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Economicrole

The size and functions of China’s SOE sector
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State share of GDP

While China does not
publish official data on the

State share of China GDP, estimated based on flow of funds and FAI economic size of SOEs, a
rough estimate is possible.

45 A . ;
@ Investment by nonfinancial SOEs (estimated) Capital formation by
corporations accounts for

40 - Investment by government about 30% of GDP; applying
B Consumption by government SOEs’ one-third share of

fixed-asset investment
30 4 suggests SOEs account for
9.4 about 10% of GDP directly.
% 25 - Government spending
~ makes up another 20% or so.
20 - While some may find these
estimates low, they are not.
10 -
5 than 15-20% of capital
formation; in the 1980s the
0 - I N NN N DU U NS RS — S WSS | developed-nation average
many times larger.
I
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Government entities account for about 30% of the Chinese economy

14.1 Even in the statist 1960s-70s,
SOEs in France and the UK
did not account for more
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 was around 8%, and it
dropped below 5% in the
CEIC, Gavekal Data/Macrobond 1990s. SOES' role in China is




The economic contribution of SOEs

The SOE sector in China is
SOEs borrow and invest a lot while contributing less to GDP and jobs certainly the world’s biggest
in absolute terms, and is also
extremely large in relative
40 - terms (Russia’s is probably
still larger, estimated to be
around 30% of GDP and
employment in 2009).

While the size of the SOE
sector does not capture all
the many ways in which the
government influences the
economy, it is clear that
China’s modern economy
has mostly grown outside of
formal state ownership.

State-owned enterprises share of economic aggregates, latest available

The debate today is over is
what role the state sector
plays in a mostly private

- economy: SOEs account for a
disproportionate share of
Investment Loans GDP Employment bank lending and capital

CEIC, PBOC, MOF, Gavekal Data/Macrobond spending, but underperform
’ ' » Gavekal Data/llacrobon in terms of growth and job

creation.
I Y
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State share of investment

There has been regular
debate over the “advance”

State-controlled firms' share of fixed-asset investment, 13mcma or “retreat” of the state
sector in China.

The retreat of the state sector has ended

" The 2009 stimulus boosted Tl?e sustair;ed infrastjucture The best high-frequency
the state sector's stimulus since 2012 has kept indicator of SOEs’ presence
60 - share of investment, thestatesecto.r'sshare in the economy is probably
but temporarily from falling their share of fixed-asset
50 - Gov't buying in the investment. This data series
stock market further uses a broad, and therefore
- increased the state share more accurate, definition of
G 40 - \ state ownership.
& " A ~ il Before 2008, the state share
30 1 of investment steadily
declined—not because of
20 - privatization, but because
private firms grew faster and
10 4 invested more.
But the state share stopped
0 falling around 2012 and has

] [} ] ] ] ] ] ] H
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 made a comeback. Given the

poor performance of SOEs,
CEIC, Gavekal Data/Macrobond this is negative for China’s

longer-term prospects.
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Infrastructure and SOEs

SOEs have consistently
Infrastructure stimulus keeps the SOE share of investment high accounted for 70-80% of
infrastructure investment in
recent years. An
60 - infrastructure stimulus is by
— Total SOE share definition an SOE stimulus,
m Other sectors and the central government
has repeatedly used public
works spending to stimulate
the economy since 2008.

Contribution to SOE share of total fixed-asset investment, by sector

(2,
o
1

B Infrastructure

I
o
1

So the most important
economic role of SOEs in
recent years has been to act
as government agents to
support growth. Local-level
SOEs of course take the lead
in infrastructure, but central-
level SOEs must also respond
to government priorities.

The idea that SOEs should
primarily be independent,
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 profit-seeking companies
NBS, Gavekal Data/Macrobond has be.en largely aban.doned.
Rhetoric now emphasizes

them serving the Party.
.|
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SOE support to provinces

SOEs are used to deliver investment to poor and inland provinces

Two dimensions of state support are correlated: fisca

| transfers and SOE investment

0.80 A
Tibet
£0.70 - "
£
g Beijing Xinjiang
S 0.60 ~ u Qinghai J8
= . _ B Guizhou Gansu
% 0.50 4 m Shanghai - Shaanxi Yiannan -
. anxi ] L
3 mner Mongolid ¢ huan @ Ningxia
& 0.40 - Tianjin Chongging w " o
%5 n . Hainan. Hunan ' g Heilongjiang
v . Fujian N :
< 0.30 - m- ¥ Zhejiang _ : Guangxi
S Guangdong Hubei g Anhuim Jilin
S . u a W jiangxi
% 0.20 - Jiangsu Liaoning -
Shandong m Hebei g
0.10 - Henan
' I I I I I I I I
0.00 0.10 0.20 0.30 0.40 0.50 0.60 0.70 0.80

Central transfers share of revenue
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CEIC, CNKI, Gavekal Data/Macrobond

About 60% of fixed-asset
investment by SOEs goes to
inland provinces, mostly in
the form of infrastructure. As
these provinces account for
less than half of national
GDP, SOE investment is
clearly part of a strategy to
redistribute income and
support poorer provinces.
Also, the share of SOE
investment in provincial
economies is highly
correlated with fiscal
transfers from the center.

SOEs’ economic role is thus
not just to support national
economic growth, but also
to deliver regional aid.
However inland provinces’
heavy reliance on state
support may hinder them
from developing more
sustainable growth models.
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SOE share of investment by sector

SOEs are increasing their presence in the modern service economy

State-owned enterprise share in fixed-asset investment, by sector group

90 A
——
80 -
\ Infrastructure
\
70 -
60 -
§ 50 A
T
a. 40 | \—/\ -
30 - Modern services
(tech, finance,
20 - business services)
\ Manufacturing
10
O I I I I I I I I I I I I

2004 2005 2006 2007 2008 2009 2010 2011
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2012 2013 2014 2015
NBS, Gavekal Data/Macrobond

Another important
economic role of SOEs is
fulfilling the government’s
goal of having a state
presence in strategic sectors
of the economy.

In the past this meant SOEs
controlling the “lifelines” of
energy, communication and
transport networks. These
strategic sectors are still
dominated by SOEs, though
private firms’ role in local
infrastructure is increasing.

But SOEs are now also
boosting their presence in
the fast-growing technology
and services sectors. Their
share of less-strategic
sectors is still gradually
declining, but at a much
slower pace than in the pre-
2008 period. This points to
some crowding-out of
private investment.

9



EXcess capacity sectors

The extreme downturn in
China’s heavy industrial

Excess capacity sectors = coal, iron, steel, building materials sectors since 2012 has
focused attention on the

Who is responsible for the buildup in excess capacity?

2.50 1 role of SOEs in these sectors.
2.25 - The excess capacity sectors
(defined here as coal, iron,
2.00 steel and building materials)
account for about 10% of
1.75 -
total SOE assets.
c
2 1.50 1 These sectors performed so
i= poorly over 2012-15 that
5 1.25 1 :
< they had a huge impact on
100 - total SOE profits. But most
SOEs are not in excess
0.75 - capacity sectors, and most of
0.50 the capacity was not created
' —_—~ . by SOEs but by private firms
0254 e SOEFAlin - chasing high prices.
excess capacity sectors _ )
0.00 Policymakers’ recent focus

on excess capacity sectors
therefore will not solve the
NBS, Gavekal Data/Macrobond broader economic problem

of poor SOE performance.

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
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Central and local SOEs

Central SOEs are fewer, larger and more profitable

Share of total for nonfinancial SOEs, central vs local

100 - ® Local

90 m Central
80 -
70 1

60 -

Percent

50
40 -
30 A
20 A

10 1

Number Assets Liabilities Employees  Profits  Taxes paid

Ministry of Finance, Gavekal Data/Macrobond

l.!_GavekaIDragonomics

China’s state-owned
enterprises are owned by
different parts of the state;
the main division is between
those controlled by the
central government and
those owned by various
levels of local government.

Local SOEs account for the
majority of state sector
companies, assets, and
employees. But they tend to
be smaller and less
concentrated in strategic or
highly desirable sectors.
Therefore central SOEs make
most of the profits.

In terms of their economic
roles, local SOEs handle a lot
of the growth-supporting
infrastructure investment,
while central SOEs are
expected to represent China
Inc. and deliver on industrial-
policy objectives.
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Size of SOEs

While SOEs do not account
for a majority of most
economic sectors outside of
infrastructure, private firms
1200 - Profits per firm still face.a cha.IIenge.in

1100 - competing with their state

1000 | Note: the large increase in the rivals. SOES_ tend.to be larger
reported number of SOEs since and more flna_nCIally stable,
900 - 2011 (likely due to conversion as well as having less

SOEs keep becoming larger, if not more profitable

Indicators of average size of nonfinancial SOEs, rebased to 2001=100

800 . of some public institutions quantifiable advantages in
into corporations) biases Assets per firm terms of connections.
700 these indicators donward

The average size of SOEs is

Index

600 - one indicator of how tough a
500 - Revenue per firm competitor they might be.
And SOEs have consistently
400 - bulked up in terms of assets
300 - and revenues over the past
decade, though they are not
200 A .
as profitable.
100 7 Interestingly, SOEs have not
0 become bigger employers,

2000 2002 2004 2006 2008 2010 2012 2014 maintaining discipline on

Ministry of Finance, Gavekal Data/Macrobond  this front after the mass
layoffs of 1997-2005.
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Asian comparisons

The decline of SOEs in South Korea was driven by the political transition

Public enterprise share of capital formation, 3ycma

Assasssination of Park Bank privatization &
and coup by Chun in 1979, performance evaluation
351 Gwangju Uprising in 1980 of SOEs in 1980-83
30 - /
10 major SOEs slated
25 - SOE share of for privatization
- investment in 1987
g
5 20 f
-
15 7 Mix of privatization,
creation of new SOEs, Democracy movement &
10 and stimulative policies direct presidential
from 1968-1973 elections in 1987
5 -
O T T T T T T T T T T T T T

T
1964 1966 1968 1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990
KDI, IMF, World Bank, Gavekal Data/Macrobond

Having a large state sector was not unusual among
developing economies in the 1950s-70s. The two most
successful developing economies in Asia (and indeed the
world), South Korea and Taiwan, both had large state-
enterprise sectors during their high-growth phases. These
were gradually reduced over time, and the SOE role in both
economies is now much smaller. But while China shares some
features of the development model pursued by Korea and
Taiwan, it is not following a similar trajectory on SOEs.
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The privatzation of Taiwan's SOEs only came after the political transition

Public enterprise share of capital formation

50
40 4 SOE share of
investment Death of Chiang Ching-kuo,
Lee Teng-hui takes office
= 30+
§ Privatization program
9 adopted after 1989 led to
20 - further sharp decline
Decline of SOE share in
mid-80s due to rapid growth
of the private sector
10 1
End of martial law
0 T T T T T T T T T

T T T T
1955 1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015
Gavekal Data/Macrobond

Substantial privatization of SOEs did not occur in either
Taiwan or Korea until after a political regime change that
began a transition to democratic rule. Trimming the state
sector was as much a political statement as an economic
policy. China shows no sign of going through such a political
transition. And the government under Xi Jinping has become
more rather than less attached to SOEs, increasingly valuing
them as tools of state policy and symbols of national
economic strength.
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Financial performance

Anatomy of a downturn
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Profitability indicators

After large-scale SOE reform

China's SOEs have been performing poorly since 2008 began in 1997, the

Aggregate indicators for nonfinancial state-owned enterprises; estimates for 2016 profitability of the state
sector steadily improved.
131 Return on equit Layoffs totaled around 30mn
12 - o e.qu 4 people over 1997-2004, and
11 - == Profit margin on revenues around 100,000 state firms
Profits ratio to.GDP were closed, privatized or
107 = Return on assets acquired. But major SOE
9 - restructuring stopped after
8 - about 2006, and SOE
*GEJ' 7 - profitability has steadily
S declined since the 2008
a 67 financial crisis.
> The 1997-2007 surge in SOE
4 - profits now looks less
3 - structural and more cyclical;
5 SOEs were benefiting from
the overall economic boom.
1 SOEs have handled the post-
0 i T T T T T T T T T 2008 slowdown poorly,
1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 hampered by less pressure

Ministry of Finance, Gavekal Data/Macrobond 0 reform and more pressure
to spend to support growth.
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Breaking down the decline in profitability

The return on assets of the

The general economic slowdown has weighed on SOE profitability state sector has declined

Contribution to total ROA of nonfinancial SOEs, by sector about 2.9 pp fromiits peak in
2007 (using an average of
6 Total 2013-15). This decline can be
= All other sectors broken down into:
h V‘ m Real estate & construction * 076pp from excess
P W Excess capacity sectors capacity sectors
4 = ® Infrastructure & public services * 0.75 ppfrom
I infrastructure & public
— ‘ .
g 3 - / - services
= —~ * Negligible change in
a5 __ N construction & real estate
* 1.40 pp from other
1 industry and service
sectors
0 The fall in SOE profitability is
thus roughly 50% due to the
1 - overall economic slowdown,
T T T T T T T T T T T T T T T 25% due to the heavy
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 industry downturn, and 25%
Ministry of Finance, Gavekal Data/Macrobond due to lower returns on

public-sector investment.
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State vs private profitability

In the post-2008 economic
slowdown, the longstanding

Return on assets of Chinese industrial enterprises, by ownership, 7mcma gap in profitability between
state and private firms in the

Within industry, the gap with private firms has widened

10 1 industrial sector has
widened (comparable data
91 on services is not available).
g Some combination of poor
management, pursuit of
. non-economic goals, and
» capture of rents by insiders
§ 6 Al fitms helps explain why SOEs
E underperform private firms.
5 It is true that SOEs are more
concentrated in highly
4 - cyclical heavy-industry
State-owned sectors than private firms, so
3 4 their profits are more driven
by commodity-price swings.
5 But a sector effect can’t
T T T T T T T T T T T T T T T T explain all the gap: SOEs did
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 20122013 2014 2015 2016 not outperform in the

CEIC, Gavekal Data/Macrobond commodity-price upcycle,
but have underperformed in

the downcycle.
|
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Dividends

Before 2008, there was a
vigorous debate about large

Dividends paid to government by central state-owned enterprises SOE profits, which led to a
new system for SOEs to pay

175 7 - 10 dividends to the

Total dividends paid (lhs) government. This dividend
150 A - 9 policy was based on the idea
that SOEs made profits that
L g were consistently and
abnormally high—which has
been proved false by their
post-2008 performance.

The result has been that
required dividend payments
have been ramped up just as
- 5 SOE profits worsened. This
leaves SOEs with fewer
L 4 retained earnings, which
could be a factor increasing
their reliance on debt.

Dividend payments have been ramped up as profitability declines

125 -
Share of prior-year profits (rhs)

—_

o

o
|

1U213(

~N
()]
|

RMB, billion

50 -

T . T T . . T . T The real problem with
2008 2009 2010 2011 2012 2013 2014 2015 2016 Chinese SOEs is not that they

Ministry of Finance, Gavekal Data/Macrobond =~ make too much money, but
that they are inefficient and

unprofitable.
I
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Return on equity analysis

A look at the drivers of

Rising leverage has been used to support declining profitability return on equity helps clarify

Drivers of nonfinancial SOEs' return on equity, rebased to 2007=100 the dynamics of the post-
2008 decline in SOE
130 profitability.
120 - While SOEs’ profit margin on
revenues is down from its
110 - 2007 peak, it has been fairly
100 4 stable since 2012. However,
Asset turn (revenue/assets) SOEs have greatly increased
90 - the size of their assets, and
) these assets are not
2 80 - . generating much new
70 - Margin revenue. The increase in
(profits/revenue) assets has also been largely
60 funded by debt rather than
50 retained profits.
ROE (profits/equity) Higher leverage is thus
40 keeping state-sector ROE
30 - from falling even more than

. . . . . . . . . . it already has. But this does
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 not look like a good long-

term strategy as SOEs are

now burdened with lots of

low-return assets.
I Y
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Balance sheet

High debts and low-return assets
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Leverage ratios

The leverage of the state
sector has steadily increased

Leverage indicators for all nonfinancial SOEs; estimates for 2016 since around 2008,
regardless of which indicator

Leverage in the SOE sector has been on therise

200 - is preferred. The surge in
175 4 borrowing is driven by a
Liabilities-to-equity ratio combination of heavy
o 150 1 infrastructure spending and
E 125 a need for cash to survive
K% the economic slowdown.
100 7 Listed company data
75 suggest about 46% of SOE
liabilities are financial debts.
50 - This ratio implies that SOEs
70.0 - had about RMB47trn in
- outstanding debt in 2016,
% 65.0 - annreTL - equivalent to 63% of GDP
~ . and 31% of private credit.
= 6001 /\/\/ - While the t
] Liabilities-to-assets ratio governmen
550 - recently began focusing on
T T T T T T T T T T reducing hlgh corporate
1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 |everagel the aggregate

Ministry of Finance, Gavekal Data/Macrobond ~ leverage of the state sector
still rose in 2016, if more

slowly than in 2015.
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State vs private leverage ratios

Comparing the leverage
trajectory of state and non-

Liabilities-to-equity ratio for industrial enterprises, 12mma state companies in the
industrial sector shows a

SOEs' growth in leverage has greatly outpacted private firms

165 - dramatic divergence (similar
State-controlled d . .
160 - ata for the service sector is
not available).
155
The reason non-state
150 industrial companies have
145 \\ been able to keep reducing
their leverage ratio is not
E 140 - that they have been
= 135 - restrained about taking on
~ debt—far fromiit.
130 But they remain
y
125 systematically more
120 - profitable than state firms,
and as retained profits keep
115 - building up equity, their
110 - corporate leverage ratio is
. . . . . . . . still falling. The problem of
2002 2004 2006 2008 2010 2012 2014 2016 high leverage at SOEs is thus
Gavekal Data/Macrobond inseparable from their poor
profitability.
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Debt increase by sector

The biggest increase in debt is from infrastructure and related sectors

Sources of increase in total SOE liabilities, by sector

80

RMB, trillion
w N Ul (@) ~
o o o o o
1 | 1 | |

N
o
1

—_
o
1

Infrastructure &
public services

Real estate &
construction

Other sectors
Excess capacity

- -

Change, 2007-2015

Ministry of Finance, Gavekal Data/Macrobond
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Looking at the nominal
growth in liabilities since the
financial crisis makes clear
how much the rise in SOE
debt has been driven by the
repeated rounds of
infrastructure stimulus.
Infrastructure and other
quasi-government services
account for more than half
of the total increase.

Another big contributor to
the increase in SOE debts is
the real estate sector, which
has also benefited from
repeated rounds of
government stimulus. SOEs
have been steadily boosting
their real-estate investments,
despite occasional pushback
from the government, which
wants them to focus on
more “strategic” sectors.
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Leverage ratios by sector

Infrastructure & heavy industry are driving debt ratios higher

Liabilities-to-equity ratio of nonfinancial SOEs, by sector group

Excess capacity
sectors
Infrastructure &
public services

* Real estate & construction
not shown for space reasons

I I I I I I I I I I I I I I I
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
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The rise in the overall
leverage ratio for the state
sector is basically driven by
infrastructure and the other
public-service sectors.

The leverage ratio for the
financially-stressed excess
capacity sectors has
exploded as profitability
collapsed, but they still
represent a relatively small
part of the SOE sector.

Other industrial service
sectors have higher leverage
ratios than they did in the
boom years of 2006-7, but
their leverage has actually
been relatively stable in
recent years.

Note: the leverage ratio for
the real estate sector is so
high that it is not shown in
the chart.
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Asset allocation

The counterpart of the
growth in SOE liabilities is

Share of total assets of nonfinancial SOEs the buildup in assets these
liabilities are financing.

SOE assets are increasingly concentrated in low-return sectors

70 - The share of SOE assets in
~— infrastructure and other
60 - /_/\ PR quasi-government sectors
_— 8,: rg; I;:ze:":fces has steadily risen over time.
50 P There has also been a
substantial increase in the
- share of SOE assets in real
§ 40 7 estate, which many firms see
o as more attractive than
(a8
30 - traditional industry.
Real estate & The increasing
20 - construction concentration of SOE assets
L — in low-return public-service
10 - "_F( sectors will weigh down
Excess capacity sectors — their future financial
(coal, metals, materials) performance. SOE profits are
0+ T T T T T T T T T T T T T T also increasingly dependent
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 on the government, since

Ministry of Finance, Gavekal Data/Macrobond  Profits in these sectors are
largely set by regulation.
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Funding costs

China’s decision to finance
huge amounts of

Measures of the cost of capital and return of capital infrastructure spending
through SOEs rather than

SOEs will have difficulty repaying debt at market rates

8 1 the government budget has
Average rate for at least one very obvious
77 corporate loans financial downside.
ROA of industrial SOEs SOEs are not formally part of
67 the government and so must
finance themselves via banks
o > and the corporate bond
§ market. Their cost of capital
E 41 may be low but it is not as
low as the government’s
34 own risk-free borrowing rate.
The returns on infrastructure
27 q and other SOE investments
. ROA of SOEs i Ere S|§| low that;heli/ r::ay not
infrastructure € able tg pay back these
debts. This puts pressure on
0 | | | | | | | the government to keep

2010 2011 2012 2013 2014 2015 2016 interest rates low. It also

CEIC, MOF, Gavekal Data/Macrobond means many of these SOE
debts will eventually have to

be nationalized.
]
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Summary & conclusion

* Almost forty years after its market reforms began, China’s state-owned
enterprise sector retains an exceptionally large role in the economy. SOEs
are called on to support economic growth, deliver regional aid, and satisfy
planners’ industrial-policy ambitions.

* SOEs’ financial performance has now been deteriorating for a decade—
longer than the period of improvement after the 1997 reforms. SOEs
underperform private firms in competitive sectors, and are also increasingly
being pushed into low-return infrastructure and public service sectors.

* SOEs have also run up huge amounts of debt as they pursue government
priorities, but there is a risky mismatch between their low public-sector
return on capital and their high private-sector cost of capital.

* SOEs' role in the economy is nevertheless growing, not shrinking—a trend
that will push down future productivity growth and push up public debt.
Current government policies are neither tackling the root causes of poor
SOE performance nor reducing the size of the SOE sector.
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More Dragonomics research on SOEs

 The Rise Of A New Conglomerate

At the local level, SOE “reform” is not leading to better governance and financial performance
for SOEs, but instead allowing them to become even larger, more complicated and less
transparent conglomerates. Yankuang Group in Shandong is a case study.

* Villains Or Victims? The Role Of SOEs In China’s Economy

The idea that SOEs should be competitive, profit-seeking companies is dead; it is now taken

now taken for granted that SOEs should be instruments of government policy. Their mandate
to act as growth stabilizers however requires them to make investments that deliver low
public-sector returns while funding themselves at a high private-sector cost of capital.

* The Mixed-Up Case Of Mixed-Ownership Reform

While the SOE reform plan welcomes private capital in rhetoric, in practice fears of the “loss of

state assets” have stymied significant privatization. In some cases SOE ownership is just
“mixed” by setting up cross-shareholdings with other SOEs.
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http://research.gavekal.com/article/mixed-case-mixed-ownership-reform
http://research.gavekal.com/article/villains-or-victims-role-soes-china%E2%80%99s-economy
http://research.gavekal.com/article/rise-new-conglomerate
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