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Abstract (summary)

Chinese state subsidies for industry.

Use of subsidies and other kinds of targeted assistance is deeply embedded in Chinese macroeconomic and

industrial policy. Although the role of the market as a key arbiter of economic decision-making has increased

markedly since the 1980s, the government clearly believes that there are areas too important to be left to the

market. State intervention aims to achieve strategic goals (such as enhancing China's technological capacity) and

facilitate economic restructuring (for instance by promoting new strategic industries and protecting 'pillar'

industries).

SUBJECT:Chinese state subsidies for industry.

SIGNIFICANCE:Use of subsidies and other kinds of targeted assistance is deeply embedded in Chinese

macroeconomic and industrial policy. Although the role of the market as a key arbiter of economic decision-making

has increased markedly since the 1980s, the government clearly believes that there are areas too important to be

left to the market. State intervention aims to achieve strategic goals (such as enhancing China's technological

capacity) and facilitate economic restructuring (for instance by promoting new strategic industries and protecting

'pillar' industries).

ANALYSIS: Impacts.

SOEs will remain best-placed to benefit from state aid.

However, as the private sector expands and becomes more efficient, it too is likely to benefit.
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Concerns about the unfair competitive edge afforded Chinese firms will add fuel to existing trade and other

disputes.

However, foreign-invested firms may also become eligible for support.

Pursuit of subsidies by firms may serve short-term interests at the expense of long-term efficiency and

profitability.

China's membership in the WTO has not been accompanied by transformation into a 'full' market economy. Major

trading partners, such as the United States, the EU and Japan, have yet to grant China market economy status.

Since the 1990s, China's leaders have described its economy as a 'socialist market system' -- a term that

highlights the significant role that is still reserved for state intervention. If anything, in the wake of the 2008 global

financial crisis, state intervention has expanded ( see CHINA: State sector hinders economic rebalancing - January

4, 2012).

The nature of state support.

The state's economic involvement takes the form of various policy tools designed to help fulfil major industrial and

other macroeconomic goals:

1. Subsidies.

These are mostly extended by local (provincial and municipal) governments, and may be:

direct (given through budgetary financing); or

indirect (tax breaks).

2. Other support.

This includes:

preferential procurement policies;

preferential targeted bank loans; and

special funds to support certain industries or specific economic activities.

3. State-owned enterprises (SOEs).

The heavy weight within the economy of SOEs has also militated against more widespread reliance on markets to

drive industrial growth and structural change (see CHINA: Cautious SOE shake-up faces resistance - April 4,

2012).

The scale of government support.

Measuring the scale of subsidy support and other forms of state assistance is difficult, not least because of

incomplete data. However, several recent studies indicate the extent of industrial assistance:

One study suggests that the value of subsidies in four key manufacturing industries was the equivalent of almost

one-third of their output. It found that between 2000 and 2007 the steel industry alone benefited from energy

subsidies worth more than 27 billion dollars.

Another study argues that between 2001 and 2009 the extension of subsidies and other support mechanisms
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conferred benefits to SOEs collectively worth some 6.7 trillion renminbi (1.1 trillion dollars). Among them were

savings of 3.9 trillion renminbi from free acquisition of land, 0.5 trillion through underpayment of taxes on energy

and other resources, and 2.3 trillion through loans at an interest rate 3 percentage points below the market level.

In the absence of such support, Chinese SOEs' corporate profitability would have been negative (the latter study

points to a return on equity of minus 6.29%).

Who benefits?.

Until recently, the principal beneficiary of government subsidies and state aid was China's state-owned sector.

However, during the last decade the systemic bias that previously favoured SOEs has begun to change, and the

private sector too has increasingly benefitted.

A recent study of 50 private Chinese companies found that the operations of almost all were subsidised:

In one case (Geely Automobiles), the value of the subsidies was equivalent to more than half of net profits.

In another (China Yurun Food -- the country's leading meat supplier), the corresponding figure was more than

30%.

In five other companies the ratio of subsidies to net profits was between 10-20%.

Provincial and municipal governments have overwhelmingly been the source of subsidies to private firms.

Although small-scale firms have so far been excluded, a 2012 State Council policy document made provision for

subsidies and other support mechanisms (such as tax breaks) to be extended to small and micro enterprises.

Special support funds have also been established for small and medium-scale enterprises.

Rationale and impact.

A close reading of the Twelfth Five-year Plan (2011-15) reveals that the central government continues to regard

the targeted use of subsidies and other forms of state aid as useful policy instruments for facilitating growth and

restructuring. In particular, the plan makes explicit provision for their use in pursuing the following goals:

extending China's technological capacity;

enhancing the efficiency and performance of existing industrial sectors;

promoting the development of new 'strategic emerging industries' (such as new-energy automobiles); and

regional economic rebalancing.

At a local level, governments tend to use subsidies and other support in order to enhance growth, create

employment and encourage further investment. The more parochial and short-term concerns of provincial and

municipal governments contrast with Beijing's more strategic outlook, and local governments sometimes use

subsidies in ways that undermine, rather than reinforce, Beijing's agenda.

External responses.

The overseas response to China's use of subsidies and other targeted assistance has been almost uniformly

negative. The general perception is that such support gives Chinese companies an unfair competitive edge and

undermines the efficiency of the market. The US and EU Chambers of Commerce in China have been especially

outspoken in their condemnation. Indeed, subsidies lie at the heart of some of the most contentious trade disputes

between China and its principal trading partners. Given the more vulnerable state of the world economy, as well as
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China's growing influence in shaping the trajectory of global development, such disputes will certainly continue and

perhaps escalate.

Developing debate.

All these issues will feed into the debate within China about over the appropriate roles of the state and markets in

shaping China's economic trajectory. Whatever the outcome, it seems certain that the state will retain a significant

role for itself in direct policy management.

CONCLUSION: For the foreseeable future, state aid will remain central to economic policy. China will remain on a

collision course with foreign governments and companies, especially those in the EU and United States, which view

such support as extending unfair preferential treatment to Chinese enterprises. Retaliation against what is

perceived as unfair or illegal behaviour may escalate, especially where China's expanding global role is felt to

threaten national interests.
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