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ThinkChina.dk	Policy	Brief	(No	6	–	November	2016)	
	

State Enterprise Reform is Back 
	

In	this	policy	brief,	Professor	Barry	Naughton,	Sokwanlok	Chair	of	Chinese	

International	Affairs,	UC	San	Diego,	takes	stock	of	the	reforms	of	China’s	state-

owned	enterprises	(SOEs).		

	

	
The	Policy	Brief	argues	that	 	

• Even	though	SOE	reforms	were	announced	three	years	ago,	2016	is	often	

referred	to	as	“year	one	of	implementation	of	SOE	reforms”	

• Contradictions	among	the	reform	objectives	make	it	difficult	to	design	a	

coherent	reform	

• If	SOE	reform	turns	out	successful,	it	will	be	because	of	the	innovations	

pioneered	in	the	‘pilot	regions’,	i.e.	Shandong,	Shanghai,	Guangdong,	Jiangxi	

and	Chongqing	

• Some	SOEs	appear	to	have	unlimited	money	and	flexibility	–	and	are	anything	

but	‘lumbering	dinosaurs’.	But	also	that	while	flexibility	can	be	good	it	can	

also	be	a	recipe	for	waste	

• Central	SOEs	will	continue	to	challenge	the	principles	of	global	capitalism	and	

the	incumbents	in	key	industries;	local	SOEs	may	evolve	into	attractive	

partners	for	companies	outside	China.	

	

	
Introduction 

After	languishing	in	the	shadows	for	

years,	state	enterprise	reform	is	back	

on	the	agenda	in	China.	The	economic	

reform	program	laid	out	in	November	

2013	in	the	Third	Plenum	listed	SOE	

reform	first	among	the	substantive	

sections,	but	the	policy	process	since	

that	time	has	been	slow	and	tortuous.	

In	fact,	overall	SOE	reform	is	

extremely	complex,	and	it	is	important	

to	see	where	we	stand	in	the	policy	

process.	The	stage	of	building	a	

programmatic	“apex	document”	was	

protracted	and	characterized	by	quite	

bitter	disagreements	about	content.	

Only	in	September	2015	was	a	general	

document	on	SOE	reform,	“Guiding	

Opinions,”	finally	agreed	and	ratified	

by	the	State	Council	and	Party	Center.	

Couched	in	vague	and	occasionally	

contradictory	terms,	it	was	

understood	from	the	beginning	that	

multiple	supplementary	documents	

would	also	be	required	to	put	meat	on	

the	bones	(a	pattern	the	Chinese	call	

“1+N”).	As	of	September	2016,	

eighteen	supplementary	SOE	reform	

documents	have	been	promulgated.	

Thus,	2016	is	often	referred	to	as	

“year	one”	of	implementation	for	SOE	

reforms.	This	implies	that	today,	three	
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years	after	the	Third	Plenum,	SOE	

reforms	have	only	now	begun.	We	can	

now	begin	–	but	just	barely	–	a	serious	

evaluation	of	the	current	round	of	SOE	

reforms.		

	

In	the	current	round	of	SOE	reforms,	

Chinese	policymakers	are	attempting	

to	achieve	three	competing	objectives:	

increase	firm	autonomy,	so	firms	have	

better	and	more	clearly	defined	

incentives	to	improve	efficiency;	

increase	oversight,	so	that	firm	control	

powers	are	not	abused;	and	take	back	

some	control	rights	by	assigning	firms	

more	developmental	objectives.	To	a	

certain	extent,	this	is	an	“impossible	

trinity”	–	any	two	could	be	achieved,	

but	not	all	three.	The	contradictions	

among	these	objectives	make	it	

difficult	to	design	a	coherent	reform.	

In	fact,	I	argue	that,	for	this	reason,	

the	current	reform	initiative	is	

hobbled	by	irresolution	and	

contradictions.	

Incremental  progress 

State-owned	enterprise	reform	had	

been	becalmed	for	several	years	

before	the	2013	Third	Plenum.	

Therefore,	it	has	been	possible	to	

make	progress	in	SOE	reform	simply	

by	reviving	some	of	the	dormant	

elements	of	past	reforms.	These	

measures	should	not	be	

underestimated.	They	include,	first	

and	foremost,	converting	virtually	all	

SOEs	into	corporations	regulated	by	

the	Company	Law.	Central	SASAC	has	

now	pledged	to	achieve	this	by	the	

end	of	2017.	As	part	of	

corporatization,	even	the	top-level	

SASAC	holding	companies	–	still	

heavily	bureaucratic	–	are	to	be	

converted	into	joint-stock	

corporations.	Boards	of	directors	will	

be	established	at	virtually	all	

corporatized	firms,	and	their	powers	

will	be	strengthened.	The	pace	at	

which	improvement	of	corporate	

governance	institutions	takes	place	is	

set	to	accelerate.		

	

This	part	of	the	SOE	reform	agenda	is	

not	new,	but	it	is	certainly	overdue.	It	

amounts	to	completing	the	

corporatization	agenda	that	was	first	

laid	out	in	the	1995	Company	Law,	21	

years	ago.	These	provisions	will	bring	

both	greater	uniformity	and	greater	

flexibility	to	Chinese	state	firms.		It	

provides	a	legal	basis	for	increased	

“mixed	ownership,”	under	which	

private	capital	is	invited	to	take	a	

larger	stake	in	state	firms.	In	addition,	

after	some	hesitation,	pilot	projects	in	

employee	ownership	(mentioned	in	

the	2013	resolution)	were	re-launched	

in	2016.	This	flexibility	will	be	

especially	significant	in	those	SOEs,	

which	are	designated	“commercial,”	

and	classified	as	operating	in	

competitive	sectors.	Two	other	

categories	of	firms,	public	service	

firms	and	“commercial	firms	with	

special	circumstances,”	will	be	less	

able	to	enjoy	the	new	freedoms.		



	
	

	 3	

	

The	ultimate	significance	of	these	

measures,	however,	will	depend	on	

the	way	in	which	the	political	

environment	evolves	and	on	the	

actions	of	local	governments.	Five	

provinces	are	now	designated	as	SOE	

reform	pilot	regions.	In	fact,	these	five	

provinces	–	Shandong,	Shanghai,	

Guangdong,	Jiangxi,	and	Chongqing	–	

may	be	said	to	have	selected	

themselves.	These	provinces	rushed	

into	the	policy	space	opened	up	by	the	

Third	Plenum	with	relatively	concrete	

and	aggressive	programs	of	SOE	

reforms.	If	this	round	of	SOE	reform	

turns	out	to	be	successful,	it	will	be	

because	of	the	innovations	pioneered	

in	these	provinces.		

Competing objectives 

It	is	normal	to	think	of	state	enterprise	

reform	as	consisting	primarily	of	

measures	that	give	firms	more	

independence,	better	incentives,	and	

a	stronger	market	orientation.	

However,	policymakers	in	Xi	Jinping’s	

China	have	numerous	mixed	

objectives.	In	the	first	place,	

policymakers	are	worried	that	SOE	

managers	were	operating	with	

insufficient	oversight.	Xi	Jinping’s	

headline	anti-corruption	drive	also	

reflects	this	fear,	and	has	turned	up	

numerous	cases	of	diversion	of	state	

firm	resources.	Many	of	the	corrupt	

officials	targeted	by	Xi	built	

independent	power	bases	out	of	the	

resources	they	controlled	within	the	

state	enterprise	sector.	The	most	

obvious	case	is	former	security	czar	

Zhou	Youngkang,	almost	all	of	whose	

corrupt	buddies	came	from	the	

national	petroleum	companies.	It	is	

not	surprising,	therefore,	that	Xi	

Jinping	seeks	to	increase	the	oversight	

exerted	over	SOEs.		

	

This	objective	has	led	China’s	current	

SOE	reforms	to	include	a	number	of	

apparently	contradictory	elements.	On	

the	one	hand,	Communist	Party	

oversight	over	the	SOE	and	specifically	

over	the	Board	of	Directors,	is	to	be	

enhanced.	Enterprise	Party	

committees	are	now	being	instructed	

to	discuss	important	strategic	actions	

of	the	firm	even	before	they	are	

approved	by	the	Board	of	Directors.	

Executive	salaries	have	been	subjected	

to	increased	scrutiny.	Indeed,	

thousands	of	executives	found	their	

salaries	peremptorily	cut	in	2014	and	

2015,	as	new	rules	went	into	place	

that	enforced	pay	schedules	according	

to	a	firm’s	bureaucratic	rank.	

Executives	of	state	banks	were	

especially	hard	hit,	experiencing	a	

more	than	40%	average	pay	cut.	These	

pay	cuts	are	clumsy	short	run	

expedients	that	impair	enterprise	

decision-making	powers:	it	remains	to	

be	seen	how	quickly	reformed	firms	

can	create	Boards	of	Directors	with	

independent	compensation	

committees	to	make	the	final	decision	

about	managerial	pay.		
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Although	these	abrupt	measures	are	

far	from	ideal,	we	should	stress	that	

the	broader	objective	of	limiting	

insider	control	and	of	establishing	

managerial	accountability	is	entirely	

legitimate	and	quite	popular.	There	is	

no	question	that	SOE	managers	in	

China	were	becoming	a	privileged	

caste	with	little	effective	oversight.	

Many	did,	in	fact,	have	the	ability	to	

set	their	own	salaries.	However,	

exercising	oversight	over	firm	

managers	is	much	easier	when	firms	

can	be	rigorously	evaluated	on	the	

basis	of	the	return	to	capital	they	

achieve	in	a	competitive	market.	In	

other	words,	better	incentives	and	

increased	oversight	are	compatible	in	

a	competitive	market	environment.	As	

we	shall	see,	though,	other	aspects	of	

the	reform	program	may	undermine	

the	discipline	that	market	forces	exert	

on	state	firms.	

The high-technology 
imperative 

Over	the	past	several	years,	SOEs	have	

increasingly	been	asked	to	take	on	

additional	missions	unrelated	to	the	

objective	of	maximizing	profit.	Those	

objectives	have	been	wide-ranging.	

They	include	creating	powerful	

national	champions	that	will	spread	

Chinese	economic	influence	abroad;	

and	contributing	to	macroeconomic	

stability	by	increasing	investment	

when	growth	slows.	However,	the	

most	consistent	and	most	important	

objective	in	recent	years	has	been	

developing	new	technology	sectors.	As	

Chinese	development	strategy	shifts	

to	innovation-led	growth,	SOEs	have	

increasingly	been	called	upon	to	take	a	

leading	role.	The	tasking	of	SOEs	with	

research	and	development	and	new	

product	innovation	dates	back	about	a	

decade,	but	the	emphasis	has	steadily	

increased	over	the	last	two	or	three	

years.	One	of	the	objectives	of	the	SOE	

reform	is	to	give	firms	greater	

flexibility	to	take	advantage	of	the	

resources	available	for	technological	

development.	State-run	banks	

understand	they	are	supposed	to	

support	high-tech	output.	In	addition,	

a	wide	array	of	various	kinds	of	

government-run	high-technology	

investment	funds	have	developed	

rapidly.	For	example,	a	total	of	150	

billion	US	dollars	in	funds	has	been	

announced	for	the	integrated	circuit	

industry.	Most	provinces	have	their	

own	high-tech	national	“private	

equity”	firms	with	distinctive	

investment	themes	and	government	

backing	are	popping	up.	State	firms	

are	being	asked	to	participate	pro-

actively	in	those	programs,	and	SOE	

reforms	should	facilitate	this.	

	

“Mixed	ownership,”	for	example,	

works	in	both	directions.	That	is,	SOEs	

are	encouraged	to	take	stakes	in	

private	firms,	even	as	private	firms	are	

allowed	to	take	larger	stakes	in	SOEs.	

These	SOEs	have	access	to	cheap	

government	capital,	and	they	are	

expected	to	foster	the	government’s	
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agenda.		Consider	the	case	of	Tsinghua	

Unigroup,	a	kind	of	state	firm	in	which	

controlling	shares	are	held	by	state	

entities,	including	Tsinghua	university.	

It	is	also	a	“mixed	ownership”	firm,	

since	a	domestic	Chinese	

entrepreneur	has	a	significant	stake,	

and	the	Intel	corporation	has	a	

minority	share.	This	would	be	merely	a	

curiosity,	except	that	Tsinghua	

Unigroup	has	now	purchased	both	of	
China’s	two	most	dynamic	integrated	

circuit	design	firms,	Spreadtrum	and	

RDA.	Both	these	firms	were	100%	

private	startups,	and	both	clawed	out	

successful	niches	in	a	brutally	

competitive	market.	However,	the	two	

firms	are	otherwise	quite	different.	

Spreadtrum	was	a	“fast	follower”	

producing	sophisticated	

communication	chips	for	cellphones	a	

step	or	two	behind	Qualcomm	(US)	

and	Mediatek	(Taiwan).	RDA,	on	the	

other	hand,	started	out	as	a	low-cost	

producer	of	Bluetooth	chips.	Although	

in	the	same	general	industry,	they	had	

very	different	corporate	cultures,	

business	strategies,	and	technological	

strengths.	Will	Tsinghua	Unigroup	

seek	to	integrate	them	into	a	single	

state-dominated	national	champion?	

The	answer	will	tell	us	much	about	the	

future	of	“mixed	ownership”	and	SOE	

reform	in	general.	

	

Another	interesting	example	is	XMC	

semiconductor	in	the	city	of	Wuhan.	

This	SOE	is	a	startup,	endowed	with	

many	billions	of	dollars	of	investment	

capital	(low	cost,	from	the	state).	Its	

stated	objective	is	to	push	into	the	

crowded	memory	chip	industry.	It	

expects	to	develop	a	new	more	

efficient	memory	technology,	3D	

NAND.	This	strategy	is	plausible,	but	

what	is	striking	is	that	XMC	has	no	

intellectual	property	of	its	own.	

Moreover,	it	must	challenge	

entrenched	industry	giants	such	as	

Samsung	and	Intel,	which	are	also	

developing	this	new	technology.	To	

overcome	its	obvious	handicaps,	XMC	

is	following	an	aggressive	strategy	of	

global	cooperation.	It	has	hired	

clusters	of	engineers	in	Korea,	

California	and	Europe,	and	has	a	

cooperation	agreement	with	

Spansion/Cypress	semiconductor	in	

Silicon	Valley.	Virtual	collaboration	is	

to	be	the	main	form,	so	cooperating	

engineers	are	not	required	to	move	to	

Wuhan,	considered	a	“gritty	city”	in	

inland	China.		

	

Firms	like	XMC	appear	to	have	

unlimited	money	and	flexibility.	

Flexibility	is	clearly	an	advantage,	and	

we’ve	come	a	long	way	from	the	time	

when	China’s	SOEs	and	state-owned	

high-tech	investments	could	be	

characterized	as	“lumbering	

dinosaurs.”	But	unlimited	money	and	

flexibility	is	also	a	recipe	for	waste.	In	

this	configuration,	there	will	be	some	

successes	and	many	failures.	

Moreover,	driving	average	SOEs	in	this	

direction	creates	some	obvious	

challenges.	
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Contradictory objectives 
and missions 	
SOEs	are	being	asked	to	be	more	

efficient	market	actors,	but	also	to	

take	on	new	missions.	They	are	

expected	to	be	more	accountable,	but	

also	have	more	things	to	be	

accountable	for.	They	are	being	asked	

to	improve	their	corporate	

governance	and	financialize	their	

relations	with	their	owners,	but	are	

also	being	asked	to	lead	government	

developmental	objectives.	To	a	certain	

extent,	these	multiple	demands	are	

clearly	contradictory.	The	fundamental	

contradiction	is	between	the	role	of	

the	state-owned	enterprise	as	a	profit	

maximizer	and	the	role	of	the	state-

owned	enterprise	as	an	instrument	of	

the	government.	State-owned	

enterprises	can	be	almost	as	efficient	

as	private	firms,	so	long	as	they	are	

given	unambiguous	instructions	that	

efficiency	and	profit	maximization	are	

their	primary	objectives.	Conversely,	if	

SOEs	are	to	be	used	as	instruments	of	

government	policy,	it	is	difficult	both	

to	incentivize	profit	maximization	and	

to	carefully	monitor	the	behavior	of	

managers.	Managers	who	are	

balancing	multiple	objectives	will	

always	have	good	explanations	for	

why	profits	fluctuate	or	fall	short	of	

objectives.	Moreover,	state-owned	

incumbents	in	China,	as	in	the	rest	of	

the	world,	do	not	have	a	particularly	

good	record	as	innovators	of	business	

models	or	new	products,	or	pioneers	

in	new	markets.		

	

To	some	extent,	the	contradiction	

among	different	objectives	of	SOE	

reform	may	be	ameliorated	by	the	

process	of	classifying	SOEs	into	public	

interest,	commercial,	or	“commercial-

not	fully	competitive.”	Those	firms	in	

commercial	and	competitive	sectors	

can	indeed	be	expected	to	benefit	

from	the	recent	round	of	corporate	

governance	reforms.	Unfortunately,	

the	definition	of	“commercial-not	fully	

competitive”	is	exceptionally	broad	

and	flexible.	It	includes	any	firm	whose	

business	“relates	to	national	security,	

or	the	commanding	heights	of	the	

national	economy,	or	is	in	an	

important	sector	or	key-point	area.”	

Moreover,	firms	in	this	category	

should	be	incentivized	to	“better	serve	

important	national	strategies	and	

macroeconomic	control”	and	

specifically	to	“develop	forward-

looking	strategic	sectors	and	well	as	

any	specially	assigned	

responsibilities.”	This	is	an	extremely	

broad	definition	of	government	

mandates	for	SOEs,	going	far	beyond	

financial	responsibility.	In	practice,	

who	makes	the	decision	about	firm	

“type”?	That	decision	is	made	by	the	

government’s	“ownership	agency”.	

That	agency	is	currently	SASAC,	but	as	

part	of	SOE	reform,	the	authority	is	

expected	to	gradually	migrate	to	a	

new	breed	of	investment	and	“capital	

operations”	companies.	In	many	

cases,	these	new	investment	firms	will	

have	developmental	agendas,	often	

based	in	new	technology.	Under	these	
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circumstances,	the	temptation	to	use	

SOEs	as	instruments	of	government	

policy	will	be	stronger	than	ever.	For	

example,	Central	SASAC	has	already	

announced	that	it	will	pilot	this	reform	

by	converting	two	of	its	existing	firms	

into	“state	capital	investment	and	

operations”	companies.	

Conclusion 

The	current	wave	of	state	enterprise	

reform	is	just	getting	under	way.	We	

are	likely	to	see	a	complex	mixture	of	

achievements	and	failures.	Overall,	

however,	SOE	reforms	are	likely	to	

substantially	underperform	their	

potential	because	of	the	conflicting	

objectives	of	policymakers.	In	

addition,	it	is	possible	to	foresee	four,	

more	specific	and	concrete	take-

aways:	

1)	The	objective	of	improving	

oversight	over	state-firm	managers	is	

unlikely	to	succeed	beyond	the	short-

term.	To	the	extent	that	managers	of	

large	SOEs	are	politically	connected	

and	instructed	to	undertake	multiple	

missions,	it	will	be	easy	for	them	to	

deflect	any	kind	of	objective	discipline.	

In	that	sense,	the	problem	that	SOEs	

represent	entrenched	interest	groups	

is	unlikely	to	change	dramatically;		

2)	We	will	see	the	rise	of	new	kinds	of	

flexible,	well-resourced	state	firms.	

These	firms,	with	the	priority	they	give	

to	technology	acquisition	and	

development,	will	challenge	

policymakers	and	competitors	in	the	

West.	Even	when	these	firms	do	not	

succeed,	they	will	disrupt	markets	and	

add	to	excess	capacity.	In	the	

occasional	cases	where	they	do	

succeed,	they	will	become	formidable	

challengers	to	incumbent	firms;		

3)	SOE	reforms	will	turn	out	to	be	

much	more	important	in	some	

localities	than	they	are	with	respect	to	

the	large	central	government-run	

SOEs.	It	is	already	the	case	that	local	

SOEs	are	much	more	likely	to	be	in	

competitive	sectors,	and	local	

governments	facing	revenue	squeezes	

may	be	willing	to	act	as	wealth	

maximizing	owners.	Those	local	

governments	that	designate	most	of	

their	firms	as	“commercial	and	

competitive,”	and	set	up	local	

sovereign	wealth	funds	to	manage	

those	firms,	may	succeed	in	raising	the	

efficiency	of	their	local	state	firms;		

4)	As	a	result	of	the	preceding	point,	

we	will	see	increased	differentiation	

between	state	firms	at	the	local	level	

and	those	at	the	center.	Central	SOEs	

will	continue	to	challenge	the	

principles	of	global	capitalism	and	the	

incumbents	in	key	industries,	while	

local	firms	may	evolve	into	attractive	

partners.		
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