to use
the money wisely. As they have little to lose, they are prone to make risky investments, particularly in speculative
markets (the “asset substitution problem” & la Jensen and Meckling 1976). Too much debt can also weaken
managerial incentives if all or most of the profits are used to pay back the debt.
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behalf of the government (or the people); and two, enterprise managers, as agents,
act on behalf of government bureaucrats. Although bureaucrats are supposed to act
as owners, they are not legally entitled to the residual income rights that owners of
private enterprises normally enjoy. Their exercise of control all too often exhibits
private or departmental rent seeking. Furthermore, SOE managers often take
advantage of their powers to pursue reckless operations or engage in activities for
their own account. More generally, if control is so poorly exercised, it is unclear who
is to bear responsibility for the SOEs’ financial deficit.

State Sector as a Whole

The extent of bad debts—and of SOE losses—reflects little more than a politi-
cal decision on where within the state sector to place the financial deficit attributable
only to the state sector as a whole. Policy loans to SOEs could equally well enter the
accounting system as bank loans to the government or as a budget deficit. Bad debts
could be written off against the banking system’s equity held by the government.
Enterprises could be forced to repay overdue loans and, if need be, go bankrupt, or
they could be sustained through budget appropriations. The government, through tax
policies, its choice of social welfare system, and many other measures, determines
the profit and loss of state-owned banks and SOEs, which in turn affect the amount
of bad debts that banks can write off every year (up to a maximum equivalent to
1 percent of total loans) as well as the extent to which the government budget is in
surplus or deficit.

The three pillars of the state, government, and SOEs and state banks together,
cannot be viewed independently. A consolidated balance sheet of the state sector
shows that it is a very large net debtor to domestic households.'® This debt is backed
by state assets such as SOE fixed assets or land. As state assets currently still exceed
state debt, in principle, bad debts could be written off against this net worth of the
state.

As long as the central bank is able to prevent a liquidity crisis in the state banks
and thus a run on the banks, the government’s bad débts will not cause an immediate
crisis in the banking system."” They simply reflect the destruction of state net worth
and thus the degree of inefficiency with which financial resources have been
invested. The extent of bad debts by itself then matters little. What appears more

YFor the consolidated balance sheet and its implications see Holz (2001),
Only in rare instances has the ability of the state banking system to meet depositors’ claims been significantly
impaired. For example, in 1998 five mainland companies listed in Hong Kong, China were unable to withdraw their
time deposits with the CBC and other financial institutions at the due date (Xinbao 28 August 1998).
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pressing is to resolve the governance problem throughout the state sector in order to
end the destruction (or inordinately low increases) in state net worth.'®

Pitfalls of the PRC’s Recent Reform Measures

In the aftermath of the Asian financial crisis, the PRC has implemented a range
of measures to stabilize the domestic financial system, and a three-year program of
SOE reform was initiated in early 1998. Yet most of these measures do not address
the fundamental issues of decision-making autonomy, incentives, and control
mechanisms. Transferring budgetary funds to the banking system and largely
cosmetic SOE reform measures dominate the agenda.

Recent Efforts to Solve the Bad Debt Problem

Since 1997, the government has repeatedly injected funds into the state banking
system. In 1997, more than 30 billion yuan of budgetary funds were set aside to write
off SOE bad debts, presumably old capital construction (fixed-asset) loans. But these
funds were equivalent to only 1.9 percent of total investment in fixed-asset loans
outstanding at end-1997, while the total of fixed-asset loans accounted for only
20.6 percent of all loans extended by state banks (see China News Digest 17 October
1997 and China Statistical Yearbook 1998, 668). In 1998, the government financed
another 40 billion yuan bad debt write-off as well as a conversion of 57.7 billion
yuan of outstanding loans into state equity, without specifying the types of loans
covered (see China Finance Association 7 December 1998).

Also in 1998, the National People’s Congress Standing Committee recapital-
ized the four state commercial banks to enable them to meet the 8 percent risk-
weighted equity-asset ratio specified in the Commercial Bank Law of 1995 (and
recommended by the Bank for International Settlements). After the minimum reserve
requirement was lowered, on 18 August 1998 the four state commercial banks used
their now excess reserves at the People’s Bank of China to purchase 270 billion yuan
of special 30-year interest-bearing bonds. The Finance Ministry then recapitalized the
banks by returning the 270 billion yuan. Although the recapitalization was under-
taken to meet international capital requirement standards, it also increased the banks’
net worth and thus provided a cushion for writing off bad debs.

18Even if bad loans were to exceed state net worth, the PRC banking system could continue to operate as
before, as long as the public believes that the state will honor the public’s deposits with the state banks. Yet the lower
(or more negative) state net worth, the higher the likelihood that the public will begin to distrust the state and start a
run on the state banking system. The proposal to adopt an insurance deposit scheme has surfaced repeatedly, but not
yet come to fruition. With the government implicitly guaranteeing deposits at its state banks, there appears to be no
need for a deposit insurance scheme.
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In 1999, the four state commercial banks set up their own asset management
companies (AMCs) to take over their bad debts and to carry out a debt-equity swap
plan for selected SOEs. Government funds provided the initial capitalization for the
four AMCs, which then issued government-guaranteed bonds to secure further funds.
The AMCs proceeded to buy the bad debts of their corresponding banks at face
value. With approval of the State Economic and Trade Commission, the AMCs
turned the loans of selected, central government-owned SOEs into equity. In 1999, a
total of 601 SOEs (mostly large enterprises) were authorized to participate in the
debt-equity swap scheme; the total amount of debt involved was 460 billion yuan
(Wang 2000). By mid-2000, AMC:s had taken over more than 1.3 trillion yuan of bad
debts, equivalent to approximately 20 percent of all state bank loans (see Xinbao 28
July 2000, and People’s Bank of China Quarterly Statistical Bulletin 2000-2, 24).
Their task now is to dispose of their acquired assets.

Turning some of the bad debts into equity allows the AMCs to postpone re-
solving some of the bad debt problems—except that the return on the equity is likely
to be lower than the interest rate that the AMCs pay on the bonds they issued.'® With
the equity holdings accounting for approximately one third of all AMC assets, this
leaves close to 1 trillion yuan of assets in the form of bad debts in the AMCs to be
dealt with. This figure is almost equivalent to total annual government budget
revenues.’ The recoverable share of these bad debts is unknown, but it is likely to be
very small. :

These recent measures do not represent fundamental changes in how the bank
operate, but simply shift the bad debt burden from the banks to the government
budget. The measures appear to be primarily a domestic and international public
relations step. The opportunity to improve incentive structures and to pressure local
bank branches and governments to resolve local bad debt problems has been largely
missed.

However, even these apparently benign measures have the strongly negative
side effect of increasing moral hazard. This is because the government has in effect
been implicitly inviting SOEs not to repay their loans, and encouraging banks to
label as bad as much of their portfolio as possible, and to write off assets as fast as
they can. Dai Xianglong, head of the central bank, has tried to limit the damage by
repeatedly talking about this very last “free meal.” Yet given the potential implica-
tions of widespread bank runs on the state-owned banking system, it is very unlikely
that this will be so.

19The equity holdings of the AMCs are equivalent to approximately one fifth of total capitalization of the
Shanghai and Shenzhen stock markets at the end of 1999 (China Statistical Abstract 2000, 77). The gradual sale of
these cc%ity holdings is therefore unlikely to cause major disturbances on the stock market.
On the equity holdings see Xinbao (29 August 2000). Total budgetary revenues in 1999 were 1.1 trillion
yuan (China Statistical Abstract 2000, 58).
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Recent Efforts at SOE Reform

The three-year SOE reform program announced by Premier Zhu Rongji to the
National People’s Congress in spring 1998 aimed to relieve SOEs of their welfare
and debt burdens by encouraging them to lay off workers and cut welfare expenses in
housing and medical care, thereby reducing the degree of leverage (and interest
payments).

The key measure is cutting excess labor.”’ By mid-2000, more than 10 million
SOE workers (or approximately 10 percent of the total state work force) had lost
their jobs, a figure expected to double by the end of 2000. Yet in mid-2000, some
officials felt that SOEs were still overstaffed by as much as one third of their work
force.” An accompanying reform measure is the creation of a provincial-level rather
than enterprise-level urban social security system. In addition, since 1999, SOEs
have stopped giving their employees quasi-free housing, while existing SOE housing
is to be gradually privatized. An SOE bankruptcy would therefore no longer deprive
workers of social security and housing, which allows the government to force the
pace of SOE bankruptcies and shut down loss-making SOEs.

Laying off workers and creating a social security system external to enterprises
clearly reduce SOE losses (or increase their profits). Some of the laid-off workers
may find productive new jobs, thus increasing national value added. Yet all these are
one-off financial effects. They do not change the systemic features of the economy;
in particular, they do not significantly change the governance structure of SOEs. At
the worst, all they achieve is an increase in unemployment and social security
payments out of the government budget, corresponding to the decrease in such
payments by SOEs, and deep dissatisfaction of the laid-off workers, with implica-
tions for the much treasured social (and political) stability of the country.

A second major SOE reform measure is the privatization of some of the small
SOEs and the establishment of a “modern enterprise system” for large and medium-
sized SOEs. Specifically, small SOEs can be sold either to private investors or, in the
case of conversion into employee-shareholding cooperatives, to employees. Large
and medium-sized SOEs are to be transformed into shareholding companies, which
may take either the form of a limited liability stock company or a limited liability
company.”

21Premier Zhu Rongji emphasized, at a meeting with members of the Ninth People’s Congress, that the key to
pulling loss-making enterprises out of difficulty lies in reducing the number of surplus workers (Xue 1998).
See Xinbao (30 August 2000), citing a deputy head of the State Economic and Trade Commission.
According to the PRC’s Company Law, the main differences between limited liability companies and lim-
ited liability stock companies lie in the following: (i) the threshold of equity capital (0.5 million vs. 10 million yuan),
(ii) the level of approving authority (subprovincial vs. provincial government or an authority designated by the State
Council), (iii) the number of shareholders (2-49 vs. 5 or more), and (iv) the liquidity of shares—only the shares of the
latter can be traded on stock markets, where only those with equity capital of over 50 million yuan are eligible for
listing.
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According to a national survey conducted by the State Statistical Bureau in
1998, the results of the ownership reform are not particularly encouraging.* As
Table 4, which draws on the findings of Lin and Zhu (2000) shows, state ownership
remained dominant in restructured industrial enterprises, particularly in limited
liability stock companies, limited liability companies, and enterprises in the “other”
category. Overall, more than half of the firms surveyed are still majority owned by
the state. The identities of those labeled as “institutional owners” are not clear,
though the overwhelming majority of them are reported to be state-owned entities
(Dong 1999). Also, the state maintained sizable shares in quite a number of those
companies registered as “employee-shareholding cooperatives.” Even some of those
labeled as “private enterprises” had the majority of their shares held by the state.”

Table 4: Majority Ownership in Restructured SOEs, 1998

(percent)
Type Share in Total Firms Firms Firms
of Company Number of with Majority with Majority with Majority
Restructured Control Ownership Ownership
Enterprises by State by Institutions by Private Owners
Limited Lability stock
company 11.5 57.6 124 1.8
Limited liability company 43.7 53.2 12.6 26
Employee cooperative 16.2 23.9 3.7 7.5
Private enterprise 7.1 7.4 38 83.9
Other 21.5 85.0 7.1 4.5
Total 100.0 53.5 9.7 27.6

Source: Lin and Zhu (2000).

Moreover, for many restructured SOE:s, little has changed except labels; in par-
ticular, management and supervision have not changed significantly (Lin and Zhu
2000). The slightly more than 1,000 SOEs listed on the Shanghai and Shenzhen
stock markets have perhaps the most trustworthy published accounts and the most
rigorous management structures, but even here, most are majority owned by the state.
Chairpergé)ns and supervisory board members are often Party and government
officials.

**See Lin and Zhu (2000) for a detailed study of the ownership reform of SOEs in the PRC.

It is possible that a significant part of the assets (especially land-use rights and factory buildings) leased or
contracted to new private enterprises during restructuring was still counted as owned by the state.

Plans are afoot to establish a second-tier stock market for technology or even smaller firms in general that do
not meet the stringent capital and profitability requirements of the Shanghai and Shenzhen stock markets. Technicaily
then, at some point in the future, almost all large and medium-sized SOEs could be listed, as well as a fair share of the
small SOEs. (The size classification follows sector-specific real measures, rather than the size of total assets or
capital.)
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Overall, the SOE reform measures are predominantly redistributive and cos-
metic, rather than efficiency-enhancing. The financial burden of SOEs is shifted to
the government budget, and Western management and supervisory structures are
established largely in form but not in content. These measures fall far short of
establishing an efficient corporate system, and do not address the fundamental
problems.

Policy Options

Any serious attempt to resolve the twin problems of bad debts and enterprise
losses in the state sector requires substantial restructuring of real as well as financial
commitments of the state. Successful reform requires changes in ownership and
governance structures across the state sector as a whole. Well-implemented reform of
the banking sector is particularly important, because rigorous banking practices will
automatically exert pressure on SOEs and their government owners to reform.

At the present stage of economic reform, improvements in bank management,
such as the gradual granting of lending autonomy, may no longer be enough to yield
continuous improvements in systemwide efficiency. Within five years of the PRC’s
membership in the World Trade Organization (WTO), foreign banks will be allowed
full access to the domestic banking sector.” The domestic securities industry will be
liberalized, with foreigners allowed to own 33 percent of PRC securities brokerages
and fund management companies, rising to 49 percent three years after WTO
accession. But can the country’s banks reform rapidly enough to be ready for the
potential onslaught from foreign banks in five years? Current reform measures
as well as the changes achieved since the passing of the Commercial Bank Law in
1995 raise severe doubts about this. Time is running out. A wholehearted banking
reform that creates a competitive financial sector with free entry and exit may be
unavoidable.

Introducing more competition into the banking sector will belp improve effi-
ciency in the allocation of financial resources and lead to a downsizing of state bank
operations. New and existing nonstate banks should be encouraged to compete with
bigger state banks and thus to increase pressure on the latter to improve performance.
Moreover, given the huge size of the state commercial banks, with their 50,000
branches nationwide, they can be broken up into smaller independent banks. In the
case of the almost fully centralized banking sector, local governments and other
domestic entities might wish to pick up institutions deemed crucial for local
economic development, such as a local bank branch, and turn it into a separate local
bank. Competition in the banking sector would allow outside banks to move into a

27Only two dozen foreign banks are currently allowed to conduct lending business in the domestic currency.
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locality and force any local bank run in the old-fashioned manner to change its ways.
Local govérnments with tight budgets and unable to borrow could not maintain soft
budget constraints and mismanagement indefinitely, but would be forced to give their
econornic entities sufficient autonomy and proper incentives—or let them exit.

Moreover, a significant change in state ownership and corporate governance is
crucial for improving incentives. The failure of recent SOE restructuring to make
significant real improvements suggests that simply incorporating and then listing
SOEs (along with banks) on domestic stock markets is not enough. Significant
shareholdings by nonstate owners may well be needed to achieve a clear end to
government interference and bureaucratic rent seeking. The experience of other
countries suggests the need for a drastic break. In particular, the underlying causes
need to be identified and fully addressed in a comprehensive rather than piecemeal
fashion, remedies should be implemented quickly, and firm exit policies should be
drawn up (see, for example, Dziobek and Pazarbasioglu 1997).

However, relying on domestic nonstate firms to acquire significant stakes in
large state banks and enterprises may take too much time. A better strategy may well
be to sell off significant, possibly majority, stakes in the state commercial banks and
large SOEs to international investors or multinational companies. Not only will
foreign ownership bring in much-needed technology and management expertise, and
time-proven incentive structures that are crucial for efficiency, but also, supported by
WTO accession and the introduction of international law, the clout to prevent
continued meddling by government and Party cadres. International companies could
have more leverage than domestic banks and firms to push for institutional change,
thanks to their higher degree of political independence from the government, and
thanks to the lobbying power they may enjoy through international organizations and
their own governments. Thus, for example, pressure to create a regulatory and legal
environment that is more conducive to business autonomy and sound corporate
governance would very likely increase. Government agencies would be forced to
create a level playing field and treat all firms equally, improving operating conditions
even for wholly domestic entities.

A takeover by foreign banks is likely to quickly bring about changes in lending
practices, thus not only helping resolve the accumulated problems of the past but also
preventing the continuing emergence of new bad debts. Once lending practices make
economic sense, the bank-induced soft budget constraint of SOEs turns into a hard
constraint. A hard budget constraint reveals the true economic viability of SOEs, thus
identifying those SOEs most urgently in need of drastic measures (including closure),
and specifying the price of keeping those SOEs alive. The strategy of selling off
majority stakes in state-owned banks and SOEs not only solves the problem of lack
of autonomy and poor incentive structures, but may also provide badly needed
revenues for the government. For example, the state commercial banks’ branch
network and physical assets may still be attractive to foreign investors now, but may
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not be once the PRC’s domestic financial market has been opened and foreign banks
have begun to establish their own branch network. If state-owned assets are sold in a
fair and open-bid fashion, foreign competition for these assets can only increase the
price they will fetch. The proceeds from the sales could help pay for SOE reform,
including the establishment of a viable government social security system.

Many measures, however, need to be implemented first to pave the way for
liberalizing the financial sector. These include writing off bad debts, reducing the
work force, introducing a modern governance structure, removing policy restrictions
on interest rates and local currency business, and, perhaps, allowing some degree of
capital account convertibility. In the meantime, regulatory capacity needs to be
improved. A more rigorous risk management system should be established in state
banks. Finally, a more accurate assessment of the extent of bad debts is also needed
to establish a benchmark against which future performance can be measured.

Conclusions

The government’s recent efforts to deal with the problem of bad debts and
mounting SOE losses have had largely redistributive effects, with state bank and
SOE financial deficits being shifted to the government budget. This has had little
effect on efficiency. Instead of the continuation of such measures, this paper has
proposed a substantial reform of ownership in both the financial and real sectors,
which will address the fundamental problems in state banks and SOEs. Despite the
radical appearance of our proposals, opening the financial sector—and consequently
SOEs—to international ownership is perfectly in line with Deng Xiaoping’s open
door policy initiated more than two decades ago. Where domestic innovation
stagnates, multinationals can bring in new impetus. WTO membership should
provide the leaders of the PRC with a powerful instrument to overcome formidable
social and political obstacles on their way to achieving the final success in reforming
the country’s inefficient banking and enterprise systems.
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