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What Kind of Privatization?

Guogiang Tian & Hong Liang

The Fifteenth Party Congress of the Chinese Communist Party (CCP) at-
tracted worldwide attention by announcing its adoption of the zhua da fang
xiao (“control the big, while releasing the small”) strategy in reforming its
354,000 state-owned enterprises (SOEs), 240,000 of which are small-sized
SOEs. A shareholding system (gufen zhi) will be a major instrument for
SOE reform. Zhua da fang xiao means that the government will effectu-
ate a strategic reorganization of SOEs by tightly managing large enter-
prises while adopting flexible policies toward small ones. It will establish
highly competitive large-enterprise groups with transregional, intertrade,
cross-ownership, and transnational operations. At the same time, it will
quicken the pace toward relaxing control over small SOEs and invigorat-
ing them by way of reorganization, association, merging, leasing, contract
operation, shareholding partnerships, or sell-offs. The CCP said that it
would encourage merging enterprises, standardizing bankruptcy proce-
dures, diverting laid-off workers, increasing efficiency by downsizing
staff, and encouraging reemployment projects. This will form a competi-
tive mechanism that selects the superior and eliminates the inferior.!

Due to the special political mobilization efforts of the party congress,
this policy guideline led immediately to the implementation of sharehold-
ing and cooperative shareholding systems in the SOEs. The shareholding
system is held to be a panacea for the success of SOE reform in many re-
gions. The intense interest in a shareholding system in many ways resem-
bles the craze in real estate and special economic zones a few years ago
in Mainland China. Some counties or cities, which until a few months ago
had taken no action in the SOE reforms, suddenly announced that 80 to 90
percent of the SOEs under their jurisdiction had been transformed into
shareholding or cooperative shareholding firms. Some foreign scholars
have added to this craze by claiming that the shareholding system is a
great theoretical innovation of the socialist market economy, and that the co-
operative shareholding system for small- to medium-sized SOEs is superior
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to the Western shareholding system because it adopts a “one shareholder
one vote” rather than “one share one vote” approach.

How should SOE reform and its highly publicized shareholding sys-
tem be evaluated? What form of shareholding should be adopted: One in
which the state or the collective has the dominant share, or one in which
individual shareholders as a whole have the dominant share? The 1§tter
system seems preferable. This chapter argues that with further ma'rketlza-
tion reforms and improvement of the market system, the shareholdlng sys-
tem with individual shareholders holding the controlling rights will be
more efficient than the one with the state or the collective holding the con-
trolling rights. Besides the choice of different forms of sharehc?lding sys-
tems, what is the appropriate speed and scale for the shareholding system
reform and privatization? What are likely to be the concerns and chal-
lenges during the process of SOE reforms? o

In addition to addressing these questions, this chapter will discuss an
important issue that has until now been largely ignored by scholars: the
rapid expansion of government employees. By the end of Jupe 1997, the
number of employees in government organs and agencies had increased by
1.35 million compared with the previous year. The first half of 1997 alor}e
accounted for an increase of 1.08 million. The growth rate of employees in
this sector was 8 percent, and more than offset the decrease in employe_:es
working in the SOEs (which was 1.27 million). This means that the gains
from SOE reform in terms of reduced employment in the state sector have
been completely consumed by the expansion of governmer'xt organs and
agencies. If this situation persists, it will create serion_xs difficulties for
smooth systematic transition. This problem is more serious anfi pressing
than the SOE reform. It will be very difficult to solve and it will involve
substantive reform in the political structure. -

This chapter is organized as follows: the first section discusses the ne-
cessity and urgency of SOE reform, and the next section focuses on the
forms of shareholding systems. The speed and pace of SOE reform are an-

alyzed in the following section. The last section discus'ses. the problems
posed by the expansion of government organs and agencies in recent years
and the chalienges this presents to China’s transition.

The Necessity and Urgency of SOE Reform

The official announcement of the Fifteenth Party Congress, wh‘ich
launched the systematic reform of SOEs by implementing a ‘share‘hold‘mg
system, is of momentous importance and will have far-reaching historical
significance. The CCP now considers the well-executed r§f0.rm of SOES as
the top national priority and of vital importance in building a socialist
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market economy. As early as March 1997, the adoption of zhua da fang
xiao as the means to reform the SOEs and the use of a shareholding system
as the reform’s major policy tool had been set forth by Premier Li Peng in
his report delivered at the Fifth Meeting of the Eighth National People’s
Congress. Since the CCP holds the ultimate power, the resolution of the
Fifteenth Party Congress has significant influence and authority. Without
doubt, the implementation of SOE reform and shareholding system is a de-
cisive step forward in the transition toward a market economy. It may be
regarded as the beginning of privatization, or, using the official terminol-
ogy, the “diversification of the ownership structure.”

A few years ago, one author of this chapter argued that the smooth
transition of the Chinese economy toward the market system would go
through three stages:2 (1) economic liberalization, (2) marketization, and
(3) privatization.3 The first stage began in 1979, when economic reform
was initiated in the agricultural sector. The main policy slogan at the time
was “untying and relaxing,” which meant that the central government
would give up some decisionmaking authority. The second stage began in
1992 after Deng Xiaoping gave a major speech during his visit to southern
China. The Fourteenth Party Congress in 1993 announced that China
would make big strides toward establishing a socialist market economy.
The last stage is the nationwide privatization of the SOEs, which for vari-
ous reasons had been put on hold for a number of years. Experiments with
diversified ownership structure in selected SOEs started as early as the
mid-1980s, with policy options ranging from leasing, bankruptcy, sell-offs,
cooperative shareholding, shareholding, reorganization, and mergers to
Joint ventures with foreign capital. In various experiments, shareholding
increasingly gained momentum. In 1994, there were 25,800 shareholding
enterprises, 135,700 cooperative shareholding enterprises, and 2,853,300
township enterprises, the total of which accounted for 10 percent of all
SOEs in China.

Why should zhua da fang xiao be used to reform the SOEs and trans-
form them into a shareholding system on a large scale? The reasons lie in
the early success of marketization reform, the rapid growth in the nonstate
sector, and the relative inefficiency of the SOEs compared with non-SOEs,
Marketization reform has exposed the SOEs to more competition from the
nonstate-owned sector. Although efficiency in many SOEs has improved
remarkably, most of them lag behind similar nonstate-owned enterprises.
There is a widespread belief that the SOEs are not as profitable as the
township enterprises, and the latter are not as profitable as private enter-
prises. In recent years, the number of money-losing SOEs has increased
continuously, and they have created grave challenges to the state budget.
The losses incurred by many SOEs were not only caused by low effi-
ciency, but also by mandatory planning and ceiling prices set by the state.
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The problems of the SOEs have manifested themselves in the follow-
ing ways:

1. The number of money-losing SOEs and the amount of the losses
have been increasing continuously. About two-thirds of the SOEs are op-
erating with losses. When the SOEs are measured as a whole, the amount
of their total losses has exceeded their total profits. .

2. The contribution by the SOEs to national industrial growth has de-
creased. At the present time, SOEs only contribute about 5 percent .to the
total industrial growth in China, while the non-SQE sector contributes
about 95 percent. The SOEs as a whole are so inefficient that they prodl.lce
about 30 percent of the GDP but use about 70 percent of total capital
form;u’;‘)lr:;: SOEs have caused huge deficits in the government budget. It
has become increasingly difficult for the government to bea'r the burden of
billions of dollars every year to subsidize the money-losing SOEs, and

ir number has been rising continuously.

tht31r4x.n'1I‘he living standard of workers employed by SOEs has been drop-
ping in recent years. Many money-losing SOEs can only pay workers the
basic wage with no other benefits, while some are in sucfh bad shape that
they cannot even pay the basic wage. This has resulted in many workei;s
living below the poverty level, especially those employed by the SOf S
whose production has been idle or semi-idle. After the wage increase for
government employees a few years ago, the wage level in money-losing
SOEs is the lowest in the economy. It is at about 200 yuan (about US$25)
per month and is 50 percent lower than that of government employees.

5. There is widespread erosion of state-owned property. Because t‘he
market economy is still in its infancy and govemment _regulatlons are in-
adequate, state-owned property has been «?rodmg rapidly. According tlo
some reports, an average of about 100 million yuan (about US$12.5 m10-
lion) worth of state-owned property has disappc?ared every day since 198 ,
which amounts to a total loss of about 1 trillion yuan (US$125 billion)
by now.

Ensuring the survival of the SOEs has become an urgent. task in the eco-
nomic transition. Because of the dominant role SOEs pl‘ay in the economy,
their reform will remain at the top of the CCP’s agenda in the near futurfe.

Conditions for taking bolder steps in enterprise reform have also im-
proved markedly. Liberalization and marketization reforms have trans-
formed the old planned economy with a dominant state sector to a market-
oriented economy with a rapidly growing nonstate sec.:to‘r. The reforfn
policies since the late 1970s have granted individua‘ls. limited economic
freedom, acknowledged the economic interest of individuals, e.ncouraged
decentralization and competition, and allowed diverse ownership forms to
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develop side by side with the SOEs. These reforms have resulted in the
vigorous growth of the nonstate sector (including cooperatives, private en-
terprises, township enterprises, foreign capital enterprises, and joint ven-
tures) and have profoundly changed the economy.

The share of the state-owned sector in the whole economy is declining
continuously. It was about 80 percent in 1979 and had fallen to about 30
percent at the end of 1997. The nonstate sector has become the driving
force behind the rapid economic growth. There has also been impressive
progress in establishing a market economy. Price reform has resulted in
more than 90 percent of all prices being determined by supply and demand
in the marketplace, which has greatly enhanced the competition mecha-
nism of the economy. Markets for stock, real estate, and labor have also
been set up, though these are still in their early stages. In addition, the eco-
nomic growth of the past decade has enhanced the state’s fiscal capability
to handle more bankruptcies of the SOEs.

In summary, both the grave difficulties facing most SOEs and a better-
prepared economy now urgently call for large-scale SOE reform. Although
some officials and scholars still believe that the SOEs can perform effi-
ciently in a market economy, the government’s policy of “controlling the big
and releasing the small” is a bold step in the right direction, for it begins to
realize that the relative efficiency of SOEs is going to decline further as the
market economy develops. Unless privatized, the SOEs have no chance of
surviving. The policy of “controlling the big and releasing the small” is
going to pave the way for eventual reform of the large-sized SOEs.

The Forms of the Shareholding System

After deciding to implement the shareholding system, the government
faces the issue of which form of the shareholding system to choose.
Should it encourage the kind of shareholding system in which the state or
the collective holds controlling rights, or the one where individual share-
holders hold controlling rights? From the report delivered by Jiang Zemin
at the Fifteenth Party Congress, the party seems to favor the former. The
leadership has not broken entirely with the old ideology. Jiang stated that
the government would retain a dominant ownership position and would de-
velop diverse forms of ownership side by side. The dominant position of
the state-owned sector is defined as requiring a dominant position in major
industries and other key areas that concern the lifeblood of the national
economy. Jiang further elaborated on this point by saying, “The public sec-
tor includes not only the state- and collectively-owned sectors, but also the
state- and collectively-owned elements in the sector of mixed ownership.”
The dominant position of public ownership should manifest itself as fol-
lows: public assets dominate the total assets of society, and the state-owned
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sector controls the lifeblood of the national economy and plays a leading
role in economic development.

Jiang’s report at the Fifteenth Party Congress did show some progress
on the issue of ownership, but the party is still fettered by the old ideolog-
ical constraints. This dilemma is best revealed in Jiang’s remarks that

the shareholding system is a form of capital organiz.ation of modern en-
terprises, which is favorable for separating ownershlp.from management
and raising the efficiency of the operation of enterprises and capital. -It
can be used both under capitalism and under socialism. We cannot say in
general terms that the shareholding system is public or privatg, for the
key lies in who holds dominant shares. If the state or a collect'lve holds
dominant shares, it obviously shows the characteristics of public owner-
ship, which is favorable to expanding the area of contrpl by public capi-
tal and enhancing the dominant role of public ownership.5

Thus, from Jiang’s report, it is obvious that the shareholding system
that the Chinese government wants to implement is one in which the state
or collective holds controlling rights. Moreover, the CCP seems to hold the
belief that it is possible to run a public economy efficiently under market
conditions. Neither economic theory nor practice, however, supports such
a belief. Of course it might be possible that the wording in Jiang’s report
is a tactic to avoid being caught in the tangle with the ideological leftists,
which would increase domestic resistance to SOE reform. In practice, the
CCP may well be much bolder and less constrained by ideology in i.mple-
menting the reforms. Nevertheless, the ambiguity in such important issues
will add difficulty to the privatization of the SOEs. If the state or coll'ec—
tive is going to hold a dominant share (and thus have the decisionmaking
authority) in the shareholding system, it will inevitably be a detour on the
road to real privatization, where individual shareholders have the dominant
share. There are several reasons this is true.

First, to avoid unnecessary confusion, private and public ownership
must be defined. From modern property rights theory on ownership, the
ownership of an enterprise refers to the contractual relationship that d?s—
tributes the residual claims and residual controlling rights. Different dis-
tributions or allocations of the power and responsibility associated with
ownership give rise to different ownership structures and arrangements.
Private ownership is clearly defined and it grants an individual the ex.cll'l-
sive right to claim ownership. On the other hand, nonprivate ownersh.lp is
not clearly defined since it does not give exclusive right of owners'hlp.to
any individuals. Compared to private ownership, public ownership (in-
cluding state and collective ownership, as well as shareholding by the state
and collective in mixed ownership) does not clearly set the boundaries of
power and responsibility associated with the ownership arrangement. It is
worth mentioning here that a private-ownership arrangement does not
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mean that every right relating to the ownership is concentrated in one per-
son’s hands. Some rights can be shared by more than one individual, but
with a clear division. For example, shareholders own the means of pro-
duction, the manager has the right to manage the means of production, and
the employees have the right to work with the means of production during
the period of their contracts.

What are the benefits of a shareholding system? There are two main
benefits. First, it can promote the development of an efficient capital mar-
ket. Second, it can objectively appraise the economic performance of an
enterprise, whereas a supervising government branch usually cannot. In-
formation regarding an enterprise will be more reliably reflected in the
price of stocks traded on the stock market. If a firm performs well, its
stock price is likely to go up, for more people are willing to buy and hold
its stock. Through the trading of stocks, efficient firms will survive,
whereas inefficient ones will go out of business. If the state or collective
holds the controlling share, the government department responsible for the
firm will have the final decisionmaking authority in business management
and personnel appointment. Factory directors and managers will be ap-
pointed by supervising departments, while smaller shareholders cannot re-
ally participate. Since these appointed factory directors and managers do
not bear the risks associated with their management, they are less likely
to devote all their efforts to increasing the value of their firms. In a mar-
ket-oriented economy, it is difficult for such businesses to compete with
those in which individual shareholders hold the controlling rights and bear
the risks of the firms. In other words, because the ownership arrangement
is not well defined, firms with the state or collective holding the control-
ling rights tend to be less efficient than those firms whose ownership is
clearly defined. As marketization reform progresses, the relative efficiency
of the public-owned sector will continue to fall. Even though the effi-
ciency of some of them may be higher after mergers and acquisitions, their
relative efficiency compared with the private sector will be lower as the
transition to a full market economy advances.

The evidence is already there. Many SOEs that have been transformed
into the so-called shareholding system are examples of “old wine in a new
bottle” as they still function in the same old way. Various sources have re-
ported that workers are not very enthusiastic about this kind of sharehold-
ing system, especially workers in the money-losing enterprises. Many of
them believe that the shareholding system is a way for the government to
take their money to pay off the debt accumulated by the money-losing
SOEs, because all the debts have been shouldered by the government in
the past. Many workers refuse to participate in this type of shareholding
system. In response, some firms have threatened to fire those workers who
do not want to buy the required amount of stocks. For example, the Shang-
hai Interim Procedures for the Shareholding System, which became effective
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on June 1, 1997, require that 90 percent of the employees of an SOE must
become shareholders when the shareholding system is implemented. As a
result, forced participation may emerge when an enterprise wants badly to
become a shareholding company and more than 10 percent of its employ-
ees do not want to participate.

In many ways, the workers’ concerns are justified. Some publicly held
companies are big money losers. The mid-year statistical report of Shang-
hai in 1996 revealed that thirty enterprises listed on the stock market
(about 12 percent of the total companies listed) reported losses or earnings
of less than one cent per share. The situation seems to be getting worse.
According to the newly released report on listed companies in 1996, the
money-losing firms increased from eleven in the previous year to seven-
teen in the Shenzhen stock market, with the loss per share increasing from
0.16 yuan to 0.36 yuan. In the Shanghai stock market, the number in-
creased from six to fourteen, and was 4.49 percent of the total number of
firms listed. This represents a 1.4 percent increase over the previous year,
and the loss per share grew from 0.29 yuan to 0.49 yuan. The net return on
capital, which is a better measure of a firm’s performance, has dropped
from 12.47 percent in 1995 to 10.15 percent in the two stock markets. It
is important to note that all the unprofitable firms were listed on the mar-
ket before 1996. In addition, it seems that the longer a firm has been listed
on the stock market, the worse its losses. For the above two stock markets,
the average earnings per share over a five-year period was 0.39 yuan, 0.25
yuan, 0.21 yuan, 0.17 yuan, to 0.15 yuvan in Shanghai, and 0.37 yuan, 0.20
yuan, 0.28 yuan, 0.18 yuan, to 0.11 yuan in Shenzhen. In only a few years,
many publicly listed companies are facing the possibility of going out of
business. Among the two hundred firms newly listed last year, twenty-two
had less than 10 percent net return on capital, while others reported very
low profits or were on the verge of reporting losses.

Yet most of the listed companies were above-average performers
among the SOEs. The original intention of getting these firms listed on the
stock market was to attract additional funds and improve managerial effi-
ciency. They were supposed to set examples for other SOEs of how to be-
come modern market enterprises. However, their disappointing perfor-
mance casts doubt on whether the shareholding system with a dominant
public shareholder (be it the state or the collective) can solve China’s SOE
problem. Such a shareholding system does not provide fundamental
changes in the way firms are managed. It only changes the way funds are
raised. If the situation continues, inefficiently managed firms will incur
losses not only to themselves, but also directly to the general public. This
will have far-reaching consequences for SOE reform and the development
of the Chinese stock market.

It is apparent that the shareholding system with a dominant public
shareholder cannot solve the efficiency problem facing the SOEs. There
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are two solutions to this problem. The first is to implement a shareholding
system where individual shareholders hold a dominant share, which in
essence privatizes the SOEs. When individual shareholders bear the costs
and benefits of a firm’s economic performance, they have an incentive to
monitor closely the firm’s management. The incentive structure is the main
reason modern enterprises are more efficient in market economies. If, be-
cause of ideology, the government insists that the public has to hold a
dominant share in the shareholding system, there is another solution sug-
gested by one author of this chapter a few years ago: the state or collective
can be granted a special kind of shareholding that would give it priority
in assigning dividends, but the state or collective would not participate in
the election of factory directors, managers, or the board of directors.6 This
is a viable way of solving the dilemma of keeping the public as the biggest
shareholder while maintaining enterprise efficiency. There have been some
local enterprises and some township enterprises that have implemented
shareholding or cooperative shareholding systems along this line, and the
results are quite encouraging.

Another important issue relates to the cooperative shareholding sys-
tem, which refers to the kind of shareholding system in which employees
own all the equity of a firm. Outsiders cannot own its stock and shares can
only be exchanged internally. The distribution of the firm’s earnings is
made according to one’s contribution as a worker and one’s shareholding
status. Under current political, economic, and social conditions, the coop-
erative shareholding system has been well received and is growing rapidly.
Although it has the advantages of relatively clearly defined ownership and
a flexible structure, it also has serious drawbacks. For example, it prohibits
outside capital from coming in and reduces capital mobility. It may be
suitable only for small-sized enterprises and various service firms. How-
ever, as an enterprise grows bigger in size and scale, capital will become
a more important element for the further growth of the firm. The need to
attract additional capital will eventually lead many cooperative sharehold-
ing firms to become publicly listed on the stock market.

The proposition of “one shareholder one vote” is even more problem-
atic. Besides the drawbacks already mentioned above, the proposition
makes it possible for shareholders who control relatively fewer shares to
make management and administrative decisions, while the shareholders
who have more shares bear a bigger portion of the risk. If the rights of de-
cisionmaking do not depend on how many shares one owns, why would
anyone want more shares? It is natural that people with fewer shares at
stake are more willing to take bigger risks. But, who is willing to let other
people gamble with their money? (Imagine, for example, that you and the
authors are going to enter into a partnership. Would you be willing to have
equal decisionmaking power with us if you contributed $1 million to the
partnership, while we only contributed $100?) On the other hand, if it is
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required that everybody have an equal amount of shares, the result will be
that people who want to invest more cannot do so. This will lead to the in-
efficient use of capital, as well as a waste of entrepreneurial opportunities.

When discussing the relative merits of various forms of shareholding
systems, only the criterion of economic efficiency has been used so far.
Reform should be concerned not only with improving economic efficiency,
but also with other goals such as social fairness and stability. Economic ef-
ficiency and equity are two commonly used criteria for evaluating the con-
sequences of economic activities, although from different angles. They
embody two different value concerns of human beings. In general, there
is a trade-off between efficient allocation of resources and equal income
distribution. Because people are different in their capabilities, in order to
improve efficiency and encourage hard work, the amount of income each
individual gets will inevitably have to be different. If a person’s income
does not depend on his efforts or his contribution, he would be unlikely to
put in his best effort. Although policies aimed at a more equal income dis-
tribution often reduce efficiency in order to maintain social stability and
correct social injustice, people are generally willing to trade some eco-
nomic efficiency for a more equal income distribution.

The economic system before reform overemphasized equal income
distribution and basically ignored the efficiency of resource allocation.
Many SOEs are in the red and are relatively inefficient compared with
similar enterprises in the private sector. Also, since China is still in the
early stages of economic development, economic growth is its most press-
ing challenge. Under these circumstances, the task of transforming the old
inefficient SOEs into modern market enterprises with clearly defined
rights and responsibilities should emphasize breaking the “iron rice bowl”
and enhancing the efficiency of resource allocation. As market reform con-
tinues, the importance of a clearly established ownership structure will be-
come increasingly important.

Furthermore, the most suitable ownership structure may be different
under different economic conditions. State, collective, and private owner-
ship each has relative advantages in different economic environments. In
an article on ownership reforms in the transition economies,” Guogiang
Tian argues that when economic freedom is very limited and the market is
in its primitive stage, SOEs may have a relative advantage over privately
and collectively owned enterprises; when the market economy develops to
an interim stage, the collectively owned enterprises may have more ad-
vantages than the other two forms of ownership; and when the market
economy develops to its mature stage, private ownership may be the best
ownership structure.?

In recent years, the cooperative shareholding system implemented in
many township enterprises has been highly praised. However, the cooper-
ative shareholding system is a transitional form of ownership arrangement.
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Although these ownership arrangements in township and other enterprises
have advantages at the present time, as the market reform deepens, more

qf them will be replaced by modern market enterprises with clearly estab-
lished ownership.

The Pace of Transforming the SOEs

Shou.ld China implement large-scale privatization of the SOEs at the pres-
ent tlme? Ha.ve large-scale bankruptcy and ownership structure reforms
becon}e imminent? Does the country possess the necessary conditions for
endurmg the pains associated with large-scale bankruptcy of the SOEs?
According to one report, the government plans to take about three years
to c‘lezhm up the money-losing SOEs. However, this timetable may be too
optimistic. Due to the lack of the necessary economic and social infra-

structure, the pace of large-scale reform in the SOEs must be deliberate
and gradual. The reasons are as follows:

1. The government does not have the required financial resources to
support the millions of workers who would be laid off. Restrictions set by
tpe government’s financial capabilities will limit the pace of reorganiza-
tion and bankruptcy of SOEs. Even without reorganization and bankruptcy,
the. government needs to provide assistance to about 50 million people
which include 13 million workers who are in essence already laid off b}:
unprofitable SOEs, 7 million workers waiting for employment, and 30 mil-
lion retirees.

2. The output value produced by the state-sector is still about 30 per-
cent of the GDP. If China implements the same type of privatization as in
the fqrmer Soviet Union and eastern European countries, large-scale bank-
Tuptcies may significantly lower the GDP, as well as people’s standards of
living. Many people will lose their jobs, and the real wages of those still
Fmployed may drop, at least temporarily. In the process of transition, it is
important to reduce social instability and avoid large-scale unemployment
for hards.hips of many individual workers may turn them against reform. ’

3. Since marketization is still an ongoing process, the value system
fmd the way of thinking of many people has not fully adjusted to the work-
ings of a market economy, particularly on issues relating to unemployment
and inflation.

. t't.‘The social security and unemployment benefit systems are in their
primitive stages. If a large number of workers are laid off, their livelihood
will be threatened. The frustration and difficulty caused by unemployment
as well as lowered social and economic status, may cause resentment 01;
the pm qf these workers, and therefore, lead to social unrest. Before social
security insurance and labor markets are adequately established, forcing
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large numbers of SOEs into bankruptcy would be a serious mistake. At the
present time, SOEs serve the role of providing a social safety net to those
workers who cannot find other employment opportunities.

5. The labor market has not been fully established, so workers who are
idle or waiting for employment cannot effectively find jobs for themselves.
Even without SOE bankruptcy, each year China faces the task of providing
employment to about 20 million people.

6. There are no effective facilities for training and helping unem-
ployed workers find new jobs.

7. Although the government needs to subsidize an unprofitable SOE,
the subsidy may in some cases be far less expensive than the required fi-
nancial resources to support all its employees if the SOE goes bankrupt.

In light of these constraints to rapid SOE reform, it is of great impor-
tance that the enterprise reform be taken with appropriate pace and se-
quence. In particular, the government should set aside sufficient financial
resources for an unemployment fund in order to provide temporary finan-
cial assistance to those workers who are going to be laid off by bankrupt
SOEs. Policies should be aimed at giving the unemployed workers more
freedom in their job search, providing them with more job training, and
promoting reemployment projects. '

An important area of policy action should be targeted at establishing
an efficient labor market so that labor can be more mobile. More freedom
in job seeking should be granted to workers in the SOEs. In fact, .policy
should also be directed toward pressing ahead with all the supporting re-
forms for establishing a market economy. Many of the current difficulties
are the result of immature or incomplete markets. A well-functioning mod-
ern market system not only means the absence of restrictions on prices and
goods traded, but also includes a market-determined price system, an ef-
fective macroeconomic management system, modern market enterprises,
an efficient and effective tax (and income distribution) system, a social
safety net, rule of law, antitrust (anti—unfair competition) provisions, and
open labor and capital markets.

The Issue of Rapid Personnel Expansion in the Government

One important issue that has largely been ignored by scholars and policy-
makers until very recently is the rapid personnel expansion in government
organs and agencies. As market reform continues, the number of employ-
ees working in the SOEs has been declining continuously, while the num-
ber of government employees has been expanding, and now stands at more
than 30 million. That means, on average, there is one government em-
ployee for every thirty Chinese people, whereas fifty years ago there was
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only one for every three hundred people. At the end of June 1997, the total
number of industrial employees was about 146.7 million, a reduction of
187,000 compared with the corresponding period of the previous year. On
the other hand, government employees increased by 1,352,000. The first
half of 1997 alone accounted for an increase of 1.08 million. The growth
rate of employees in this sector was 8 percent and more than offset the de-
crease in employees working in the SOEs (which was 1.27 million). This
means that gains from the SOE reform may have been completely ab-
sorbed by the expansion of government organs and agencies.

Such an expansion neutralizes the effectiveness of reforms in eco-
nomic and management systems. One reason for such an expansion is the
rapid decline of the SOEs. Many people have realized that the “iron rice
bowls” that used to be offered by the SOEs have been taken away and
workers in the SOEs face insecurity and lower wages. A government job is
viewed as secure and prosperous. In response, many people are trying by
every means to secure a government position. The second reason for such
rapid expansion is the lack of political reform. There has been little
progress in streamlining the government. Much of what has been done is
essentially window dressing; many units merely reallocated administrative
expenses or changed their names. Some units even took the opportunity of
reorganization to expand the unit and the number of employees. This poses
a more serious problem involving the reform of political structure and is
even more difficult to solve. The reason is obvious: state-owned enter-
prises still create some value, no matter how inefficient they might be;
government organs and ageacies, however, are totally consumptive units
that do not produce any commodities, or create any output value, or in-
volve any competition, but they spend huge sums of money to support
their operations. Even if the government is serious about streamlining its
operations and cutting positions, most of the people who are cut from their
posts will have difficulty making their way into the enterprises due to their
lack of the expertise required by those enterprises. Therefore, reform of
the political structure should be conducted as early as possible, starting
with simplification of organizational structure and considerable reduction
of government positions. As long as the current trend continues, the num-
ber of government employees will increase and institutional reform will
become more difficult. If this problem is not settled properly, the effort to
reform SOEs, to a large extent, will be wasted. Hence, reform of govern-
ment organs and agencies in a smooth and practical way is an urgent issue
yet to be addressed. (It is hoped that this chapter will bring more attention
to this issue and attract more research in this area, so that the economic
system of China can be transformed into a truly efficient market mecha-
nism with free competition.)

After the first version of this chapter was written in October 1997,
the Ninth National People’s Congress held in March 1998 carried out a
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government restructuring program by reducing the number of ministries
from forty to twenty-nine. The Chinese government also plans to cut 30 to
50 percent of government administrative employees in the next three years.
The government, it seems, has finally realized the importance of this issue
and made a remarkable step in reforming the government administrative
system. Perhaps the government can reach the proposed goal of reducing
the number of government administrative employees by 30 to 50 percent
in the next three years, although this goal may be too ambitious. But even
if it reaches this goal, the government needs to reduce its number of em-
ployees further, and to deepen the reform of the administrative system.
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