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Abstract

The past reform of state-owned enterprises in China has delegated many eff ective control rights to
managers whil e maintaining ultimate control rights for the Party and government. The result isthat either
the agency costs are high because managers lack accountahility or the political costs are high because the
government causes political interference. Reform of state-owned enterprises in China should aim at
reducing both political and agency costs, which can be dore through depaliticization, eff ective corporate
governance, and desocialization. In particular, China needs an ovnership transformation with a
combination d privatization, denationali zation, and plurali zation; a state asssts management system to
limit political influence from the government; and corporatization to establi sh eff ective corporate
gowernance which may take a variety of forms.

! In writi ng this paper | benefitted greatly from discussons with ecmnomistsin China and from the World Bank
during my participation in two World Bank misgons on enterprise reform in China between October and
Decenber of 1993and between March and June of 1995 | am also grateful to Masahiko Aoki, Erik Berglof,
Lawrence Lau and two referees for their helpful comments.



Enterprise Reform in China: Agency Problems and Political Control

1. Introduction

Reforming China's date-owned enterprises (SOES) has become the core in China's transition to
markets. 1n 1994 SOEs in China employed 75.45 milli on employees in all sectors (p.90, Statistical
Yearbodk of China, 1995. Intheindustrial sector in the same year, China had about 1022 thousand
SOEs with 43.69 milli on employees and produced about 34% of the national industrial output (pp.375-376,
Satistical Yearbodk of China, 1995. The SOE sector still constitutes the backbone of the esonamy which
includes most resource and basic industries. It is also the main revenue source, as well as a major financial
burden for providing explicit and implicit subsidies, of the government. While promoting rew private or
nonstate enterprises is very important, it is nat a substitute for transformation d old state enterprises.

The experience of SOE reforms in the past 17 years has been mixed. As compared to their own
past, SOES' performance has improved in terms of increased productivity (Chen, et al 1988 Groves, et a
1994); onthe other hand, as compared to firms of joint ventures, private enterprises, and township-vill age
enterprises (TVEs), SOEs clearly lagged in econamic efficiency (Jeff erson and Rawski, 1994 and Woo, et
al 1999). Recently, thereis a growing dssatisfaction with SOE performance due to the shrinking
government budget, aspiration for higher growth, and a more liberal, open, and competitive econamic
environment.

The past enterprise reform strategy aimed at improving enterprise incentives by means of
"expandng enterprise autonamy” and "increasing retained profits' to enterprises. Asaresult, managerial
incentives for profits have been increased and SOEs in China ae nolonger those described under the
clasdgcal planning system. Yet, the main problem has been the narrow focus of providing contractual
incentives for managers without fundamental transformation d government institutions, ownership
structures, and corporate governance. The managerial incentives through contractual arrangements are
important, but their eff ectivenessdepends on several complementary factors. First, thetotal incentives of

managers are aff ected by eff ective control rights and income nat specified by contracts. Second for



efficiency purposes, the chaice of managers with the right type of ability is as important as providing right
incentives. Third, political processoriginating from the ultimate Party and government cortrol of SOEs
cortinues to aff ect both the incentives and selection d managers. Andfourth, the relationship between
government and enterprise is further compli cated by the social responsibility of the enterprises for their
employees. Failureto addressthese complementary isaues account for the difficulties encountered in the
past reforms.

In this paper, | will analyze some fundamental isaues concerning enterprise reforms in China by
applying ideas from the newly developed theory of property rights and the firm. This theory emphasizes
the importance that all ocation d control rights of assets has in analyzing firms. For example, Grosaman
and Hart (1986 and Hart and Moore (1991) make a distinction between spedfic and residud rights of
cortrol when contracts are incomplete, and argue that allocation d residual rights of cortrol (as opposed to
specific rights via cortracts) have critically important incentive dfects. Aghionand Tirole (1994 further
distinguish between formal andreal authorities. They argue that one party who has formal cortrol rights
may delegate to anather party partial real control because of latter's informational advantages. These
concepts are useful in understandng the isaues concerning firms in mature market econamies sich as
separation d ownership and control and ddlegation. They are also useful in understanding firmsin
transition from planned to market econamies (such as SOEs in China) if specific institutional background
can be taken into account.

My analysis will be divided into two parts.? Thefirst part (sections 2 and 3) provides a positive
analysis of thereality of SOEs in China concerning the all ocation d control rights. | characterize the
situation as a type of equili brium with the foll owing two features. On the one hand, withaut a change of
nominal state ownership, many contractual andresidual rights of cortrol have been reall ocated (i.e.,
delegated) to managers 0 that managers exercise many effedive cortrol rights (mainly the rights to use

assts and to dstribute income). This transfer of control rights has provided incentives for managers to

2 The main emphasis of this paper isinternal organization of SOEs. Another set of SOE problems concernsthe
lack of external discipline from product market competiti on and capital market restraint (i.e., the problem of soft
budget constraint). Asthis paper will show, thelatter hasaroat in theinternal organizaion of SOEs.
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increase current production, but at the sametimeit also has enabled them to plunder state assts. Inthis
aspect, Chinais smilar to Eastern Europe and Russa. On the other hand, the ulti mate cortrol rights such
as sectionand dsmissal of top managers, approval of large investment projects, and weto o large assts
disposal, till remain in the hands of the Party and the government; especially the central government.®
Althoughthe Party and government control serves to check managerial assts gripping to some degree it
cortinues to cause political interference on econamic decisions and foster corruption. In term of the
cortinued Party control, China diff ers from Eastern Europe and Russa.

Understanding this interaction between the df ective control by managers over some decisions and
the ultimate control by the Party and government over other decisions is the key to understandng the
problems with the past reform and the isaues to be addressed in the future. This interaction hghlights the
intertwining problem of high agency @sts (the costs of managerial self-dealing) and pdliti cal costs (the
costs of government failure) arising from the current ownership and cortrol arrangement. Most previous
studies fail ed to addressthese two costs together in an explicit way. When the virtue of expanding
enterprise autonamy is emphasized, reducing political costs from government interference becomes a major
concern and the agency problem from managersis neglected. That is why separation d ownership and
cortrol is viewed as a problem in the West (because it increases agency costs), but regarded as a solutionin
China (because it reduces palitical costs). On the other hand, the agency problem, such as date assts
stripping, received more attention recently, increasing a temptation to control managers. However,
application d the agency theory to China has to incorporate considerations of political costs aswell,
because reducing the political costsis precisdly the reason for expandng enterprise autonamy in the first
place.

Econamic efficiency and social wedfare require reduction d both political costs and agency costs.
The second part of the paper (sections 4 and 5) argues that in China political and agency costs can be

reduced by reall ocation d control rights and by restructuring institutions through threemeans: Thefirst is

® Theterms "ultimate" and "effedive’ control rights here are similar in meaning to "formal" and "real"
authority used by Aghion and Tirole (1994. | prefer the former because ultimate cntrol could sometimes be
informal, and be real aswell.



"depaliti cization" of enterprises to reduce the political influence from the government on business
decisions, which means to limit ultimate control of enterprises by the Party and government. Asafirst
step, it means sparation d enterprises from the government and separation d government's function as an
assts owner from its function as aregulator. The secondis the establi shment of an eff ective "corporate
governarce' to limit the agency costs of managers, which provides mechanisms for selecting good
managers and for providing them appropriate incentives when they arein effective control. Andthethird is
"desociali zation" of enterprises to unbunde their social responsibili ties for employees and turn enterprises
into pure econamic organizations, which help reduce both political and agency costs.

To achievethis goal, several operational isaies deserve particular attention. First, China needsto
formulate a strategy for ownership transformation. It is both politically and econamically important to
separate small SOEs from large SOEs. Ownership transformation d small SOEsis more likdly to succeed
first andit is more important in China than in Eastern Europe. China needsto treat small and large SOEs
differently and pursue a strategy with a combination d privatization, denationali zation, and plurali zation.
Second, because the state will continueto owvn and cortrol a substantial number of large enterprises for
some time, China neels to establi sh a state assts management system to minimize political influence. And
third, China neads to experiment and institute diff erent corporate governance suited for different types of
enterprises; international experience has shown dversity of governance structuresin dfferent countries
depending onthe particular regulatory environment. | argue that solving these operational isaues are
essntial for reducing political and agency costs and for ensuring longrun growth o enterprises.

Therest of the paper is organized as follows. Section 2 examines eff ective managerial cortrol in
SOEs. Section 3 discusses ultimate control by the Party and government. Section 4 argues for reducing
both political and agency costs by means of depoliticization, eff ective corporate governance, and

desocialization. Section 5 focuses on some operational isaues. Conclusions follow in Section 6.



2. Effective Control by Enterprise Insiders

Enterprise insiders refer to managers and workers employed in SOEs. This sctionfirst details
how managers and workers in the state sector gained eff ective cortrol. Then it discusses the significant
effects of reallocation d cortrol rights onthe growth o the non-state sector and onthe state sector itsdlf.
For the former, it emphasizes the implicit subsidies and insurance provided by the state sector to the non

state sector; for the latter, it underscores the phenomenon d sporntaneous privatization and state assts

stripping.

Common Features of Control and Benefits for Managers and Workers

Under the old planning system, most specific and all residual control was assgned to the branch
ministry/bureaus of the government, and enterprise had some specific cortrol and limited income. Reforms
wereintended to provide enterprise "insiders’ (managers and workers) incentives by granting them nore
cortrol rights andincome. Experiments with expanding enterprise autonamy and providing enterprises
with profit incentives darted as early as 1978 The major eff ort was the promotion d the "contract
responsibility system” in 1987 By 1989 almost all SOEs adopted a contract responsibili ty system (see
Wu 1994and Naughton 1995for details).* 1n 1992 the cortract responsibili ty system was enhanced by
the "Regulations on Transforming the Management Mechanism of State-Owned Industrial Enterprises.”
The specific purpose of this regulation was to further expand enterprise autonamy, which granted, at least
inwriting, enterprise managers the "14 rights' of cortrol in (i) production; (ii) pricing; (i) sales; (iv)
procurement; (v) foreigntrade; (vi) investment; (vii) use of retained funds; (viii) disposal of assts; (ix)
merger and acquisition; (x) labor; (xi) personrd management; (xii) wages and bonuses; (xiii ) internal
organizations; and (xiv) refusal to pay unauthorized charges by the government.

The dfective cortrol rights of enterprise managers vary, beingin some cases less andin aher

4 Using the survey data for 1980:1989for 769 SOEsin four provinces, Groves, et a (1994 found that, with an
increased autonomy in output dedsions and with higher marginal profit-retention rates, enterprises grengthened
workers' incentives by using more bonus payments and hiring more ntract workers, which in turn increased
productivity.



more, than the formal ones. There are some common features concerning managerial cortrol rights over
assts. First, enterprisestypically have df ective rights to use state assts and to dstribute and enjoy
incomes o generated but have no formal rights to dspose assts. Second the all ocation d eff ective
cortrol rights andincome is nat entirely clear, which dften leads to corfli cting claims among managers,
local government officials and the central government. And third, there eists little conguence between
alocation d effective cortrol rights and financial risks, that is to say, nobody is responsible for downside
risks.

The extent of managerial control is nat mechanically specified by the government, it is
endogenously determined by managerial maneuver. For example, managerial autonamy is greatly enhanced
through a series of organizational transformations which create autonanous divisions (known as
"secondary legal entities"), which in turn form subsidiaries, joint ventures with foreign and/or domestic
partners, and joint-stock companies. In this respect, Chinais smilar to Hungary, where the processis
called "partial transformation." The motivations for such a reorganization d managers in the two countries
arealso similar: Thedesire for independence from the government, for shifts of bad debts and ower-
employment burdens onto parent companies, and for undertaking rew businessopportunities without losing
existing conrections to and benefits from the state.

This processin China is often associated with new projects, especially new ventures in special
econamic zones and cevelopment zones. Consider the foll owing scenario: a state-owned enterprise of
Beiji ngfirst sets up a whaly-owned subsidiary in a special econamic zone of Shenzhen; then the subsidiary
entersinto a joint venture with damestic and Hong Kong partners; later the joint venture sets up anather
subsidiary in Pudong avelopment zonein Shanghai, and then the subsidiary forms anather joint venture
witha TVE in nearby Wuxi of Jiangsu. After several rounds of transformation, eff ective managerial

control expands.®

® Qian and Stiglitz (1996 report several cases of such organizaional transformation. For example, ajoint
venture in Guangdong was formed by a Hong Kong partner and three Chinese partners (each with one-quarter of
shares). Of the Chinese partners, oneis a company affili ated with the central government, another with the
provincial government, and yet another with the municipality government. The managers claim that they have
greater autonomy due to the new ownership and organizaional structure.
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In contrast, workers' cortrol of enterprises in China was never significant, because the trade unions
and workers congesses have bean, and till are, under strict cortrol by the Party. The Party andthe
government continue to view an independent trade union as one of the most serious threats to its leadership.
Not surprisingly, therole of workers within the enterpriseis mostly consultative.

The main benefits received by the top managers are nat from salaries and bonuses but from perks,
including assgnment of better and larger apartments, private use of cars, avail abili ty of "corporate
acoounts'’ for businesslunches and dnners, entertainment, domestic touring, travelling abroad, and the like
(Qian and Stiglitz 1996. If al of these consumptions are perfectly legal, some others are nat. Asaresult
of rapid development of the non-state sector, managers, or ther reatives and friends, often have their own
businesses, which provide opportunities for diverting state asts to private benefits.

The workers in state-owned enterprises benefit from enterprise reforms in several ways. First,
nominal wages and bonuses (both pecuniary and in-kind) increased as the managers gained substantial
discretionin the use of enterpriserevenue. Second, construction d residential housing expanded as a
legitimate welfare expenditure. Andthird, many SOEs establi shed coll ective enterprises to provide jobs for
their employees’ children. 1n some enterprises, the biggest benefit for workers is the opportunity to
purchase "internal shares" which are sold to them at discount prices. These shares often have guaranteed
dividends and command a premium which is often dauble the interest rates of bank deposits. If the
enterprise goes pulic, capital gains could be as high as five to ten times the face value.

At the national level, wages and bonuses per employeein the state sector have been increasing for
most years snce 1978 despite the fact that returns to capital in the state sector steadily declined from 25%
inthe exrly 198G to lessthan 10% since 1992 Indedd, as Table 1 shows, profits and taxes per value of
net fixed assets and working capital in state-owned industrial enterprises were quite stable between 1978
(24.2%) and 1985(23.8%); it then fel to 20.7% in 1986 and further still to 17.2% in 1989and below
10% in 1992and afterwards. What is interestingis that the figure was deady in theinitial years of
introduction d the contract responsibility system (1986:88), but fell sharply in the later years, despite the

fact that 1992was a high gowth year. The decline of returns to capital does nat automatically mean



efficiency losss. It could mean atransfer of cash flow from state enterprises to nonstate enterprises, and
from enterprises to employees.® Such a redistribution can happen because of reduced revenue dueto
increased competition, or increased "costs" dueto rent transfers to managers and workers, or substitution

of capital for labor.

Contributions of SOE Reformsto the Growth of the Non-State Sector

A significant, but neglected, eff ect of expandng enterprise autonamy in the state sector isits
cortribution to the rapid development of non-state enterprises such asjoint ventures, TVES, and private
firms. The spectacular expansion d the nonstate sector, which accounted for 66% of the total industrial
output in 1994 was a major source of successfor China's econamic reforms. With the increased cortrol
rights and changed incentives of managers, the state sector has helped the fast entry of nonstate enterprises
in several ways.

State-owned enterprises are directly invdved in setting up joint ventures and many coll ectives.
Some of the coll ectives are in fact SOE subsidiaries but are registered as "coll ectives” (so-called "one
factory, two systems"). The incentives of managers for doing so are obvious: to gain more cortrol rights.
Frequently, SOEs subcortract with TVESs or other coll ectives, nat just to dotain better sourcing but also to
divert cash flow to their workers and managers, as the state is nat able to closdy monitor such transactiors.
This practice helped immensdy the TVES and dher non-state enterprises to enter the market and to expand
at arapid pace.

The state sector also provides implicit subsidies and insurance for the non-state enterprises which
indrectly helpsthe latter. Specifically, employees in the state sector (managers, engnees, technicians, or
un-skill ed workers) take advantage of flexible rules under the expanded enterprise autonamy to join the
non-state sector, but at the same time continue to enjoy partial or total benefits from the state sector, and/or

have the option d returningto the state sector later ("leaving without quitting’). This practice reduces the

® Thisis consistent with the e@nometric study by Groves, et al (1994, who found that the increased enterprise
autonomy, in their ssmple of 769 SOEs for 1980-89, raised workers incomes but tended not to increase profits or
lower state subsidies.



cost of labor reall ocation from lessefficient to more dficient firms. If the marginal product of a worker
leaving an SOE is small, this practice could represent a Pareto improvement at the margin: Employees
leaving for the private sector are made better off; the enterprise can use the extra money for paying more
bonuses to the remaining workers; and the government does nat have to pay more subsidies to state
enterprises than before and may even get some taxes from the new non-state sector.’

There are varieties of such practice. An employeein the state sector can take a leave for several
years and still cortinue to enjoy welfare benefits from the enterprise, such as medical insurance and
hausing. An employeecan chocseto gve up all the bonuses, salary, housing and dher benefits from the
enterprise, but ke the option gen o returningto the enterprisein case his or her private businessgoes
under, known in China & "stopping the salary and keging the position’ (tingxin liuzhi). In afamily with
two working adults, one of the couple may choacse to work in the non-state sector to get high monetary
returns (with highrisks as well), while the other one remains in the state sector to receive stable low
incomes and all the welfare benefits. These househdds, known in China & "one family, two systems”

(viji a liangzhi), have dore the best in the reform period by obtaining the best part from socialism and
capitalism. Of course people may choase diff erent forms over time® In a certain sense, the state sector
serves as a social safety net for those former SOE employees. With flexible policies on labor mohili ty, the
state sector actually contributes to and promotes, rather than hinders, the development of the nonstate
sector.’ This suggests that the total contribution d the state sector is perhaps underestimated if such cross

subsidies to the nonstate sector are ignared.

" One posshle digtortion in this arrangement is the following: If the implicit crosssubsidies and insuranceare
too high, there may be dther too much labor diversion to the non-state sedor, or too much risk taking by it. For
the analysis of effeds of "supdy diversion," seeMurphy, Shleifer and Vishny (1992.

8 Indeed, many people who went to the spedal ecnomic zones or joined the foreign joint ventures or started
their own businesswere from the state sector, and they kept their affili ations with the state sedor and recaved the
welfare benefits for along time until they felt sure about their caree in the non-state sedor.

® Using data on 434 Chinese dties, Wei and Lian (1993 find positive corre ations between the growth of non-
state enterprises and theinitial size of the state sedor for citiesinitially dominated by SOEs.
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Spontaneous Privatization and State-Assets Stripping

Spontaneous privatizationin China refers to the processof unauthorized transfers of assets from
ether the state or collectives to formal or de facto private ownership. Typically, managers and employees
of the enterprise are the main beneficiaries. Local government officials also become beneficiaries because
managers often bribe themto let the deal gothrough. It isinterestingto nde that spontaneous privatization
is also a significant phenomenonin Eastern European and former Soviet Union countries, with perhaps the
only exceptions being the Czech Repulic and East Germany.

Spontaneous privatization dten started with the contract responsibili ty system. The cortractors
first secured loans to expand the business  Then they acquired complete cortral rights over the expanded
and successul business Eventually, the contractors obtained ovnership rights of the entire business
However, when the businessgoes under, the state absorbs any financial losses -- it is the owner in that
event.®

In this type of sportaneous privatization, the government does nat give away assts in the usual
sense, rather, it gives away an goportunity in exchange of an informal non-cash promise: If the business
grows, the contracteepays back the debt and becomes the owner of the new business if the businessgoes
under, the government takes back control. Several interesting features emerge. First, strictly speaking, this
is nat privatization since the old stock is nat sold. Second the scheme by its nature focuses on rew
business(rather than dd), onflow (rather than stock), and on gowth. Third, the share of the state sector is
gradually reduced as that of the private sector isincreased. And fourth, because of personal efforts
invaved, the processlikely favors entrepreneurs whotake big risks (i.e., the screening effect). The key to
this processis therelatively little start-up capital required, which is used as coll ateral for securing large
bank loans at a very low interest rate. Before long the net assets value of the new subsidiaries will far
exced the original equity value. The managers think (and many ather people agred that sinceit is they
who created the new business they therefore should be antitled to the value added.

A related, but broader, phenomenonis known as date assts gripping. State assts gripping,

19 Neeand Su (1993 report several cases of such a privatization in China
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according to the National Administrative Bureau of State-Owned Property, include any transfer, at below
fair market prices, of state asststo nonstate aitities, likeindviduals, collectives and joint ventures. There
is no precise figure on the magnitude of state assets dripping. 1n 1993 total state assts in enterprises and
government institutions in China were approximatdy 3 trilli on yuan. Some estimate that about 100-300
milli on yuan worth o state assets flow out of the state coff ers each day, or around 30-100 hlli on yuan
every year (Guangming Daily, October 5, 1993.** Thereis also noprecise figure onill egal capital flow
out of the country. But the problem could be serious. One indication comes from the large unacoounted
error termin the capital acoount of international finance balance shed of China. 1n 1985 the eror was
small and positive (US$ 0.92 Hlli on), that is, there could be unaccounted capital inflow. It became
negative and large in magnitude recently: - US$ 8.3 hillionin 1992and - US$ 9.8 hilli onin 1993 which
were about 10% of total export (p.506, p.551, Satistical Yearbodk of China, 1994).

State as=ts flow out to the non-state sector in two main channels.*? Thefirst channdl is during and
after formal property rights transformation. It is estimated that in GuangdongProvince, which has the
most joint ventures, about 90% of Sino-foreignjoint ventures were formed without assets appraisal from
the Chinese partner. It is often the case that the interests of the Chinese side are nat sufficiently protected.
Theflip side of thisisthat foreigninvestors are provided strongincentives to invest and form joint ventures
with the Chinese state-owned enterprises.

During theformation d ajoint stock company, undervaluing the present value of state asstsis
also a common practice. On average, the present value of the capital is only about 40%-50% above the
historic costsin spite of inflation. Despite the fact that the state has a mgjority interest in almost all j oint-
stock companies, the state shareisin fact discriminated against. For instance, in some cases the state
shares donit pay dividends, while workers' shares pay excessvely high dvidends. In aher cases when

sharehdders are given the option to purchase new shares at a below market price (as a substitute for

" Because new investments in state assts are about 200-300 hilli on each year, the state assets are till
expanding in absolute terms.

12 Egtimates below are provided by officials from the National Administrative Bureaus of State-Owned Property,
otherwise noted.
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dividends), the state is unable to come up with cash andis nat all owed to sell those options. The net eff ect
isdilution d state ownership. In ore example from Shanghai, the state share was reduced from 61% to
40% after afew rounds of distribution d such new shares purchasing gotions (Guangming Daily, October
5, 1993.

The second channd of state assts dripping is from control rights transfers under the contract
responsibili ty system of 1987 and the new operating mechanism of 1992 In arder to fulfill the contract
obligation d current profit remittance to the government and to please workers by maintaining high
welfare, managers often sacrifice the future of the enterprise by engaging in asst-value-reducing activities,
for example, by using up depreciation funds ("eating up the equipment") and by overborrowing to pay
bonuses. Thisisknown in China & "preserving benefits of the two ends (profit remittance to the
government and welfare of workers) and sacrificing the midde (enterprise long-term development and
asstsvalue)." Managers also diten grant profitable businessto ther friends in the non-state sector in
order to dotain side payments, while billi ng overhead and leaving lessprofitable and more risky businessto

the state sector.

3. Ultimate Control by the Party and the Government

It would be wrongto conclude from the above analysis that managers have total eff ective cortrols
over the assts of SOESs (known as "insider cortrol™). In at least threeaspects the Party and the central
government still maintain eff ective control: appointment and dsmissal of top managers; approval of large
investment projects; and veto o large assts disposal. The focus here will be the role of the Party in
appointment and dsmissal of managers and the relationship between the central and local governments

when the former delegates some cortrol rights to the latter '

The Role of the Party in Personnel Selection and Dismissal

A fundamental principle of China's political and econamic organizations is known as "the Party

3 For central government control over large investment projeds, seeHuang (1994.
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cortrolling personrd.” The Party exercises its ultimate control over personrel selectionand dsmissl
through its Organization Departments at different levels. The Central Party Organization Department has
the cortrol autharity of personrel above the level of deputy minister or governar, the level includes the
heads of some very large SOEs. The Provincial Party Organization Departments control bureau level
appointments which include the heads of most large- and medium-sized SOEs. For example, the legal
representative of an enterprise (i.e., the top manager) must be appointed and certified by the Party
Organization Department when the enterprise registers with the National Administrative Bureau of Industry
and Commerce, joint stock companies must do this too (and even in Special Econamic Zones gich as
Shenzhen).

Groves . al. (1995 report an encouraging cevelopment of managerial labor marketsin 198Gsin
China.** There were also experiments in that period in which some managerial positions in SOES were
auctioned df. There was even a plan to reform the appointment system in 1988when the Party considered
to shift some authority to the government's newly establi shed Ministry of Personrd. Unfortunately, nat
only have the experiments nat become a mainstream mechanism, but after the Tiananmen Square Incident,
the Party reaserted its control over personrd to a higher degree Overall, the authority of the Party
Organization Department has nat been seriously chall enged by the previous econamic reforms because it
has always been regarded as the domain o "palitical reform.”

To some etent, the authority of the Party to appoint and dsmissmanagers srvesas a
counterbalance measure against complete managerial discretion. Although an appointment does nat carry
an explicit compensation package, asistypical in a capitalist firm, each managerial position has automatic
discretion ower a huge amount of cortrol rents, especially in the fast growing areas and rewly emerging
businesses such as real estate, security brokerage, futures trading, and financial intermediaries. Therefore,
while promotion within the bureaucratic hierarchy becomes lessattractive than before, disciplinary

dismissal by the Party will cause severe damage to managers because of the removal of the rents associated

1 Groves, e al (1995 found, in their sample of 769 SOEs for 1980-89, that poarly performing SOEs were
asciated with shorter management contracts and larger seaurity deposits, and were more likely to have new
managers sleded by auction.
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with the position. Even though some people do nd want to be promoted, they still have strongincentives to
maintain their positions in arder to dotain such rents. However, if managers succeal in capitalizing the
rents, they may quit thejob at some point to start their own business By that time, control of personrel by
the Party may belesseffective. In retrospect, the willi ngressof the central government and the Party to
decentrali ze (delegate) authority to managers without fear of a complete lossof control is perhaps due to

the fact that the Party still controls appointments of managers and their dismissals.

The Central Government, L ocal Gover nments, and Enterprises

Under regional decentrali zation, local governments are delegated control over most enterprises by
the central government. But state ownership entail s that these cortrol rights are condtional. The central
government reserves the ultimate rights of reall ocation d residual incomes and the asts in state-owned
enterprises, even if the control rights have been ddlegated to and residual income has been assgned to local
governments. The unitary state ownership right was reasserted in the important Party document issued in
November 1993 "For State-owned property in enterprises, the system will be for unitary ownership by the
State, supervision by governments at various levels and independent management by the enterprises” (p.1,
Suppement, China Daily, November 17, 1993.%

Because the central government has the ultimate cortrol, the relationship between local
governments and enterprises becomes subtle. Often, thereis a corflict of interest between the central and
local governments, and local governments coll ude with enterprises against the central government. Thisis
more evident in the fast growing areas. Collusion between local government and SOES can be partly
explained by the insecure property rights of local governments. First, the local government worries about
possgble future reall ocation d assts by the central government, and it often encourages the enterpriseto
pursue short-term goals of profit maximization, rather than increasing the net worth o the assts. The

local government may also want to secretly privatize state owned enterprises under its cortrol, or tacitly

5 |n 1993 there were some lobhy efforts by the local governments (e.g. Guangdong) to demand for regional
ownership rights over some assets of those SOEs currently under the supervision of local governments. This effort
was unsuccessul (private interview with Guangdong government officialsin October 1993.
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consent to ar even encourage spontaneous privatization. Second the local government also worries about
the ratchet effect onrevenue, so it tends to help the enterprise hide profits. The dedl isthefollowing: the
local government all ows revenues to gountaxed, and the enterprise picks up the bill for some government
expenditures, like dining and travelli ng expenses.

There also exist corflicts between local government and enterprises. Managers complain about
government interference and the imposition d unauthorized fees, which occurs more likely in poor areas or
in those regions dominated by dld-style SOEs (e.g., Northeast China). In those areas, immediate gains
from new market development are small, and the local government's temptation for intervention and levying
heavy feesishigh. Thisleadsto a vicious cycle: an underdevelopment of new markets leads to more

government intervention, which in turn leads to slower growth.

4. Reducing Political and Agency Costs

Thereis growing dssatisfaction and serious concern about SOE reforms from the government,
managers, workers, andthe public at large. In addition to the complaints about unfair distribution resulting
from sportaneous privatization and corruption, unsatisfied SOE performance has been blamed for the
problems of the government budget, inflation, and employment.*® Without fundamental transformation o
government institutions, ownership structures, and corporate governance, enterprise reform in China seans
to betrapped in the following dlemma. On the one hand, expandng enterprise autonamy induces high
agency costs when managers experience a lack of accourtability; on the other hand, ultimate control over
SOEs by the Party and the government entail s high political costs when the government makes paliti cal
interference

Several factors make the agency problem worse in China than in the West. First, managers are nat

given shares or stock options which link the net worth of the enterpriseto their efforts. Ironically, the

' There emerges a consensus among ecnomists and government officialsin Chinathat the advantage of the
double-track reforms seam to reach itslimit i f the problem of the state-sedor is not addressed. The benefits
receved by the non-state sedor from maintaining the state secor are most important at the beginning years of
reform when the eonomy was dominated by SOEs and entry was difficult. When benefits diminish the asts of
maintaining alarge and inefficient state sedor beames more important.
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cortract responsibili ty system, which intends to improve managers' incentives, is a reason for short-termism
andfor state-assts dripping, because managers were often highly rewarded by their current performance.
Second although product market competitionis getting tough due to the entry of the non-state sector, there
isalack of capital market competition andthereis only alimited managerial labor market competition.
Thelack of capital market competitionis dueto the fact that the state interests in SOEs are nat easily
transferable, and the government bureaucracy has the mongooly to maintain the ultimate cortrol (i.e., sale
of state as=ts) over the SOEs. The limited managerial labor market competitionis due to the Party control
of managerial personrd. Third, thereis no clearly accountable representative of the owner -- the state here
-- who fes both the information and incentives to monitor the performance of managers. There are often
several government agencies who have authority over an SOE, but nore of them is able to monitor
manager's eff ectively. The monitoring roles of branch ministries/bureaus are diminishing with the
enterprise autonamy expanding. While the Party monitors managers, it concerns more with their political
rather than econamic andfinancial performance. Banks are alternatives for the role of monitoring, but their
abili ty and authority are limited.

Most Party and many government institutions such as Party Organization Departments and
industrial ministries/bureaus remained intact after 17 years of reform. Unlike countries in Eastern Europe
and Russa, the Party control over personrel decisions provides ssme checks on managerial discretion and
plundering d state assts. But it is problematic. First, because appointment of managers and government
officials are treated in the same way, its slection criteria ae nat always based oneconamic performance
and dten, political considerations are important factors. The processis palitically complicated and
secretive, which seriously undermines the selection d the right type of managers and adversely aff ect
managerial incentives. Second, its evaluation methods are largdly primitive, based mainly oninformation
through bureaucratic channdls, rather than oninformation provided by the market (such as gock market,
rating companies, investment banks, or consulting companies). Third, people from the Party Organization
Departments have no abili ty and incentives to make the right appointment in regard to managerial

positions, since they are mainly politically motivated. The appointment and dsmissal processrepresents an
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important channel of political influence onenterprises. In fact, a major problem concerning rewly
establi shed joint-stock companies is the corflict between the board of directors and the Party Committee
often over personrel decisions.

To increase econamic efficiency and social welfare, enterprise reforms require reducing both
political and agency costs. | arguethat in China, political and agency costs can be reduced by reall ocating
cortrol rights and by restructuring institutions through the foll owing threemeans.

Thefirst is depdliti cization of enterprises to reduce the paliti cal costs by controlli ng the
government. In the context of Rusda, Boycko, Shleifer and Vishny (1999 argue that depaliticizationis
the most important objectivein theinitial stage of enterprise reform and privatization is exactly for that
purpose. Although China diff ers from Rusda in many aspects, depaliticizationis equally important. In
China, depoliticization first means sparation d enterprise from the government. Not only should the
management of an enterprise be insulated from government intervention, but if the government continues to
own asss, then its function as an assts owner should be separated from that as a regulator. Moreover,
the Party control over managers should be limited, if nat i minated.

Separation d government and enterprise has long been recogrized by econamists and gowernment
officialsin China & a key to enterprisereform. In the past, it was often associated with the reform of
"separation d ownership and management,” which was the underpinning d contract responsibili ty system.
But to the extent residual and ultimate rights of cortrol are important to incentives and econamic efficiency
in general, reducing political costs through separation d ownership and management has to be condtional
and limited. Unlesstheisales of state ownership, government organization, and the role of the Party are
addressd drectly, separation d government and enterprise cannd materiali ze.

The second means is establi shment of eff ective corporate governarnce of enterpriseto limit the
agency wsts by controlli ng managers when they are in eff ective control. While managerial knowledge
andinitiatives are extremdy valuable to corporations, managers ould be held accountable to owvners. In
particular, assts gripping by managers should be stopped and nonpolitical mechanisms of sdecting and

replacing managers should be install ed.
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Corporate governance is a set of institutional arrangements governing the relationship among
several groups of stakehdders (investors (sharehdder and creditor), managers, and workers). The
structure of corporate governance concerns (i) how control rights are all ocated and exercised; (ii) how
boards of directors and top managers are selected and monitored; and (iii ) how incentives are designed and
enforced. A goodcorporate governance structure explores complementarity of these institutional
arrangements to limit total agency costs. Econamists agreethat corporatizationis a useful step in
enterprise reform even without privatization. Corporatization Felpsto hdd drectors responsible for the
assts of the company and prevent further asst theft; provide a mechanism for information exchange; set a
stage for sdli ng shares; and separate the state from enterprise (Lipton and Sachs, 199Q and Shleifer and
Boycko, 1993. That iswhy corporatizationwas carried out before privatization in Eastern Europe and
Russa.

Thethird means is desociali zation of enterprise to unbunde their social responrsibiliti es by
providing eXernal welfare seaurity for the enployees outside their work place. SOEs have bean burdened
with "social responsibilities” in five major categories: (i) redundant workers; (ii) retirement pensions; (iii )
medical care; (iv) housing; and (v) other social services gich as nursery and dementary schods. The socia
burdens of an enterprise are often singed aut by both the government and enterprise themsealves as the most
important factor preventing SOEs from restructuring, because, as longas SOESs cortinue their dual roles as
productive entities and social safety nets, they canna be purdly profit-oriented, and the costs for enterprises
torestructure are also high. Indeed, SOEs often use their social responsibili ties as an excuse for nat
restructuring and for asking for more subsidies (the soft budget constraint problem); onthe other hand, the
government also uses these as reasons to intervene with the operation d an enterprise. Debundingthe
social burdens of SOEs makes an enterprise a pure esonamic unit, which helps to reduce both political and
agency costs.

Thesethreemethods are inter-related. Depoliticization associates with desociali zation as excess
employment and social burdens of enterprises are often imposed by politicians. An eff ective corporate

governance is urgently needed when the government stops monitoring managers. Furthermore,
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reorganization d the social burdens of SOES (such as pension) has impli cations on corporate governance

aswdll.

5. Some Operational Isaues of Enterprise Reforms

The past enterprise reform fail ed because political control of enterprise remains, corporate
gowernance is ineff ective, and social responsibili ties of enterprise cortinue. Since 1994 the Chinese
government has intended to transform SOES into "modern enterprises” with "clarified property rights,
clearly defined responsibili ty and authority; separation d enterprises from the government; and scientific
internal management” (p.1, Suppement, China Daily, November 17, 1993. Many problems arise at the
operational and implementation levels. In particular, the reform measures have to be politically feasible.
Although the measures proposed below look lessradical (or ideal) than those pursued in Central and
Eastern European countries, they are more radical than before. If implemented, these reforms will be

significant in reducing political and agency costs.

Formulating a Strategy for Ownership Transformation

To the extent ownership entail s residual and ultimate rights of control of assts, ownership
transformation is an important way for depoliticization and also has sgnificant impli cations for dealing
with the agency problem. A complete privatization, by definition, would diminate state assts plundering.
But privatization canna automatically solve the agency problem in general, for example, managers could
till plunder private asts.

In ownership transformation, it is both politically and econamically important to separate small
SOEs from large SOEs and treat them differently. Significantly diff erent from Eastern Europe and Rusga,
the average size of state enterprises in China is much smaller, and small SOEs in China constitute a major

part of the state sector.!” Although small enterprises account for a smaller sharein autputs, assts, and

Y For example, in 1988 employment per enterprise in manufacturing was 806in the Soviet Union and 460in
Hungary, as compared to 145in China. In wearing appard, the arresponding figures were 6,600in
Czedchodovakia, 307in Hungary, and 80in China (Table 4.2 in Qian and Xu 1993.
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taxes/profits in the state sector, they account for a larger sharein employment, debts, and losges.*®
Ownership transformation starting with small SOEs is a goodstrategy. First, it is politically feasible
because it is within the policy limit of the government (Supdement, China Daily, November 17, 1993);
second it is easier to be implemented as such a program is lesslikely to introduce social unrest or to create
government budgetary problems; and third, if successul, it will also be econamically significant because it
will addressa large portion d the two serious problems of SOES -- state anployment and subsidies, and
thus will substantially reduce the burden o the state sector.

In owvnership reform China needs a combination d privatization, denationdization, and
pluralization.

Privatization. Privatizationis an eff ective way of depoliticization because the ultimate cortrol
rights of assts are reall ocated away from the government. But the dfect of privatization could be diff erent
between formal privatization and spontaneous privatization described above. Formal privatizationis
preferable to a spontaneous one nat only because it is more transparent and thus fair, but also because
property rights after privatization will be far more secure. Because spontaneous privatizationisill egal,
property rights over the assts from such a processare nat protected and cortracts are nat enforced by the
government. This increases the probability of reallocation d cortral rights.

Cortrary to the outside perception, formal privatization d small SOEs in China has proceeded at a
rapid pace since 1994 mainly pushed by the local governments at county and city levels. Intheonly
pubicized case, Zhucheng county of Shandongprovince privatized o partialy privatized virtualy all of
SOEs under its supervision (Econamic Daily, March 29-April 3, 1996 and Wall Stred Journal, June 10,
1996. Other pioreaing, but little known, cases include Shunde of Guangdongprovince, Yibin of Sichuan
province, and Bin County of Hellongiang province. In the past few years, Zhuchengwas visited by 5,000
groups with 80,000-90,000 people from all over the country to learn the "Zhucheng modd™ of

transformation d small SOEs (Econamic Daily, March 29, 1996. Under local governments' initiatives

81n 1995 the largest 1,000 of more than 100,000 SOEs account for 40% of total assts, 51% of net assts, 52%
of salestaxes, and 66% of profitsin the state sedor (People's Daily, August 14, 1995.
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and with an endasement from the central government, it is estimated that up to 70% of small SOEsin
China ae currently undergoing some form of transformation as of mid-1996*° However, in China, free
distribution d state asstsis nat all owed, employees or outside investors have to buy shares of SOEs.?°
Denationalization. For those large enterprises which are nat to be privatized, it is gill possbleto
transfer some of them to a lower level governments of provinces and cities, that is, to denationalize. Under
current law, state ownership means that the central government has ultimate control over the concerned
assts, althoughit often ddegates the cortrol rights and assgns residual incomes to lower leves of
government. Because the central government reserves the right to reall ocate assts and residual incomes,
local governments do nd fed that the property rights of SOES under their cortrol are secure. Therefore
many local governments prefer an alternative system of "pulic assets owned by multi-level governments®
rather than the current system of "state assts managed by multi-level governments.” The difference is that
with local government ownership, the local government has ultimate cortrol of local public assts and
shares of local public asts can be defined and traded. One advantage of this g/stem is the posshility of
increased competition in capital and managerial labor markets within the puldic sector, in addtionto
competition between the puldic and private sector. This serves as a mechanism to limit political costs from
pubic ownership andto increase local governments' incentives for efficient asst management.
Pluralization. For those eterprises the state intends to kegp cortrol of, ownership dilutionis both
posdgble and desirable. The concerned government may continue to hdd controlli ng shares in an enterprise,
but other institutional and individual investors could also hdd shares. Thisis better than 100% state sole
ownership (except for some special industries sich as defense), because, opening enterpriseto autside
private investors with large blocks of interest will serve as a counterbalance to the state's political influence
and as a monitoring device to managers. China's past experiment with joint stock companies shows that

even when the state remains a mgjority sharehdder, private investors onthe Board o Directors often have

1° Private communication with economists and government officialsin China.

2 China has the advantage of a very high leve of private financial savings. In 1993 household bank deposits
and total financial assts were about 1 trilli on yuan and 2trilli on yuan respedively, as compared with 3 trilli on
yuan total state assts (China Satistical Yearbodk, 1994).
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astrong vace for profit concerns and influence on businessdecisions. More importantly, pluralization d
ownership would allow for an easy transitionin the future if the government decides to further privatize

these enterprises.

The State Assets M anagement System

Asthe state will cortinueto own substantial shares of asstsin the econamy, alot of discusson
has been focused onestablishing a state asssts management system (Jiang, 1996. In the suggested two-tier
system, thetop tier is the State Assets Management Committee(SAMC), which is the representative
agency for state property. The main task of the SAMC is the appointment and evaluation d board
members and chief executive officers of financial intermediaries and large enterprises. The &isting
National Administrative Bureau of State-Owned Property will be incorporated into the SAMC asiits
administrative arm, responsible for auditing, coll ecting information and statistics, and measuring and
recording asst values and transactions.

The secondtier, which is between the SAMC and the incorporated enterprises, contains
intermediaries which specialize in managing state assts. These intermediaries may include hdding
companies, investment companies, assst management companies, and industrial groupings; as well as
insurance companies and pension funds. Some of the intermediaries will be organized based onexisting
organizations guch as trust and investment companies and large enterprise groups.

How is depoliticization achieved through this transformation? There are suggestions to separate
government administrative and regulatory functions (call it "government A") from the asssts management
functions (call it "government B") to minimize political influence of the government over enterprises. The
conventional "government A" is run by poaliticians and bureaucrats and hes many political objectives.
"Government B" is designed to maximize the net value of state assts, and the enployees in "government
B" will be evaluated and rewarded according to their financial and econamic performance. Thereare also
suggestions to cut off the current administrative channd between government and enterprise through

subordination by eiminating most branch ministries and bureaus. After ownership functionis incorporated
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into "government B," the functions of industrial policies will be moved to much smaller branch dvisions
inside the State Econamic and Trade Commisson (ala MITI of Japan), and adher functions will be taken
over by to-be-establi shed independent businessasciatiors.

Similar schemes have been debated in some Central and Eastern European countries (such as
Poland) in the past few years and there is no consensus onits eff ectiveness At least threeproblems have to
beresolved in arder for this hemeto work in China. First, the specified dbjective of government B and
evaluation criteria for its employees may become problematic in some circumstances. For example, if there
exists divergence between social return and monetary return o investment in infrastructure and key
industries, then maximizing state assets value cannd be socially desirable. Second as many bureaucratsin
the ministries/bureaus are eager to transform their agencies to assts management companies or hading
companies, there &ists a danger of mongapoalistic pricing and these hading companies taking back decision
making autharity from the enterprises.* One particularly worries that a universal holding company, once
created, is hard to get rid o, which may prevent future reforms and privatization (Aoki and Qian, 1995.
One suggestionisto transform a ministry (e.g., petroleum chemistry) into several (say three asst
management companies, requiring them to compete with each aher in the sameindustry. Third, the most
critical and fundamental isaue of this processconcerns the future role of the Party. How to minimize, if nat
completely i minate, the role of the Party Organization Department is the biggest challenge. The newly
formed Shanghai State Assts Management Committeeput the Municipal Party Secretary in charge of the
Committee This case demonstrates clearly the following dlemma: Whil e the practice counters the dfort
to limit the role of the Party, without the Party secretary beingin charge of its operation the SAMC could

only be nominal, unlessthe Party gives upits control of personrd.

2L Carlin, Van Reenen and Wolfe (1995 report such casesin Central and Eastern European countries,
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Corporatization and Cor por ate Gover nance

Corporatizationis an essntial step toward an eff ective corporate governance. Corporatizationin
China starts with defining property rights of legal entities, that is, corporate property rights. After
corporatization, an enterprise, as alegal entity, has property rights over its assts. Accordingto the
Chinese company law passed in December 1993 threemajor forms of companies are identified: joint stock
companies, limited liabili ty companies, and state whaly-owned companies. Boards of directors are
established to represent the interests of all sharehdders and make major and strategic decisions, including
appointment and dsmissal of top managers.

Theidea of corporatization started to gain more and more approval in China from the government,
enterprises and econamists, only in 1993 By corporatization, the government hopes to have only limited
liabili ty for losses and to hdd managers acoountable for their actions. Managers secorporatization as a
way to legitimize some of their eff ective rights of cortrol over assts, shieding them from government
intervention. They also seecorporatization as a useful means to raise new capital in the future. But the
biggest worry of managers in China, as e sewhere, is the posshility of lossof control and rents.
Specifically, they dorit like concentrated investors and large cortrolli ng blocks, so they want outside
investors to be sufficiently diffused. The experience of Central and Eastern European countries has siown
exactly how insider control becomes a serious problem after privatization (seeAoki 1995and Transition
Report 1995.

Because stock and bondmarkets will take alongtimeto develop in China, disciplinary
mechanisms such as corporate control market through takeover and merger will nat play abig rolein the
near future. To better cortrol insiders, two recommendations have been put forward. First, thereis a need
to strengthen internal mechanisms of checks and balances among sharehdders, board o directors, and
managers. Specifically, one suggests to separate the role of chairman d the board and chief executive
officers and set up an addtional supervisory committeeas part of the internal governance structure (Jia
1996. Second many econamists recommend relying onthe development of relational banking that can

sdectively intervene in the manager-cortroll ed enterprises at the time of financial distress(Aoki 1995.
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Relational banking, as opposed to arm's-length banking, emphasizes cortrol-oriented finance and thus can
play arolein corporate governance (Berglof 1995. However, the banks' role in corporate governancein
Chinais limited by the current Commercial Bank Law which prohibits banks from hdding equity. This
regulation was introduced for preventing state banks from diverting funds for investment speculations as
they didin 199293. However, the government should consider the positive role of banks in corporate
gowernance in revising the regulation.

A variety of corporate governance emerged in China recently, and the most prominent ones have
taken the foll owing threegeneric forms.

" Partnerships’ with Foreign Investors. The successof many Sino-foreignjoint venturesin
China created some enthusiasm about the governance structure invaving foreigninvestors. Thelarge
inflow of foreign drect investment (FDI) provided China with an opportunity to utili ze foreign physical and
human resources for enterprise reforms. The practice of taking a part of a state-owned enterprise and
forming a joint venture with foreignersis nat unusual and hes received the nickname of "grafting’ (ji aji€).
The most striking example is Quanzhaou of Fujian province, where an overseas Chinese bought cortrolli ng
shares of all SOEsin thecity (Hu, 1994). But thereis a serious limit for such a modd due to the concern
of "national interests," especially at the time of a growing rationalism sentiment. Although being
significant, joint venture with foreignersis unlikely to become a popular future modd of corporate
gowernance for the majority of enterprises.

" Stock Cooperatives." For small SOEs, a possble governance structure is through a partial or
complete sale of enterprises to managers and employees which enables them to dotain cortrol. Itis
interestingto dbserve that the majority of privatized ar partially privatized small SOEs through this method
have voluntarily chasen a new corporate form known as "stock cooperatives."? Although varying geatly,
most stock cooperatives can be understood as a mixed corporate form of stock companies and cooperatives
with the following features. First, some or majority shares are subscribed and ovned by employees as

individuals; for those shares, distributions are determined by the number of shares, while cortrol is

22 Stock cooperatives first emerged in the processof partial privatization of township-vill age enterprises.
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determined by "one-person-one-vote." Second some shares are ermarked as a trust fund for employee
pensions and are owned by employees as a whde, benefits from thaose shares are distributed according to
seniority. However, stock cooperatives are nat simply traditional "producer cooperatives' because, first,
the number of shares varies acrossemployees depending onpaid subscription, and second there usually
exist some (or large) shares of outside ayuity which carry one vote per share. Both enterprises and
governments regard stock cooperatives as an appropriate corporate form for small enterprises at present
time in China (Econamic Daily, March 29-April 3, 1996.

Governance with I nstitutional Shareholders. Experience from both developed and transition
econamies has $own that the governance problem with large corporationsis far fromtrivial. For large
SOEs, a governance structure invaving several large institutional sharehdders as coreinvestorsis
emergingin China. To start with, these institutional sharehdders are mostly state financial intermediaries
such as gate hdding companies and assets management companies. The halding company modd is being
experimented, for example, Ministry of Electric Power is being replaced by a hdding company which hdds
shares in power generating stations and dectricity networks. Large enterprise groups and the associated
crosshddings among enterprises a la the Japanese keiretsu modd is also in the processof formation. In
some eperiments guch as the Second Automoabil e Group, the parent company o the enterprise groupis
being transformed into a state-owned assts management company when it stops the production supervision
it now performs. Apparently, these methods of large enterprise transformation may create mongpolies and

anti-trust will become China's important task ahead.

6. Conclusions

The central theme of my paper isthis. Reducing political and agency costs is the main concernin
enterprise reform in China, which is aff ected by allocation d cortrol rights viainstitutional and property
rights transformation. | first apply this ideato analyze the reality of enterprise reform, and argue that the
past reform has del egated many eff ective cortrol rights to enterprise whil e ultimate cortrol rights remain at

the hand d the Party and the government. The result is that either the agency costs are high because
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managers lack acoountability, or the political costs are high because the government causes political
interference, or both.

Both palitical and agency costs ould be reduced, and | argue that it can be dore through
depoliticization, eff ective corporate governance, and desociali zation. All threeare essential, and the lack of
any ore of them would derail a goodenterprise reform. Some key operational isaues have to be addressed.
Ownership transformation call s for a combination d privatization, denationali zation, and plurali zation;
establishment of a goodstate assts management system has to limit political influence of the government
on businessdecisions; and corporatization serves as an essential step toward eff ective corporate
gowernance, which may take a variety of forms.

Enterprise reform in China encompasses a large scale institutional transformationincluding
reformsin property rights, corporate forms of enterprises and the government bureaucracy. It will also
require a fundamental reform in the financial system and an establi shment of a social security system from
scratch. Thedifficulty and complexity of the task cannd be underestimated. But there are some favorable
condtions now. Reforms in the areas of foreign exchanges, taxes, andfiscal systems have made new
breakthroughs, and price liberali zation is close to complete. A large inflow of foreigninvestment is
providing rew capital, and increased competition from the non-state sector is putting more presaure onthe
state sector. The expectation d sustained rapid growth o the Chinese econamy provides goodcondtions
for labor re-deployment. Finally, the changing ideology has graduall y relaxed the ideological and political
constraints. Indeed, the Chinese style privatizationis already underway at a rapid pace. One may expect

that enterprise reformin Chinawill make significant progress son
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Tablel

China: Returnsto Capital and Labor in the State Sector, 197894

Profits and taxes per
value of net fixed assts
and working capital in

industry

Increase of real wages
and bonuses per worker
over the previous year

1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994

24.2
24.8
24.8
238
234
232
24.2
238
20.7
203
20.6
17.2
124
118

9.7

9.7

9.8

6.2
7.4
6.0
-1.3
0.9
14
164
4.8
8.9
0.5
-0.7
-4.6
9.7
3.2
7.0
5.7
8.7

Source: p. 430 Satistical Yearbodk of China, 1993
p.402 SHatistical Yearbodk of China, 1994 and
p.406, p113 Satistical Yearbodk of China, 1995
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