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OPINION

When leaders from China and
the U.S. gather for talks in Wash-
ington this week, they will not be
able to avoid the thorny issue of
state capitalism. Defenders of this
distinctive economic model argue
that China’s huge collection of
state-owned enterprises is an in-
dispensable tool for the nation’s
growth. For the U.S., state capital-
ism has emerged as the dominant
issue in its economic relationship
with China. Yet critics often lack
an understanding of how China’s
state-owned enterprises (SOEs) re-
ally work.

Outside of China, the debate
over the country’s state capitalism
is driven by two perceived prob-
lems. First, China’s SOEs have be-
come increasingly profitable and
economically dominant since the
2008 global financial crisis. Sec-
ond, their profits and power come
from their ability to bypass market
competition and extract subsidies
and other favorable policies from
the government. As these state
firms expand their global presence,
their unseemly profitability and
unfair market power undermine
the competitiveness of U.S. compa-
nies.

The U.S. and other like-minded
countries have been searching for
ways to redress this imbalance.
The simplest remedy is to take

away some of the SOEs’ profits.
One of the main accomplishments
of the 2012 Strategic and Eco-
nomic Dialogue for the U.S. was
China’s agreement to require more
state firms to pay higher divi-
dends. Getting China to reduce
subsidies to SOEs is tricky, but the
U.S. has stepped up its use of trade
remedies to fight against subsidy
policies. It wants to incorporate
restrictions on SOE aid into the
Trans-Pacific Partnership and
other new trade deals under nego-
tiation.

These are not necessarily bad
policies, but their popularity ap-
pears to be based on a mistaken
understanding of how SOEs actu-
ally function. Simply put, the real
problem is not that China’s state
firms are too profitable or too sub-
sidized, but that they are too inef-
ficient. Most SOEs are not globe-
straddling colossi flush with cash–
they are parochial, poorly
performing companies. As the Chi-
nese government cools down the
rapid credit growth that many
SOEs rely on, the real condition of
its state sector will become in-
creasingly clear.

The idea that SOEs’ fortunes
have improved since 2008, thanks
to waves of government cash flow-
ing through Chinese economy,
does not stand up to scrutiny. In
fact SOEs in general have done
poorly in the years since the crisis,
proving less nimble than private-
sector firms at adapting to a
slower-growing China. According
to the Ministry of Finance, China’s
state firms have made a combined
return on assets of barely 3% since
2008. Their financial performance
in recent years is heavily driven by
big increases in debt, rather than
improvements in underlying prof-

itability. The size of SOE profits
relative to China’s annual GDP
peaked at 6.6% in 2007 and has
hovered between 4% and 5% since
2008.

While a few large and profit-
able firms like PetroChina and
China Mobile dominate public per-
ceptions of SOEs, most state firms
are much smaller and financially
weaker. China has more than
100,000 state enterprises, most of
them controlled by local authori-
ties rather than Beijing, and be-
longing not to high-profile strate-
gic sectors like energy and
telecommunication. The average
SOE has annual revenues of less
than $45 million.

It’s certainly reasonable to ask
the most profitable SOEs to pay
much of their profits back to the
government as dividends, as state
firms in other countries do. But
most of China’s SOEs would strug-
gle to generate enough profit to
even attract the attention of divi-

dend-collectors in Beijing.
While the government clearly

allows some state firms to occupy
profitable niches, the ability of
SOEs to sway government policy
to their own benefit is often over-
stated. For example, state energy
firms may have a monopoly on ex-
tracting oil and gas, but they have
to sell the resulting gasoline, die-
sel and other fuels at state-set
prices that frequently leave little
room for profit. For every Chinese
SOE that is granted a lucrative
franchise, there is another that has
to endure low margins in order to
meet the government’s political
goals.

Even in sectors where law or
custom gives SOEs a favored posi-
tion, there is little evidence that
they are able to translate that
power into enormous economic re-
turns. China’s state-owned tobacco
firms, for instance, make a high
17% return on equity—but publicly-
traded tobacco firms outside China

make even higher returns, around
23%. The same pattern holds true
for other industries dominated by
SOEs, such as telecom, electric
power and transportation. So even
with a monopoly or other advan-
tages, Chinese SOEs tend to make
lower returns than non-state com-
panies in competitive markets.

Both the defenders and the crit-
ics of Chinese SOEs tend to over-
state their accomplishments and
financial success. The last round of
state-enterprise reforms in China,
which happened from 1998 to
2003, resulted in real achieve-
ments. They shuttered thousands
of unprofitable companies and
forced the rest to face the disci-
pline of the market.

But many of those gains have
been undone in recent years, as
slow economic growth renewed
political pressure on state firms,
making them spend and hire more
in order to keep GDP figures high.
Burdened by poor investment deci-
sions, state-owned firms are falling
further and further behind China’s
vibrant private-sector firms.

Both the U.S. and China should
therefore favor a revival of the
principles embraced by the previ-
ous generation of Chinese reform-
ers: holding SOEs to high global
standards of performance and
transparency, and closing down or
selling off chronic poor performers.
Such a program would address U.S.
concerns about lack of fair compe-
tition in state capitalism. And with
China now settling into a slower
economic trajectory after the past
decade’s boom, its leaders should
be eager to remove the poorly per-
forming SOEs’ drag on growth.

Mr. Batson is research director at
GK Dragonomics in Beijing.

A Sinopec natural gas transmission facility in Sichuan.
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There is little evidence
that China’s state-owned
enterprises are able to
turn power into profits.


