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abstract

'

In the wake of reforms to the Chinese state-owned enterprise
system, the functions of taxation and industrial financing have
become confused. The government has ended up acting as a
creditor when it was attempting to collect taxes from state-owned
enterprises, based on state-owned assets. As a result, enterprise
profits have been miscalculated because some of the costs of stateowned assets were included in profit figures.
Reform policies formulated on the basis of these miscalculated
profits, including contracts between the government and
enterprises, can have little effect in improving the efficient allocation
of economic resources.
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axation and industrial financing
in China's state-owned enterprises

In the traditional centrally-planned economic system there was almost no
taxation relationship between the government and the state-owned enterprises.
Under orthodox socialist theory, the government, as owner of the enterprise,
extracted all surplus from the enterprise rather than levy taxes.
Since the government controlled the surplus of each of its enterprises, it had
to provide funds for purchasing the supplies allocated to each enterprise under
the central plan. Enterprises did not need to bother with industrial financing
since all their financial needs were satisfied by the government.
The most dramatic change in China's state-owned enterprises during the
economic reform period has been that, instead of submitting all profit to the
government, enterprises began to pay taxes to the government, retaining any
surplus profits. As a result, the enterprises now have accumulated funds and
take some financial responsibilities for the economic activities they initiate. As
part of the reforms, enterprises are required to obtain most of their funding
through loans from banks. The traditional relationship between the government
and enterprises has been replaced by a new financial system where taxation and
industrial financing play the key roles.
The new financial system, the causes of its emergence, its characteristics, and
the consequences of its development on the activities of China's state-owned
enterprises are analysed in this paper and proposals for future research are
offered.

The emergence of a new financial system
The new financial system emerged from reforms designed to overcome the
weakness of enterprises under state-ownership. Dong Fureng (1979) identified
two major weaknesses relating to state ownership. First, bureaucratic controls
and regulations dominated activities of state-owned enterprises to such an extent
that there was almost no room left for the enterprises to develop their own
initiatives. Second, since there was no direct link between an enterprise's
performance and its controllable surplus, enterprises had no incentive to
improve their productivity.
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Nagaoka (1989) made similar observations. He pointed out that the
government agencies supervising state-owned enterprises were not economic
institutions which were allowed to appropriate profits, but rather public
bureaucracies which had little economic incentive to behave as efficient
investors. As the government agencies had very tight control over the
management of production for each enterprise, neither the enterprise nor its
supervising agency had a clear right to the returns from the productive assets of
the enterprise. Chinese economists called this phenomenon caaichan xuzhi
(ambiguous ownership of assets) indicating that no one gains from the utilization
of state assets (Cao 1986; Hua et al. 1988). The incentives for efficient
management, and accumulation, of assets by enterprises were therefore very
weak. The submission of surplus to the government restricted the enterprises'
ability to hold their profits, and explicit and implicit subsidies from the
government limited their accountability for losses.
Additional net value created by better management of productive assets or by
increased investment in productive capital was diffused across the economy, or
socialized, as were losses. Kornai (1980) points out that the weak incentives for
efficient investment in asset accumulation by state-owned enterprises were not
in conflict with the characteristic excessive demand for government investment
by state-owned enterprises in centrally planned economies. The strong
propensity to invest was an artificial phenomenon resulting from the
combination of soft budget constraints and the availability of cheap funds tied to
investment. Consequently, although considerable investment was made in stateowned enterprises, it was not necessarily efficient.
The weakness of state-ownership in centrally planned economies was largely
due to the fact that the government bureaucracies performed both regulatory
and ownership functions with regard to enterprises. The government acted as
the agent for the ultimate owners, the Chinese people, with supervising
ministries or agencies monitoring the performance of enterprises and taking
corrective measures as they saw necessary. But the government also acted as the
regulator of enterprises' activities, often using measures such as taxation,
subsidies and regulation of pricing and investment to achieve economic and
social objectives. The supervising agencies played a key role in implementing
these regulations. The dual roles played by the state ministries and agencies
often caused conflicts of interest, limiting and distorting competitive
mechanisms.
Reforms have weakened the regulatory and ownership functions of
government agencies, increasing enterprises' control over the assets they use and
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accumulate, and allowing them to keep some of their profits. Experiments in
ownership reforms began in early 1979 in Sichuan province. The system
whereby enterprises retained some of their profits established the first link
between the economic benefits generated by enterprises and their performance.
Later the same year, the State Council issued five ~ecrees encompassing
expansion of the autonomy of enterprises; profit retention; rem9val of a tax on
investment made using enterprises' accumulated funds; raising depreciation
funds that enterprises could use to upgrade production facilities; and access to
credit. By 1980, the Sichuan experiment had spread thrm,1ghout China to affect
some 6600 industrial enterprises accounting for 60 per cent of the gross value of
industrial output and 70 per cent of industrial profits (Liu and Wu 1986:442).
Another decisive step towards nationwide reform with regard to the
separation of ownership and control was taken in 1984 when the State Council
issued provisional regulations on expanding the autonomy of enterprises. The
regulations authorized enterprises to make decisions on pricing, production and
sales, investment planning, internal organization, personnel management and
disposition of wages and loans. In 1988, these regulations were consolidated in
China's enterprise law.
The changes in the state-owned enterprise system brought about by the
ownership reforms have been reflected in the emergence of a new industrial
finance system. The system provides financial power to enterprises, enabling
them to make capital investment from their own resources.
The new financial system emerged in two stages. During the first stage, 197983, enterprises were able to retain control over part of their profits. This gave
enterprises an incentive to increase profits by improving their efficiency in
capital utilization. However, it also encouraged managers to conceal the true
level of profits as a strategy for strengthening their bargaining power with state
agencies to ensure a higher level of profit retention. Malpractice made the
collection of government revenue from enterprises more difficult. Concern over
this situation prompted the second stage of reform, known as Ii gai sui (profits to
taxes) substitution where enterprises paid taxes to the government instead of
submitting profits.
Reformers argue that taxes, once set in institutional law, would now be
subject to any arbitrary bargaining between government agencies and
enterprises. Moreover, the relationship between enterprises and government
agencies should then be no more than that between tax payers and collectors. It
was expected that so long as enterprises paid their taxes, government agencies
would not directly intervene in economic decision making, giving enterprises
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greater autonomy. It was planned to implement this reform in two steps. The
first step was simply to change the profits previously submitted by enterprises
into various taxes. According to the regulations, enterprises were to pay a
production tax and a tax on state-owned fixed capital, from profits. The
remaining profit was then subject to income tax set at 55 per cent for the stateowned large and medium-sized enterprises. Income tax paid by small
enterprises was determined by local government authorities and was usually
much lower than 55 per cent. Finally, any profit was shared between the
enterprises and the government.
During the initial stage of reform, the government took taxes as well as a
proportion of profits from enterprises. The distribution of post-tax profit was
still subject to negotiation between government authorities and enterprises.
Government authorities could arbitrarily interfere with the distribution of
enterprise profits, but enterprises could also bargain for retention of a greater
share of their profits. Consequently, uniform tax regulations were not applied.
Actual profit retention was decided not only by the performance of an enterprise
but also by its connections with the local government.
The second stage of reforms to the taxation system was supposed to involve
the levying of a uniform tax on resources (including state-owned fixed capital
assets) in place of the previous tax on state-owned fixed capital and the
government share of enterprises' post-tax profits (He 1984 and Hua et al. 1988).
It was hoped that after enterprises paid these taxes, they would be able to fully
control post-tax profits, and interventions from government in the distribution of
enterprise profits would be eliminated. More importantly, profit would become
an effective indicator of an enterprise's performance.
The tax regulations finally chosen, however, diverged from these principles.
Product taxes were introduced where, for different products, different tax rates
were determined by the central government. In addition, there was a valueadded tax. The value of tax collected was determined by a value-added tax rate
which applied to net output. Again, different types of products were subject to
different value-added tax rates as determined by the central government.
An income tax applied to gross profit subject to various tax exemptions
allowed by the central and local governments was also levied. Gross profit is
calculated as: gross income from product sales and other sources less payments
made in relation to product tax, value added tax, costs of production, marketing
costs and technology purchase costs. Tax exemptions were usually given by
local government authorities for enterprises which earnt very low profits. The
company income tax rate for large and medium-scale enterprises was 55 per
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cent. For small-scale enterprises, there were eight progressive tax steps up to 55
per cent.
Finally, an adjustment tax was also introduced . Three steps are needed to
calculate an enterprise's adjustment tax. First, profit in thli! base period has to be
determined . In this case, profit in 1982. The adjustment tax rate is then
' tax and profit
determined as a proportion of profit in the base period less income
retention in the current year, here 1983, to profit in the base period. If this rate
was zero or negative for an enterprise, no adjustment tax would have been
applied in 1984. However, if the enterprise's profits later increased, whether and
how the adjustment tax would be applied was decided in the contract between
the enterprise and relevant government authorities. The adjustment tax in any
year was determined as:
[profit in the base period x adjustment tax rate + (current year profit - profit
in base year) x 0.3 x adjustment tax rate]
The increase of profit in the year under consideration over base year profit was
determined a priori in the contract between enterprises and government
authorities at a fixed rate for seven years (The Ministry of Finance of the People's
Republic of China 1988).
A tax on resources (including fixed capital and other natural resources owned
by the State) which was originally expected to be the most important tax
introduced in the second stage, was not implemented at all. There was no tax
associated with state-owned fixed capital in the new taxation system. The
adjustment tax was introduced as a substitute for the government taking a share
of enterprises' post-tax profits. Since the adjustment tax was still subject to
negotiations to determine the distribution of enterprises' post-tax profit between
local governments and enterprises, its function was no different from post-tax
profit sharing arrangements previously employed.
Another part of the new financial system was reform in the banking system.
The first major thrust of the reforms was to implement a market-oriented
discipline, known as bo gai dai (from grants to bank loans), moving away from
the previous practice of supplying all fixed, and much of the working capital, to
enterprises as interest-free budget allocations. Under the new system, the bulk
of capital advances were to be in the form of bank loans, to be repaid at interest
rates. This reform was expected to give banking institutions considerable power
to mobilize capital. It was expected that banks would use their capacity to
channel credit funds to promote industrial expansion and make preferential
loans to enterprises in sectors suffering bottlenecks. In addition, reformers
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anticipated that through the ability to provide or withhold loans, to use
differential terms and interest rates and enforce credit contracts through an
expanding framework of loans, banks could act as a stimulus to enterprise
efficiency.
Table 1

1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989

Approved interest rates on deposits and loans (weighted averages)
and the rate of growth of bank loans to state-owned enterprises in
China (per cent)

Deposit

Loana

Inflation

2.1
2.4
2.8
2.9
3.2
3.3
3.5
4.0
4.3
4.4
4.8
8.0

5.0
4.9
4.8
4.9
6.9
6.8
6.7
7.3
7.6
7.6
7.8
10.9

0.7
2.0
6.0
2.4
1.9
1.5
2.8
8.8
6.0
7.3
18.5

17.8

Real rate Loans growth
on loans
rate

4.3
2.9
-1.2
2.5
5.0
5.3
3.9
-1.5
1.6
0.3
-10.7
-6.9

5.1
3.3
17.7
11.7
7.3
11.3
38.3
24.9
43.9
20.4
22.2

Note:
a Includes the rates for budgetar y loans.
Sources: State Statistical Burea u of China, Zhongguo Tongji Nianjian (Statistical Yearbook of

China), Beijing, China, 1980-90; World Bank, Chi1111 - Fi11a11cial Sector Review: financial
policies and institutional di!Velopmmt, Washington, D.C. 1991 .

The ability of banks to direct credit towards efficient enterprises has been
limited by the following factors. First, there is local government pressure to
extend credit only for regional needs. Local governments attempted to prevent
local banks from remitting excess reserves to the next level up in the
bureaucratic hierarchy and from lending their excess reserves to banks in other
regions. Second, although reform in the banking system gave banks the
autonomy to issue credit to enterprises, the central government considerably
weakened the impact of the reform by keeping nominal interest rates low (Table
1). With a high inflation rate, the real interest rate was very low and even
negative. Accordingly, the more credit enterprises could obtain, the more
subsidies they could obtain from the government. Moreover, the more credit
local governments could force local banks to issue to local enterprises, the more
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benefit the local economy gained from the next tier of government, and the
greater the fiscal revenue local government could expect to collect from local
enterprises. As local lenders received low returns, trans r of their savings out
of the region represented a welfare loss to the local region. In addition, since the
real interest rate was low and even negative in some years, there was very little
incentive for bank branches to choose efficient enterprises'as credit recipients. It
was preferable for them to follow local government priorities because local
governments effectively controlled the careers of bank directors and their
families.

Confusion of taxation with industrial financing under the new
financial system
A striking feature of reforms in China's state-owned enterprise system is the
confusion of industrial financing with the taxation system. More specifically, a
proportion of enterprise profits represented unpaid interest on state-owned
capital assets. Taxes on these profits were then mixed with the cost of enterprise
financing. This is the fundamental problem in the new financial system.
To measure the profitability of an enterprise in a market economy, operating
profits are usually distinguished from profits after taxes. Operating profits are
profits before interest and tax payments are made. By incurring debt, or
financial leverage, firms have to pay interest. Firms using financial leverage
must therefore have their operating profits greater than their profits after taxes.
It is possible that profits after taxes are zero while operating profits are positive.
This means that the firm is only able to make interest payments on its debt and
cannot yield any return to itself. To judge a firm's managerial performance, the
relevant profits are therefore the profits after taxes. Moreover, profits are also
measured as gross profits, pretax profits and profits after taxes. Gross profits
are equal to operating profits and pretax profits are profits after interest
payments have been made (Pringle and Harris 1987). As far as firms using
financial leverage are concerned, they have to ensure their pretax profits are
greater than zero. Otherwise, they are unable to make the interest payments on
their debt. It is also important to note that tax payments are ex post payments
while interest payments are determined ex ante by the interest rate of the loans.
This is why interest payments are usually deducted from an enterprise's gross
profits in calculation of taxable income in the market economies (Biorn 1988). A
debt-financing firm with zero gross profit can be exempted from tax payment,
but it still has to pay the whole amount of interest for its debt that was decided
before the firm actually used the capital.
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According to current Chinese enterprise law, the government still has the
ownership right for assets invested through the government plan. Even if the
enterprise has the ownership rights for the part of its assets formed by the
enterprise's own accumulated fund, the state-owned assets still dominate.
Economic justification for taxes has nothing to do with the ownership of
assets, but is to be found in a government's responsibility to maintain social
justice and improve social welfare. Therefore, while the Chinese government
continued to base its enterprise profit taxes on state-owned assets there was
confusion of the role of government with the function of a creditor. For the
state-owned assets, the government should have acted as a creditor and received
interest payments. If a systematic corporate system is introduced to the stateowned enterprises in future reforms, the state-owned assets could then be
converted into state-owned shares, and the government could then claim
dividends for its shares. To ensure the efficient use of state-owned assets, the
government should charge interest on its assets at a rate uniform to every stateowned enterprise. The charge should be determined ex ante. This means that
enterprises have to pay the charge whether they are profitable or not.
Enterprises that failed to pay the interest would incur negative pretax profits in
the context of a capitalist firm since they failed to cover the opportunity cost of
the state-owned assets. When the interest charge (or the opportunity cost) for
the use of state-owned assets was recovered through taxation, it became
negotiable and, also, subject to enterprises' ex post profits. Ironically, enterprises
having negative pretax profits but positive gross profits could actually share the
positive gross profits with the government even if they failed to cover the
opportunity cost of the state-owned assets.
In the later stage of taxation reform, a tax on resources (including fixed
capital and other natural resources owned by the State), which was originally
expected to be the most important tax introduced by the reformers, was not
implemented at all . There was no tax associated with state-owned fixed capital
in the new taxation system. An adjustment tax was introduced as a substitute
for the government taking a share of enterprise profits. While the adjustment tax
was subject to negotiations to determine the distribution of enterprises profits
between local governments and enterprises, its function was no different from
the profit sharing arrangement previously employed. Essentially, charges on
state-owned fixed capital were replaced by an arbitrary fee which was
determined as a small portion of previously submitted profits for each
enterprise. This fee was enterprise-specific and not related to the amount of
state-owned fixed capital that enterprises used in their production. It was

• 8 •

Economics Division Working Paper

TAXATION AND INDUSTRIAL FINANCING IN CHINA'S STATE-OWNED ENTERPRISES

sometimes set well below the opportunity cost of state-owned capital.
Enterprises which used more state-owned capital were therefore favoured
relative to collective or private enterprises. Local governments were given
power to negotiate the distribution of after tax profits in order to appropriate
some of the enterprise profits resulting from their advantageous allocation of
state-owned capital assets.
If charges on state-owned fixed capital could not be determined by the

standards of industrial financing, neither could the profit sharing arrangement
arbitrarily determined by local governments reflect the real opportunity cost of
state-owned fixed capital. Inefficient enterprises with low profits, or enterprises
able to conceal their true profits, paid proportionally less for their use of stateowned capital assets than efficient or honest enterprises. Thus, the reforms in
the taxation system failed to deliver an effective financial system which would
encourage efficient enterprises and punish inefficient enterprises. The key to the
failure of the taxation reforms to deliver a viable financial system was, therefore,
the confusion between charging for the use of state-owned capital assets, and
taxes on an enterprise's net profits, i.e. the pretax profits defined above. If a
capital asset was owned by the state, the state should have charged the
enterprises interest on its use. The financial charge on the borrowed capital asset
should have been determined ex ante according to the amount of capital used
and the economic discount rate. However, under the distorted Chinese taxation
system, the requirement of an enterprise to pay financial costs for its stateowned capital assets was determined ex post by its profits. Obviously, if an
enterprise happened to be inefficient and earned zero profits, it was simply
exempted from the payment on state-owned capital assets.
The distortion in the taxation system resulted in some enterprises handing
out funds in the form of workers' bonuses that should have been allocated to pay
for the use of capital and provide for its depreciation. To counter this practice,
interest rates imposed on enterprises for their use of state-owned capital assets
should be treated as payment for capital.
The Chinese government was reluctant to give up its ability to control
enterprise activities, especially in relation to the distribution of profits. This is
one of the reasons that the Chinese government chose not to implement a
uniform tax on state-owned resources and introduced the adjustment tax
designed to give government the ability to appropriate enterprise after tax profit
at a rate that could be decided arbitrarily by government authorities.
In addition, enterprises were able to ignore the liabilities related to their prereform stock of state-owned capital assets. The lack of liability accepted by
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enterprises for state-owned assets continued a system in which inefficient
enterprises could not be punished or forced to reduce or withdraw from
production. This had the effect of preventing the movement of these assets
towards more efficient enterprises and regions.
The development of a functioning capital market has not eventuated.
Moreover, since the incorrectly calculated profits of state-owned enterprises
were used as a key factor in formulating other reform policies, such as contracts
between enterprises and governments and adjustment of product prices across
industries, the effect of the latter reform measures on resource allocation was
greatly constrained.

Economic consequences of the confusion of taxation with
industrial financing
If the cost of capital is not fully counted when determining the profits for an
enterprise, the accounting profits will obviously exceed net economic profits.
Profitability will then hardly be representative of economic efficiency. Resource
allocation according to miscalculated enterprise profitability will be inefficient.
Cross-regional productivities for the Chinese iron and steel industry over the
period of 1984-89 have been estimated to assess the economic consequences of
the confusion of taxation with industrial financing. The analysis shows how the
distortion in the calculation of capital cost on the use of state-owned assets and
hence enterprise profitability has led to resource misallocation. The iron and
steel industry has been chosen because enterprises in this industry are stateowned and the state still owns more than 90 per cent of this industry's assets
(The Ministry of Metallurgical Industry of the People's Republic of China 1990).
A Tornqvist index, which is derived from the comparative difference between
indicators of output and input over time, is used for the estimation (Tornqvist
1936; Diewert 1978). It is defined as:
n

T(x,t) = ln y, - ln y, -1-

L ½(V;, + Vi,t - 1)(ln xit -ln xi,,-1)

i=l...n

i=I

where Yt = output at time t, Vit = the cost share of input i at time t, xit = input i at
time t.
Inputs are defined as labour, fixed capital and working capital. Output is
defined as net output. The cost share of labour is derived by dividing the total
wage bill by net output and the cost share of fixed and working capital is the
difference between the cost share of labour and unity. The Tornqvist index
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enables the use of observable data in the calculation of he rate of productivity
change, i.e. the change in the relationship between quantities of inputs and
outputs.
Under the two-tier price system, however, a higher level of net output from a
enterprise may merely reflect the advantages which that enterprise had with
regard to the proportion of its output sold at high market prices and the
proportion of its inputs purchased at planned prices. Hence, if net output value
rather than output quantity is used in calculations of the Tornqvist index,
regions which were better able to take advantage of the two-tier price system are
likely to record misleading figures for productivity growth. Two Tornqvist
indices of productivity are therefore provided. One uses quantities of finished
steel and the other uses net output values. The comparative productivity
analysis is based on the index using quantities of finished steel output because
there is less price distortion in this index. The index using net output value is
retained as an indicator of the impact of price advantages enjoyed by some
regions on the estimation of regional productivity changes.
The real costs of capital in iron and steel production and the actual cost of
capital to enterprises is distinguished in derivation of Tornqvist indices. Almost
all enterprises in the iron and steel industry did not pay for the assets allocated
to them under government plans. Although the economic reforms required
enterprises to pay interest on their capital assets which were financed by bank
loans, most of the enterprises' existing capital assets were allocated under
previous government plans under the title of state ownership. The actual cost of
capital to enterprises, which was reflected in the interest paid by enterprises to
banks, was well below 10 per cent of enterprise net output (Table 2). If the actual
cost of capital is used to derive Tornqvist indices, the resultant indices will
obviously under-value the real cost of capital used in iron and steel production.
Therefore, two additional types of Tornqvist indices are distinguished. One uses
the real cost of capital, calculated by subtracting the wage share of net output
from unity, and the other uses the actual cost of capital incurred by enterprises.
The analysis of productivity changes across regions is based on the Tornqvist
index defined using the real cost of capital. The index derived using the actual
capital cost is used as an indicator of how the asset ownership system distorted
the evaluation of productivity changes across regions.
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Table 2

Interest paid on capital by firms to banks, the resulting capital cost
shares in net output and the capital cost share derived from the real
capital cost in net output by region, 1984 and 1989

Interest paid
on capital by
firms to banks
(100 million yuan)
1984
1989
Beijing
0.09
Tianjin
0.12
Hebei
0.16
Shanxi
0.16
Neimengg u 0.15
Liaoning
0.56
Jilin
0.08
Heilongjia ng 0.09
Shanghai
0.23
Jiangsu
0.11
Zhepang
0.03
Anhui
0.03
Fujian
0.03
Jiangxi
0.06
Shandong 0.05
Henan
0.06
Hubei
0.25
Hunan
0.09
Guangdon g 0.06
Guangxi
0.03
Sicl1Uan
0.73
Guizhou
0.07
Yunnan
0.01
Shaanxi
0.03
Gansu
0.02
Qinghai
0.01
Ningxia
0.01
Xinj1ang
0.01

0.53
0.70
1.13
0.98
0.70
2.83
0.60
0.51
2.01
1.12
0.29
0.48
0.27
0.77
0.62
0.67
1.51
0.55
0.39
0.21
2.21
0.46
0.17
0.29
0.27
0.14
0.02
0.12

Natio~al
total
National
average

12.07

3.32

Capital cost share
in terms of interest
paid by firms
(per cent)
1984
1989

Capital cost share
in terms of rea I
capital cost<'
(per cent)
1984
1989

0.009
0.026
0.022
0.033
0.047
0.018
0.028
0.052
0.012
0.029
0.016
0.007
0.030
0.024
0.014
0.021.
0.018
0.029
0.018
0.024
0.060
0.042
0.005
0.029
0.017
0.016
0.014
0.017

0.022
0.097
0.075
0.084
0.102
0.044
0.092
0.107
0.061
0.147
0.095
0.066
0.084
0.148
0.059
0.084
0.059
0.062
0.097
0.058
0.076
0.115
0.053
0.094
0.069
0.081
0.023
0.059

0.874
0.851
0.788
0.739
0.719
0.855
0.775
0.732
0.917
0.757
0.800
0.800
0.713
0.726
0.687
0.736
0.987
0.733
0.729
0.690
0.841
0.715
0.769
0.677
0.433
0.738
0.695
0.447

0.884
0.850
0.823
0.844
0.836
0.891
0.861
0.829
0.920
0.823
0.813
0.794
0.867
0.819
0.848
0.859
0.884
0.857
0.732
0.838
0.868
0.829
0.773
0.834
0.791
0.871
0.874
0.777

0.023

0.064

0.844

0.818

a Real capital is the total fixed and working capital used in the production and its
cost is calculated at 12 per cent interest rate.
b The sum of regional values may not equal the national total because of rounding.
Source: TI1e Ministry of Metallurgica l Industry of the People's Republic of China, Zho11gguo
G1111tu· Go11gye Nianjitm (The Yearbook of Chinese Iron and Steel Industry), Chinese
Metallurgy Press, Beijing, 1984-90.
Note:
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The size of the labour force and fixed and working capital stock increased in
iron and steel production over the period 1984-8~ in every province,
autonomous region and municipality (Table 3). Of 28 provinces, autonomous
regions and municipalities, 25 increased their labour force by more than 10 per
cent, 20 increased their fixed capital by more than 30 per cent, and 25 increased
their working capital by more than 100 per cent.
The Tornqvist indices of productivity based on output quantity measures for
each region show that 15 of the 28 regions experienced a.decline in productivity
over the period 1984-89. As all 15 regions increased their use of labour and
capital inputs, it may be concluded that the resources in the iron and steel
industry were not optimally allocated across regions. More striking, these 15
regions, on average, recorded a much higher rate of increase in fixed and
working capital than the other regions. This suggests that to produce more iron
and steel the 15 regions used proportionately more capital, which was in short
supply.

It might be questioned why the market-oriented economic reforms did not
lead to structural adjustment involving concentration of economic resources in
more efficient regions. The Tornqvist indices of output values shed light on this
issue. As can be seen, only two regions recorded a decline in productivity
according to the estimates of the Tornqvist index of output values. The majority
of the 15 regions which were unable to maintain their productivity levels in
output quantity terms were able to increase them in output value terms. As
indicated above, this may have been due to price distortions. Although some
regions had no comparative advantage in iron and steel production, they were
encouraged to expand their production when the distorted price system would
enable them to earn positive returns.
The Tornqvist indices of productivity growth estimated using output values
and enterprise actual costs indicate that enterprises in all regions improved their
productivity performance. When enterprises did not pay the full cost of capital,
they appeared to have had high productivity rates. The difference between the
Tornqvist indices indicate the distortions due to the confusion of taxation with
industrial financing in the iron and steel industry, that is, inadequate payments
were made by enterprises for their state-owned capital assets. Furthermore,
since inefficient regions achieved positive productivity growth rates, and
probably increased returns to capital owners (local governments), they were able
to expand production capacity despite their higher cost structure.
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Table 3

Proportional changes in labour force and fixed and workin g capital
stock, and Tornqv ist indices by province, autono mous region and
munici pality, 1984 to 1989

Change s Change s Change s Tomqv ist index of product ivity
in the
in fixed in working
based on output
size of
capital
capital
Quantit y Value Value and
the labour stocka
stocka
(and
(and
interest
forcea
capital
capital
paid to
stock)b stock)b capita]b
Beijing
0.62
0.41
1.43
1.02
1.17
1.33
Tianjing
0.12
0.41
1.00
0.91
1.03
1.17
Hebei
0.38
0.57
1.45
0.97
1.10
1.28
Shanxi
0.26
0.30
1.40
0.96
1.23
1.35
Neimen ggu 0.20
0.23
1.06
1.21
1.22
1.30
Liaoning
0.06
0.41
1.29
0.99
1.16
1.31
Jilin
0.21
0.47
2.04
0.97
1.15
1.34
Heilongjiang 0.31
0.27
1.69
0.98
1.27
1.40
Shanghai
0.22
1.96
2.69
0.57
0.79
1.22
Jiangsu
0.19
0.51
1.63
0.98
1.11
1.27
Zheiiang
0.13
0.52
1.23
0.95
1.02
1.19
Anhui
0.21
0.37
1.02
1.66
1.06
1.18
Fujian
0.19
0.36
1.26
1.13
1.36
1.49
Jiangxi
0.32
0.48
1.99
1.07
1.10
1.26
Shando ng 0.12
0.52
1.70
1.05
1.28
1.44
Henan
0.19
0.49
2.08
1.03
1.23
1.41
Hubei
0.06
0.16
0.59
1.08
1.17
1.25
Hunan
0.12
0.35
1.14
0.99
1.30
1.43
Guangd ong 0.04
0.50
0.86
1.13
0.95
1.08
Guangx i
0.17
0.22
1.07
1.13
1.34
1.43
Sichuan
0.72
0.36
1.40
0.86
1.19
1.33
Guizho u
0.23
0.23
1.82
0.94
1.24
1.35
Yunnan
0.09
0.32
1.05
0.99
1.06
1.17
Shaanxi
0.40
0.36
1.32
0.98
1.29
1.42
Gansu
0.22
0.40
0.99
1.26
1.38
1.48
Qingha i
0.07
0.15
1.09
1.14
1.33
1.42
Ningxia
0.83
0.32
2.47
0.93
1.40
1.56
Xinjiang
0.31
0.42
1.15
1.11
1.38
1.49
Note:

a All economic indicators (in value terms) used in the calculatio ns
are in 1980
constant prices. Fixed capital stock in a particular year is decompo sed into
different
vintage stocks and U1en different annual price deflators are used for
different
vintages of capital stock.
b A value below w1ity for a Tornqvist index indicates a decrease in productiv
ity.
l11e Tornqvist indices of output quantities were derived using output quantities
and
the real cost of capital; the Tornqvist indices of output values were derived
using net
output and the real cost of capital and the Tornqvist indices by output
values and
interest paid to capital were derived using net output and the actual cost
incurred by
enterprise s.
Source: The Ministry of Metallurg ical Industry of China, Zho11gg110 Gmrgtit·
Ni,mjimr (The
Yearbook of Chinese Iron and Steel Industry) , Chinese Metallurg y Press,
Beijing,
1984-90 .
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Conclusion
Reforms in the state-owned enterprises moved away from the previous practice
of supplying all of the fixed and much of the working capital funds of
enterprises as interest-free budgetary allocations. Under the new financial
system, the bulk of capital advances were in the form of ,bank loans, subject to
repayment and carrying a cost in the form of interest. Instead of transferring all
of their surplus funds to the state, enterprises paid taxes to government agencies
out of their profits and kept the post-tax surplus as their own accumulated
funds. While reforms in this regard did give enterprises.incentive to seek their
own benefits and hence improve economic efficiency, they were too limited. In
particular, they failed to provide a functioning financial system and most
importantly failed to provide a functioning capital market.
The key problem in reforms in the system of providing capital assets to stateowned enterprises was confusion between taxation and industrial financing.
Enterprises did not pay interest for state-owned assets.
Instead, local
governments negotiated the payment with enterprises on a case-by-case basis
according to the enterprise's accounting profits, i.e., the profits which include
what should be the interest payment for financial leverage. Consequently, what
should properly have been considered part of an enterprise's financial cost for
the use of state-owned assets was recorded as enterprise profits. Negotiations of
contracts between enterprises and government authorities were based on the
miscalculated profits. It is most likely that even those relatively inefficient
enterprises, which might have made losses under a free market situation, had
considerable profit margins because no account was taken of the cost of stateowned assets. These enterprises, therefore, also had bargaining power in
negotiations with government authorities to claim retention of these apparent
profits and the ability of enterprises to self-finance was dependent on their
bargaining power or connections with government authorities rather than their
efficiency. As local governments had the power to set effective taxes for
individual enterprises in their territories, bureaucratic intervention in capital
accumulation and the financial resources of enterprises, remained pervasive.
Furthermore, there was no specific tax on the capital assets allocated to an
enterprise under previous government plans.
The confusion of taxation with industrial financing undermined the
effectiveness of economic reform in state-owned enterprises which inherited a
large amount of capital assets under previous government plans. Important
goals of the economic reform were to make enterprises self-financing to instil in
them financial discipline, and to reduce the soft budget constraint. Profitability
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was to become the key criterion by which enterprises were judged, and
management was expected accordingly to seek efficiency and improve product
quality. The banking system and the budget authorities were to judge
enterprises according to their profitability, ending the automatic accommodation
of demands for subsidies, tax relief and credits. Enterprises judged not to be
viable were to face bankruptcy. However, so long as part of the financial cost of
enterprises for the use of inherited capital was incorrectly included in enterprise
profits, profitability became a false criterion on which to judge the performance
of enterprises. The reform measures based on the allocation of resources
according to the apparent profitability of enterprises did not result in increased
efficiency. This problem is particularly serious in industries, such as the iron and
steel industry, which have received substantial plan-allocated investment. These
industrial enterprises have had a greater relative advantage in terms of the
inherited capital assets over which they had control.

It is noted that some Chinese economists are promoting a financial system,
namely, Li S11i Fenli11 (Separation of taxation and profits), to solve problems in
the current Chinese financial system (Li 1992; Xiun et al. 1992). The key elements
of Li Sui Fenliu are:
a uniform tax rate on enterprise income to be levied on gross profits
government sharing after tax profits with enterprises according to
some negotiated contract between the government and enterprise
interest payments on loans from banks should be deducted from the
enterprise's share in after tax profits.
The focus of the Li Sui Fen/iu system is the intervention of government in the
final distribution of enterprise profits and, hence, ability for the government to
obtain more fiscal income from enterprises.
While this system may solve the short-term problems for the government in
collecting revenue from enterprises, it fails to provide a functioning financial
system where taxation is distinguished from industrial financing. Since gross
profits contain the return to the state-owned assets (interest payments for the use
of state-owned assets from the viewpoint of an enterprise), taxes on gross profits
imply tax on government revenue. There is also no requirement for enterprises
to cover the cost of using state-owned assets as the most basic criterion for
business operation. While the cost of using state-owned assets is still counted in
enterprise gross profits, it is possible that enterprises which fail to cover this cost
may still be able to share gross profits with the government. What the gross
profits of such enterprises really represent is only part of the cost for the use of
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what
state-ow ned assets. This means that these enterpr ises can retain part of
if they
they owe the govern ment for use of state-ow ned assets as a reward even
the Li
in
profits
tax
fail to cover their costs! To have interest determi ned by after
st
Sui Fenliu system is the conventional treatme nt of interest in the capitali
se,
enterpri
restrain
taxation system. If nominal interest rates are too low "to
the
excessive demand for investm ent, interest rates should be adjuste d to reflect
is
what
is
market
real social discoun t rate of bank loans. A functioning capital
require d. Enterpr ise investm ent behavio ur can hardly be constra ined through
be
the manipu lation of govern ment taxes. The Li Sui Fenliu system cannot
l
expecte d to deliver a stable taxation system and a viable industri al financia
system.
if
Further reforms in the state-ow ned enterpr ise system could be fruitful
al
efforts are made to distingu ish between the taxation system and industri
monitor
to
system
financing. The governm ent may simply use the banking
Taxes
interest paymen ts from enterpr ises for the use of the state-ow ned assets.
Further
profits.
gross
on
should then be levied on pretax profits rather than
research is needed in this regard.
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