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Abstract:

This thesis is one of the first studies to empirically examine the nature and source of
financial distress, and the valuation effect of distressed companies’ restructuring
announcements, in an emerging market context. By describing and comparing the Chinese
bankruptcy code with those of seven other countries, I find that the government’s political
interests and intervention, aggravated by the country’s weak enforcement mechanism,
result in the formal procedures rarely being used in practice. Consequently, the threat of
bankruptcy is weakened and creditor protection is limited. These issues are confirmed by
my empirical analysis. My empirical studies are separated into two distinct themes: China
as a whole compared with what is documented in the literature; and within China state
owned enterprises (SOE) versus non-SOE. Firstly, I analyse operating and financial
performance and operating efficiency for 100 firms that became distressed between 1999
and 2003. I find that during the first year of distress, the main source of distress 1s
economic, not financial. In addition, for a significant minority of firms, financial factor
plays a greater role in causing cash flow shortfall prior to the onset of distress. For this
reason, I believe that due to the lack of timely restructuring mechanism, financial distress
leads to economic distress. My SOE versus non-SOE results suggest that “soft budget
constraints™ are widespread among SOEs. However, such lending bias towards SOEs does

not save these SOEs from being distressed. The deliberate channeling of funds to
inefficient uses results in the distortion of capital allocation.

Secondly, I investigate the valuation effect of restructuring announcements made by 100
- firms. Comparing to the literature, I find that asset restructuring including mergers and
acquisitions (M&A) and asset sales are more frequently employed. It is the most popular
Strategy in my sample. In the light of difficulties in officially liquidating economically
unviable firms in the Chinese context, mergers and asset sales are perhaps a market self-
correction mechanism to ensure asset mobility, which is essential for the effective operation
of an enterprise economy. Consistent with the general M&A literature, M&A creates value
for the target firm shareholders. In addition, asset sales are not perceived positively by the
market. A potential explanation is that the lack of bankruptcy threat in China minimises

the potential benefit of avoiding bankruptcy costs which shareholders otherwise have to
bear. '

In my SOE versus non-SOE study, M&A with payment strategy is effective only for the
non-SOE firms. On the contrary, the government’s attempt to revamp SOE performance by
transferring the controlling ownership, either with or without payment, is not seen as

effective by the market. My results also suggest that debt governance 1s not at work among
SOEs and this affects the effectiveness of debt related restructuring. The fundamental

conclusion is that government ownership has an adverse impact on the distress-resolution

process as 1t distorts resource allocation, management incentives and investment decisions.

An effective bankruptcy regime should be more independent from politically motivated
government intervention.
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SAIC State Administration For Industry & Commerce
SBC Soft budget constraints

SETC State Economic Trad; Commission
SHSE Shanghai Stock Exchange

SIC Standard Industnal Classification
SIP Share 1ssue privatisation

SOE State-owned enterprise

ST Special treatment

SZSE Shenzhen Stock Exchange

TP Test period

WTO World Trade Organisation
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CHAPTER 1 - INTRODUCTION

China had achieved the impressive average annual growth rate of GDP of 9.5% between
the start of its market reforms in 1978 and 1994, and the rapid growth has continued with
its annual GDP growth averaging 7.7% between 1998 and 2002 (World Bank, 2003). 1Its
recent history of robust economic growth and accession to the World Trade Organisation
(WTO) in 2001 has not only made the country the most attractive destination for foreign
direct investment (FDI)!, but has also provided an opportunity to test established financial
theory in a new context. As the most important emerging market in the world where
competition and failure becomes reality, China is a significant laboratory to extend the
existing distress and restructuring literature on emerging markets. In this chapter I will

explain the aim, motivation and contribution of my research; and the organisation of the

thesis.

1.1 OBJECTIVE AND CONTRIBUTION -

The objective of this thesis is to use China, the most important emerging market in the
world, to test and shed light on the current theoretical and empirical findings in the distress
and restructuring literature. There are very few theoretical or empirical studies on
corporate distress and restructuring in emerging markets in the finance literature and no
known study in China. It is the author’s motivation to fill this gap.

As D’Souza et al. (2001) states, from being extremely controversial during Margaret
Thatcher’s first government, privatisation has since become a global phenomenon.
D’Souza et al. (2001) record that more than one hundred governments have privatised some
or most of their state owned enterprises (SOEs) since 1980, and these governments have
raised a cumulative value of over US$750 billion through share-issue privatisation (SIP)
alone. As business failures are a universal feature of competitive markets, the concept of
“survival of the fittest” becomes a reality for these newly privatised firms. How do these
firms survive the new competitive environments? This topic of corporate distress in the

context of emerging economies 1s under-researched. China provides a particularly

' According to McKinsey&Co., Chinese economy received US$48bn in foreign direct investment in
2002, more than any other country in the world, including the USA.
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interesting context in which to address this issue due to 1ts recent share-issue privatisation

programme 1nitiated in 1990.

What is the nature and source of distress? What are the frequently employed restructuring
strategies by distressed firms in China, given the country’s high level of non-performing
loans, the potential existence of soft budget constraints and the developing nature of its
capital markets? Do debt and equity restructuring assume different patterns to what is
documented in prior research? How effective are they? How does government ownership
impact distress resolution processes? Answers to these questions provide important
implications for the design of an efficient mechanism through which viable firms survive

while the non-viable ones do not, thus ensuring assets of poor performers are reallocated to

better uses.

Firstly, by describing the Chinese bankruptcy code and comparing the Chinese bankruptcy
regime to seven other codes (US, UK, Indonesia, Korea, Malaysia, Thailand and
Philippines), this work contributes to the bankruptcy literature by shedding light on the on-
going debate on debtor-friendly versus creditor-friendly bankruptcy regimes initiated by a
éomparison between the US and UK regimes (Franks and Torous 1996). Although both the
UK and the US codes have deficiencies, they provide a framework for the current debate on
what is the best practice. The US approach assumes that contracts are necessarily
incomplete, with Chapter 11 providing a bargaining process to mitigate inefficiencies
resulting from contractual incompleteness. Hewever, this has led to, as argued by a large
number of empirical and theoretical studies, a bias towards debtors (debtor-friendly). On
the other hand, the UK approach is based on the concept of “freedom of contracting™, to an
extent assumes contract completeness. In the case of China, debtor friendly is not the
consequence of mitigating inefficiency due to contract incompleteness, rather, 1t is due to
political and social motivations. Secondly, China’s weak enforcement mechanism
exacerbates this debtor-friendliness to the detriment of creditors. Furthermore, debt in
China is typically bank loans so the price is interest rates banks charge. However, as will
be discussed in detail in section 2.4.1, the interest rates are 1. Regulated by the government;

2. As argued by some empirical studies, does not differentiate default risk levels.
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A number of issues are highlighted and hypotheses generated for the subsequent empirical
investigations in this thesis: 1). The existing Chinese bankruptcy code is creditor-
unfriendly; 2). Government’s political interests and intervention, aggravated by weak legal
enforcement mechanisms result in the formal procedures rarely being used in practice; 3).

There is a lack of timely restructuring mechanism (such as Chapter 11 for the US).

Secondly, I examine the characteristics and sources of corporate distress. Prior to
privatisation, many SOEs in emerging markets were highly leveraged. However, the high
level of leverage of these former SOEs was significantly reduced following privatisation,
especially in those privatised through share issue privatisation (SIP). - In the new
competitive post-privatisation environments, inefficient or non-viable firms fail. Important
| questions arise that need addressing. The first question is what are the characternistics of
distressed firms 1n China? Do they exhibit distress across a wide range of financial
indicators? Do they exhibit the same weak performance in the year prior to distress and
following the onset of distress? The second question is that, is it weak financial structure or
poor operating performance that is the main contributor to distress? Prior evidence in the
inetticiency of Chinese firms and of significant continued state ownership interest in firms,
e!;ven post-privatisation, pointing to the likelihood that operating factor will predominate.

However, the large amounts of NPLs suggest that firms may be allowed to continue with

excessive debt in their funding structures without being pressured to restructure their

finances on a timely basis.

U . R il R S P ik ] -yl

I find that despite my distressed sample firms® high leverage compared with their industry
medians, the main source of distress during the first year of distress is economic, not
financial. In addition, due to the lack of timely restructuring mechanism and inefficient

financial renegotiation processes, the presence of financial distress leads to aggravated

economic distress.

Furthermore, given the importance of government ownership in corporate China, I use my
sample firms to empirically detect the existence of “soft budget constraint”. By separating
the 100 distressed firms into SOE and non-SOE subgroups, I compare their investment
behaviour as proxied by capital expenditure scaled by assets, prior to and during distress. 1

find that the non-SOE subgroup experiences a significantly greater reduction in capital
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expenditure and assets, both statistically and economically. One explanation is that non-
SOEs face hard budget constraints and have no other alternatives than cutting investment
and firm size, whereas their SOE counterparts face soft budget constraints, with the result
that the reduction of investment and firm size is less severe. Nonetheless, the fact that
SOEs significantly reduce investment over and above their industry median level, and that
their performance overall 1s significantly worse than their industry, suggests that despite the
presence of soft budget constraints, the SOE firms selected by my distress selection
procedure are indeed distressed, albeit with different investment behaviour compared with
their non-SOE counterparts when facing distress. The existence of soft budget constraint .
does not seem to save the distressed SOEs from being distressed, as these SOEs
demonstrate deteriorating financial and operating performance relative to their industry,
similar to the full sample of distressed firms. The deliberate channeling of funds to
inefficient uses results in the distortion of capital allocation. One caution on using
reduction in capital expenditure to proxy for firms’ lack of liquidity due to distress, is that
firms could also be in distress due to lack of investment on capital expenditure prior to the
onset of distress. The endogeneity of this proxy is a limitation of this thesis.
.

I‘f‘inally, I use event study methodology to investigate the valuation effect of restructuring
announcements by my distressed sample firms, and quantify the impact of government
ownership in the distress resolution process. The main restructuring types coyered include
mergers and acquisitions, asset sales, debt and managenal restructuring. Firstly I focus on
_Imy full sample and compare eyidence from China to what 1s documented in the existing
literature. Takeover and asset sales are frequently employed by my sample firms. As a
result of difficulties in officially liquidating economically unviable firms in the Chinese
context due to the lack of effective bankruptcy laws, the frequent use of asset restructuring
(asset sales and takeover) is perhaps a market self-correction mechanism, for asset mobility
which 1s essential for the effective operation of an enterprise economy. On the other hand,
the lack of creditor participation in distress resolution is confirmed by the overall lowest
percentage (17%) of debt restructuring related announcements among the three main

categories in my whole sample of 303 restructuring announcements.

Consistent with the literature that target firms receive positive premium, my overall M&A

with payment announcements generate positive market reaction. On the other hand,
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different to the current literature based on developed economies such as US and UK, the
lack of a positive value driver for asset sales announcements suggests that shareholders
may not necessarily face bankruptcy costs due to the lack of bankruptcy threat. Overall the
effect of debt restructuring announcements is not clear cut. Different to the documented '
disciplinary role of debt in a developed economy, Tian (2004) argues that debt governance
is not at work in China. The full sample result on this category is not significant. This

issue is further examined in the SOE and non-SOEs subgroups study summarised below.

Managerial restructuring is not seen by the market as an effective restructuring strategy.
Our explanation is that there is a lack of effective management pool in the domestic market
due to the documented lack of managerial incentives to perform and of credible punishment
for poor performance in the current emerging market literature. This explanation is
supported by the positive market reactions to announcements made by foreign invested
enterprises (FIE) which are arguably less restricted to the domestic managerial pool.

Alternative explanation for the positive market reaction to managerial disciplinary events

by FIEs 1s that FIE firms monitor their management more effectively.

b |

I{Text, given the significant role of government in corporate China, I separate my full
sample by ownership structure to provide further insight on the role of state ownership. In
the M&A category, M&A with payment strategy is effective only for the non-SOE firms,
where these firms are subject to a market driven mechanism and competitive environment.
M&A with payment strategy for non-SOE target firms signifies to"the market that the
distressed firm 1s of value to the new owner and that the new owner may be able to manage
the firm as a viable going concern effectively - in this circumstance, changing ownership
stands a good opportunity for the distressed firm to be restructured successfully. The M&A
with payment announcements made by the SOE firms do not create shareholder wealth.
The M&A without payment announcements are seen as value destroying. The
government’s attempts to revamp firm performance by transferring ownership, either with
or without payment, are not perceived as effective by the market, providing evidence to

support the argument that the government’s primary motivation rests in providing

employment rather than in profit maximisation.
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The effectiveness of debt restructuring is mixed. The market reacts positively tonon-SOE -
firms’ announcements of increasing leverage, but the same type of news made by SOE
.firms do not cause significant price reaction. The lack of success in this strategy by SOEs
is because debt governance is not at work among SOEs. In addition, the market reacts
significantly negatively to non-SOEs’ attempt to renegotiate their debt contracts with their
banks, but not significantly (economically but not statistically significant) to the same .
announcements made by SOEs. These results provide weak evidence to suggest that there
may be lending bias by the Chinese banks towards SOEs. The evidence so far suggests that |
the role of government in corporate China is not desirable yet resources are still allocated -
with a bias towards SOEs. This finding raises the question of what needs to be done to

ensure the efficient allocation of financial resources (bank loans).

The policy implication of my finding are, firstly, government intervention on both lending
and interest rates should be reduced and eventually eliminated, to encourage efficient and -
effective allocation of bank loans, restore bankruptcy threat and promote market -
competition. Secondly, new bankruptcy code is needed to 1. Provide protection for creditor
interests under contract; 2. Provide and encourage financing under distress in order to
f;rovide breathing space for viable ﬁfms facing temporary financial difficulty. Thirdly, soft

budget constraint distorts competition and capital allocation and should be stopped.

My findings also provide implications for firm managers especially SOE managers.
Investment decisions in adverse conditions need to be proactively managed for the viability
of the firms, as soft budget constraints cannot save firms from being distressed, in addition . I
to distorting management incentives. As for investors, the Chinese accounting data seem to
provide credible information about the viability of the firms and hence 1s useful in aiding
investment decisions. Furthermore, the Chinese stock markets seem to conform to the
semi-strong form efficiency hence share prices carry valuable information for investment

decisions.

In summary, my empirical results show that the government’s continued ownership post-
privatisation results in inefficient assets reallocations, and in distortion of fund allocations
and management incentives. This strong political bias should be avoided in designing an

effective bankruptcy regime for the Chinese economy.

oiis W mia
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The contribution of this thesis is three-fold. Firstly, by studying China, I include the most
important emerging market in the current corporate distress and restructuring literature.
Secondly, using firm level data in the Chinese context, I provide insight on the nature and
source of financial distress and on the valuation effect of restructuring announcements.
Implications for policy makers, firm managers and investors are provided. Finally, China’s
partial privatisation provides a unique opportunity to study the “soft budget constraint™
syndrome and the current debate on the role of government in corporate China. The main
limitation of the empirical work in this thesis comes from restricting samples to publicly
listed compantes, due to data availability. Consequently the findings should not be

generalised beyond this type of company. Nevertheless, this limitation should provide an

avenue for future research when data become more readily available.

1.2 ORGANISATION OF THE THESIS

The structure of the thesis is as follows. Firstly, chépter 2 provides an overview of the
economic and political context within which Chinese corporations function. In particular, I
qiview the legal and financial systems, the struc‘ture and workings of the corporate sector
and 1ts financing; and the nature of Chinese firms by analysing two distressed companies’

accounting performance. These factors assist in the understanding of corporate distress and
restructuring in the Chinese context.

In Chapte£ 3, I describe tl;e dlinése bankruptcy c-:ode and compare the code with those of
the US, the UK, and five other Asian countries. My motivation to choose the US and UK
for this comparison 1s to shed light on the existing debate on the cost and benefit of debtor-
versus creditor-friendly systems u;ing experience from China. Important hypotheses are
generated for my empirical chapters to follow. Chapter 4 provides an overview of
important prior studies on corporate distress and restructuring in the literature. Specific
literature relevant for the two empirical chapters (5 and 6) will be reviewed in that chapter
itself. In chapter 4, I define distress and categorise restructuring strategies documented in
prior research into financial and non-financial restructuring. Ialso review the restructuring
announcements by two distressed companies to illustrate the types of restructuring

mechanism in the Chinese context. Empirical studies on the use and effectiveness of these

restructuring methods are then reviewed.
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Chapters S and 6 are the main empirical research chapters of this thesis. Chapter S studies
the characteristics of corporate distress in the Chinese context. Firstly, using the distress
definition described in chapter 4, 100 firms are identified as being distressed. Using
accounting data, the financial and operating performance of these 100 firms are compared
with their respective industry medians in order to reveal the charactenistics and sources of
their distress. Two distinct themes are used in this chapter and the next chapter. Firstly I
examine my full sample and compare the results to the existing literature. I then separate
my sample into SOE and non-SOE subgroups to shed light on the role of the government,
Chapter 6 applies the established event study methodology to study 303 hand-collected
restructuring announcements made by these 100 distressed firms, focusing on asset
restructuring, debt-related and managerial restructuring. The unique hand-collected data
set also allows for the investigation of the role of government in the distress resolution

process in China. Finally, chapter 7 concludes.
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CHAPTER 2 - THE INSTITUTIONAL FEATURES
OF CHINA

China is an important emerging market and is in the process of transition from a command
economy to a market oriented economy. The underpinning legal and regulatory framework
is of primary importance for the political stability and economic growth. This chapter 1s
not intended to provide comprehensive economic statistics on China, rather, it is intended
to outline the economic and political background in which this research takes place. These
factors are important for a proper understanding of corporate distress and bankruptcy in

- China. Itthen goes on to examine in more detail the structure of the corporate and financial

sectors in China.

2.1 ECONOMIC CONTEXT

As Table 2.1 shows, China enjoyed rapid growth between 1999 and 2002. This growth is
predominantly domestically driven as a result of high savings rates and gains in factor
productivity. China’s GDP stood at US$1.2 trillion in 2002 - this represents 81% of GDP
in the UK, and 12% in the USA. With a population of 1.3bn, this translates into US$950
GDP per capita, representing nearly 3% of that of the USA. China’s continued integration
into the world economy can be seen from its trade balance of US$33bn in 2002, while
during the review period its import and export grew at an average annual rate 0f 17.8% and

13.8%, respectively. Table 2.1 also demonstrates that China has become an attractive

destination for foreign direct investment (FDI).
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Table 2.1 China economic data
Domestic Data

|
00

1999 2000  [2001  |2002
GDPGrowth% | 71 8 7.3

991.22 1158.7]  1240.62
67.87 74.94 81.44 80.66
069 1099 1149 119
ST 950
GDP Per Capita % of UK ] 3.21 3.54

GDP Per Capita % of US 2.32 2.62

External Data

— Tow  ow oot ooz |

Exports $m 194,716 249,131 266,075 293,563
Export Growth %, y-on-y 6.1 27.95 6.8 10.33
[mports $m -158,734| -214,657| -232,058] -260,121
[mport Growth %, y-on-y 15.94 35.23] 8.11 12.09
Trade Balance $m 35,982 34,474 34,017 33,442
Foreign Direct Investment $m 38,753 38,399 44,241 48,600
Foreign Direct Investment % GDP 3.91 3.56 3.82 3.92

Source: World Markets Research Centre 2003

From a medium sized economy in terms of GDP, China is expected to be the world’s
fastest growing economy, with a GDP growth rate of 79% between 2001 and 2010
(McKinsey&Co 2003), versus 32% and17% fqr USA and Japan, respectively, as Figure

2.1 shows.

Figure 2.1 Real GDP growth comparison

Real GDP Comparison
US$ho R "

GDP Growth % 2001-2010

Japan

2001

- *2001 current price s bei
- Source: McKinsey&Co 2003 ng

closely controlled. China, alier nearly hall a century Of command-based economic
principles, i1s moving through a gradual transition to incorporate elements of a market
economy. The government is managing the growth in China, who expects to be the world’s

4™ largest economy by 2010, through a gradual development.

This tight control can be seen 1n 1991, when the Eighth Five-Year Plan determined that the

sustainable annual growth rate to be limited to around 6%. At the time, it was believed that
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greater growth rates would expose the shortcomings of infrastructure development and of
the basic industries (e.g. agriculture, energy), and result in inflationary pressures and social
tensions. However by 1992, double-digit growth came to be seen as sustainable. So
China’s leader then Xiaoping Deng abandoned this strategy of imiting growth 1n that year.
When overheating became problematic in 1993-95, the goal was revised to lower growth
rates. After the 1997 Asian financial crisis and the rapid, although patchy, implementation
of continuing industrial reforms”, the cooling external and domestic demand initiated a

large fiscal pump-priming program. A looser monetary policy and a wide range of

measures to boost consumption accompanied this.

Figure 2.2 Incremental GDP growth, Asia 2001- 2010

Asian Economy 2001-2010
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As aresult of these initiatives, with growth rates among the highest in the world, China has
been the most important emerging market during the past two decades in terms of sheer
size and potential. It has surpassed the economic size of Japan to be ranked number two in
the world 1n terms of GNP on a PPP (purchasing power parity) basis (Allen et al. 2005). In
2002, China’s GDP stands at less than one third the size of Japan (US$4 trillion) — with a

population ten times the size of Japan. However China is estimated to be the region’s core

e ——————— _

* See Appendix 1 for a brief chronology of recent reforms (1995-200] ).
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engine for economic growth in the next decade by contributing 40% of Asia’s incrementa}
growth between 2001 and 2010, as predicted by McKinsey (see Figure 2.2).

China’s history of robust economic growth and its accession to the World Trade
Organisation (WTO) at the end 0f 2001, made the country attractive to foreign investors.
Figures released by the government show that the Chinese economy received US$48bn iﬁ
FDI in 2002, more than any other country in the world - including the USA. This accounts |
for 40% of the FDI in Asia. |

The expansion of this economy is interlinked with the gains in labour productivity as Ching
moves from an agricultural based economy towards a service oriented economy. Table 2.2
shows the composition of GDP over the period 1981 - 2002. In 2002 Agriculture
accounted for only 14% of GDP, having decreased from 32% in 1981; Industry output
increased gradually over the review period, to account for nearly half of the GDP; and
Services accounted for 42% of GDP. This means that the supply side increase in output
(involving the introduction of services in to the economy) has been a critical element in the
economic growth. The increase in services output shown in Table 2.2 demonstrates that
lgetween 1981 and 1991, there was an increased demand for personal services as controls on -

the economy started to be loosened.

Table 2.2 Sector analysis of China GDP 1981 - 2002

% of GDP 1981  1991]  2000%  2001%  2002*
Agriculture 13.5%
Indus 44.8%
Services 41.7%
Total 100.0%

* Adjustments were made by the National Bureau of Statistics China in 2004
Source: World Bank 2004

In short, China is a large emerging economy with strong potential for growth, driven .
domestically, and is increasingly attractive for FDI. Nevertheless the government has keen
interest and critical role in the process of this transition from a planned economy to a
market-orientated economy. As a result there is still high political intervention in most
commercial decisions in China. This occurs in a variety of guises, whether through

regulation, or explicitly through governance or implicitly as a result of cultural influences.
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These factors will be of importance in this study of corporate restructuring and bankruptcy

and they are set out in the next section.

2.2 POLITICAL BACKGROUND

China’s control culture is being carefully and gradually transformed. However, behind a
desire based on a cultural legacy to retain state control (or at least a strong political
influence), there is the very real issue for the government to maintain stability during any
period of volatility and change. The uneventful succession of Hu Jintao as the new Party

General Secretary in November 2002 has confirmed the general perception that China’s

leadership continues to be reform-minded and pragmatic.

China is facing the challenges of transitioning from a large planned economy to a market
economy. Underpinning the social contract that currently exists in China, which was
promoted and celebrated during the years of the planned economy, is the belief that the
state would look after the individuals. The current Ciﬁnese population is looking for the
current government system to deliver on this contract — be this through providing
;glployment, the conditions for employment o; by looking after those who are unable to
work. Although 1n 2001 China’s unemployment rate stands at only 3.6% (20th highest in
the world - China Statistical Yearbook 2002), the result of this rate increasing would be
widespread and severe. China has to delicately balance the often-antagonistic tensions of
economic reform and social stability. These pressures manifest themselves in a variety of
1ssues that were receiving close government attention over the period of this study. The

four 1ssues detailed below are particularly pertinent to the background of this study:

’
“* The social welfare schemes are underdeveloped. In addition China has a large,

ageing (exacerbated by the one child policy) and extensively unproductive
workforce. The pension scheme is on the verge of collapse and there is an imminent
need to fill the pension gap — by selling state owned shares. The 1ssue 1s how to
implement this policy while preventing a securities market collapse. These markets

currently have among the highest P/E ratios in the world (please refer to Table 2.6
below).

*e

<+ The increasing tension of the wealth gap. Figure 2.3 demonstrates that, in

comparison to the UK, there is a large inequity between the GDP per capita across
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the different regions in China. The coastal cities, which to date have dniven the
growth, continue to be enriched and are currently the most fertile area forretum on’
investment. This is set against the growing gap in income between these cities and
the western inner parts of China. There is a danger of 1gniting social unrest if thisg

gap 1s Increased or even maintained.

Figure 2.3 Income gap comparison

Regionél GDP pes capita as apercemt of
national average
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Source: McKinsey&Co (2002)

« Non Performing Loans (NPL) is independently estimated to be at 44-55%" of total

loans (McKinsey 2002). These loans have been made to under-performing State 1
. .« ---- -Owned Enterprises (SOE) on a political rather than commercial basis. Most banks |
in China are therefore technically insolvent and this issue must be resolved to avoid
a financial crisis in the long-term. However, to retain the credibility and legitimacy

of the current system of government and avoid social unrest, the solution must be

delivered whilst preserving the social contract.

\/

“ Allied to this 1s the pressing need for SOE reform. Due to current state dogma and
organisational behavioural issues of local banks, loss-making SOEs receive priority
capital funding. This capital could be used more efficiently if it were allocated to

the growth of the less labour intensive private enterprise. Any far reaching SOE

3 Against the official release of 25%
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reform would lead to pressure on the banking system and increased unemployment

with all the risks that entails.

Whilst all of these challenges that face China are of crucial importance to the continued
economic progress in the next decade and beyond, the final two are of particular influence

in terms of this study and the requirement for a robust insolvency code.

2.3 CORPORATE SECTOR AND SOE REFORM

This section will consider the types of companies found in China. It will then provide a

more detailed examination of the public limited companies and the key issues of SOE

reform.

2.3.1. Ownership classification

China’s privatisation process in the past two decades has dramatically transformed the
structure of its corporate ownership. In the early 1980s China’s industrial sector consisted
almost exclusively of state-owned and state-controlled enterprises (SOE) and collective-
c{wned enterprises (COEs). By 1994, these enterprises were out-numbered by the

mushrooming of newly created enterprises, including foreign invested companies,

shareholding enterprises, and private companies.

Unlike the “Big Bang” approach to privatisation adopted by many emerging markets in
Eastern Europe and Asia, the Chinese government retains a keen interest and critical role in
the SOE privatisation and reform process. Although Chinese publicly listed companies
(PLC) are organised and operated under the model of modern western firms, their
shareholding structures are different from those of western firms in order to allow for
continued state control of these listed firms. In other words, one of the main characteristics
of Chinese listed companies is that the State remains in control of many former SOEs,

despite their being listed on a stock exchange.
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The ownership structure of China’s enterprises can be categorised 1nto five main types:
“SOEs” ", 4 “Collectives”, “Shareholding enterprises”, “Private enterprises” and “Foreign

enterprises” (also called “Foreign Invested Enterprises”, or FIE hereafter) and the
characteristics of these five types are detailed in Table 2.3.

Table 2.3 Definition of enterprises of different classes of ownership, China

Class of Controls and Influences
Ownership

SOE Including TSOEs, state-owned or controlled enterprises, in the form of companies
limited by shares (CLS) — some of which are publicly listed, or state-owned limited

liability company (LLC) (more explanations on CLS and LLC are gwcn in “shareholdmg
enterprises’™)

State government is the de facto owner. These enterprises are theoretically profit making
— but are often managed on a political rather than commercial basis.

Collective Community in the local vicinity joins local government in ownership (agent for the State
government).

Shareholding | Including two main types:

enterprises 1) Companies limited by shares (CLS), the approximate equivalent of the large stock
corporation in Western countries. This sub-category includes public listed companies
(PLC).
2) Limited liability companies (LLC), mtended for a much smaller and more closely-knit -
( group of investors (youxian zeren gongsi)

Capital raised through issuing shares (some shares non-tradable). Each investor bears
limited liability for debt.

Private Refer to economic units invested or controlled (by holding the majority of the shares) by -
natural persons.

Included in this category are private LLC, private share-holding corporations Ltd.,
private partnership enterprises and private sole investment enterprises.

FIE Enterprises supported by foreign investment, including foreign Joint Ventures.

Source: Tian (2002)

The ownership structure changed dramatically over the past two decades. In the early 80°s
China’s industral sector consisted almost exclusively of state-owned and state controlled
enterprises and collective-owned enterprises (COEs), by 1994, as shown in Table 2.4, there

were sharp increase in the total number of newly created enterprises, including 29,000

 Clarke (2003), Jiang (2000) and Wang (1999) distinguish traditional SOEs (TSOE) ~ state-owned
enterprises that existed under the planned economy - from enterprises organised under the Company Law that

happen to be wholly state-owned or controlled by the state - including those converted from the TSOEs. In
this thesis I refer to them all as SOEs.
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foreign invested companies, over 4,300 shareholding enterprises, and nearly 4,000 private

companies.

In 1998 China’s National Bureau of Statistics (NBS) revised its statistical system to
exclude firms reporting less than five million RMB 1n sales per year. Table 2.4 shows that
in 2001 the reported 46,767 SOEs represented a sharp decline from the number reported in
1098. Most of the reduction in SOEs was due to their conversion to shareholding
enterprises. COEs underwent a similar conversion process. By 2001 the number of
shareholding enterprises had more than doubled the number in 1998. This conversion of
SOEs and COEs to shareholding enterprises was the principal mode of SOE restructuring
and privatisation in China (Clarke 2003, Jefferson et al., 2003a, b). It generally entails the
corporatisation of the firm, and frequently involves the infusion of new assets from outside

the state system (in the case of listed SOEs, also through initial public offering (IPO)).

* With the exception of sole State-funded enterprises which are included regardless of annual sales figure.,
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Table 2.5 presents shares of the different types of Chinese enterprises in the economy. The

legitimacy of the government in providing employment rests on the 48% employment

provided by SOEs and COEs. Collectively they control 68% of total assets in 2001, and
produce 55% of total industrial outputs (in value terms). The inefficiency of SOEs 1n
aggregation can be shown by comparing the SOE with the foreign funded enterprises:

employing 3% workforce and 20% of total assets, foreign funded enterprises produce 29%
of total outputs.

Table 2.5 Shares of different ownership (%

Output (value) | Employment’ Assets

Class of ownership 2000 | 2001 | 2000 | 2001
Domestic funded T
State- owned and controlled 27%|  47%| 44%| 44%| 43%| n/al  62%
Collective-owned 18%| 14%| 11%| 7%| 5% nhal 6%
Sharcholding wal _13%
Private 6% 4% 5% 6% n/a n/a
Other domestic 0%| 35%| 36%| n/a] n/a
Foreign funded 3%| 3%| n/aj 20%

[00%]_100%] _wal 100%

Source: China Statistical Yearbook 2002
{

Economists argue that in competitive markets without si gniﬁcanf externalities, government

b

ownership is inferior to private ownership (Alchian 1977, Sappington and Stightz 1987,
Shapiro and Willig 1990, Boycko et al. 1996, Hart et al. 1997), due to government’s lack of
transferable residual claims, its political and social objectives over profit maximisation, and
the associated greater information asymmetries and higher transaction costs. Vining and

Boardman (1992), and Megginson et al. (1994), among others, provide empirical support
for such proposition. In contrast, Wortzel and Wortzel (1989) and Martin and Parker
J

(1995) suggest that government ownership is not necessarily less efficient than private

ownership.

There is inconclusive empirical evidence on the role of government in corporate China.
Wei et al. (2003) compare the financial and operating performance of Chinese firms prior
to and post privatisation. They find significant post-privatisation improvement in real
output, real assets, and sales efficiency, but not in profitability. However, when they
separate their sample into SOE and non-SOE controlled, they document significant

improvement in profitability in firms with over 50% voting rights controlled by non-State
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investors. They conclude that privatisation works. Qi et al. (2000) find post-issue return
on equity positively related to institutional ownership but negatively related to state
ownership. Wei et al. (2002) also record a negative relationship between Tobin’s q and
state equity ownership. Different to these findings, Sun et al. (2002) find partial
government ownership has a positive impact on SOE performance. Tian (2005) finds that

corporate value decreases with an increased size of government shareholding when the

government 1s a small shareholder. However, when the government equity holding is.

sufficiently large, corporate value increases with increased government shareholding. The .

contradictory findings probably reflect the complexity of the issue.

Although state ownership in the economy 1s declining (Jefferson et al. 2003a, b, Sun et al_

2002, Tian 2004), the government still remains the most dominant force in the economy.

Clarke (2003) notes that despite talk of the state withdrawing from the economy, it is

committed to retaining control over enterprises in some sectors such as national security-

related industries and pillar industries. This is a critical issue, as unlike studies in many

developed countries, research into a topic such as corporate insolvency in China needs to

carefully take into account powerful political influences.
{

2.3.2 Pﬁblic listed companies (PLC) and their capital structure

The companies listed on the stock markets represent a new enterprise system in China.

Their ownership structure includes SOEs, COEs, FIEs, and private (i.e. controlled by the

private sector by holding legal person shares — see Table 2.9). Itis these listed companies

which form the subject of this thesis. This section describes the Chinese stock market and

documents the shareholding structure and some other corporate finance factors of the PLCs.

The role of the Chinese stock market in corporate financing is analysed in the following

section.

A. The Chinese Stock Market

China’s share 1ssue privatisation (SIP) of SOEs was a catalyst for the development of its
two stock exchanges - Shanghai Securities Exchange (SHSE) and Shenzhen Stock
Exchange (SZSE) m 1990 and 1991 respectively. At the outset the stock exchanges were
used primarily to supply capital to SOEs that remained in the control of the state. By 2003,
the total market capitalisation of the two stock exchanges was 43.5% of GDP and the total
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market capitalisation was ranked as the 12" largest in the world. Despite its rapid growth,
in 2000 total capital raised in stock markets accounted for the equivalent of only 15.8 % of
new bank lending over the whole economy in the same year, and total market capitalisation

of stocks was 48.4% of the total loans outstanding m China (McKinsey 2003).

The governing body of the listed companies is the China Securities Regulatory
Commission (CSRC). The IPO selection process is fiercely competitive, lengthy and
bureaucratic (Aharony et al. 2000, Chen and Yuan 2004, Jiang et al. 2005). According to
Jiang et al. (2005), only 0.3% IPO applications are successful. In addition, CSRC has
imposed a series of guidelines restricting rights issues after November 19937, All listed
companies are required to disclose information on one of the two official websites for
information disclosure: www.cnlist.com.cn and www.cninfo.com.cn. Appendix 3 presents
the CSRC official “format of announcement requirement” on listed companies translated by
the author. This 1s the source for restructuring announcements for the studies reported in

chapters 6. Further details of the announcement requirements will be discussed in section
4.2.1.

v
N

Table 2.6 shows the Chinese stock markets’ rapid growth. Between 1992 and 2002, the
market capitalisation increased at the average rate of 60% per year. The number of listed

6ompanies grew 48% annually, from 51 PLCs in 1992 to 1224 PLCs in 2002. We can also

see that the P/E ratios of these stocks are amongst highest in the world.

" For further details see Chen and Yuan (2004).
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Table 2.6 Chinese stock market

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Total listed companies 51 180 290

Total capas %eof GDP 39 102 79

Tradable cap % of 319 288 329

total cap

Trading Velocity % 204 361 669

(tumover/tradable cap)

Trading turnover 68 367 813

(volume, billion)

P/E Ratio SHSE - - 425 235
SZSE - 427 103

322

5.9
413 35.2 34.6

529 744

281

616 507 355 336

851 949 1088 1160

14.5 234 245 30.7 512 432

34 352 36,6 36.6

346 240

404 2,133 3,072 2,354 3,132 6,083 3,831

15.7 313 399 344 38.1
19.5 354 412 323 376 58.8 40.8 |

59.1 463

Source: China Securities Regulatory Commission (CSRC) website, Bloomberg.

B. Corporate features of the PLCs

1224
43.5
32.6
224
2,799

34.5
38.2

According to Tian (2004), as shown in Panel A in Table 2.7, bank loan 1s an very important

form of debt financing in PLCs, as the corporate bond market did not exist. The bank loans

are mainly from state-owned banks. Panel B of Table 2.7 shows that the Chinese PLC’s
total liability to total assets ratio is lower than the US, UK and Japan, but higher than South

Korea. Furthermore, its bank loan to total capital ratio 1s slightly lower than that of the

UK. In addition, according to Tian (2002), these PLCs’ average total assets were

US$175mn, of which 53% being current assets'and 36% being fixed assets. Huang and

Song (2002) find that correlations between firm characteristics (such as profitability, asset

tangibility, growth opportunity and size) and leverage is similar to other countries and this |

suggests that that these firms are also profit maximisers and basic economic forces are at

work 1n China. .

. - u‘-ﬂ,-ﬁ- % ]
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Table 2.7 Financial leverage
Panel A: Leverage Ratios of China's PLCs from 1994 to 2003

1094 1995 1996 1997 1998 1999 2000 2001 2002 2003 Total
Liability to Total Assets

Mean 0450 0477 0440 0415 0420 0437 0447 0493 0506 0538 0470

Median 0441 0.458 0452 0413 0413 0416 0419 0434 0451 0.484 0.438
Bank Loans to Total Assets

Mean 0217 0235 0235 0219 0222 0240 0240 0265 0262 0.276 0.247

Median 0210 0226 0229 0210 0216 0225 0216 0.238 0.238 0.255 0.229
Bank Loans to Capital

Mean 0286 0314 0304 0.283 0.290 0321 0312 0316 0337 0347 0316

Median 0293 0304 0298 0273 0279 0.288 0.277 0304 0315 0338 0.299
Observations 287 308 519 717 822 919 1054 1130 1193 1252 8201

Panel B: International Comparison
Nonequity Liabilities Bank debtto Bank Debt to

No. of Firms Time Period to Total Assets Total Assets Capital
China 287-1252 1994-2003 0.47 0.25 0.32
United States 2580 1991 0.58 0.27 0.37
United Kingdom 608 1991 0.56 0.24 0.34
Germany 191 1991 0.76 0.16 0.39
Japan 514 1991 0.75 0.42 0.63
South Korea 49 1985-1891 0.30
India 99 1980-1990 0.67

Source: Tian (2005) - the data on US, UK, Japan and Germany are from Rajan and Zingales (1995); data
on South Korea and India are from Booth et al. (2001).

The corporate governance structure of these companies is the two-tier board structure.

They have a so-called supervisory board, which is in charge of monitoring any illegal
lntehaviour of the managers and directors of the tompany. It has no authority to interfere

siith corporate management and strategy. The board of directors is elected at the
shareholders’ annual general meeting. The position of general manager is the equivalent of
the CEO 1n the USA and so 1s responsible for the daily operations of the company. As
stated by Schipani and Liu (2002), in China today, the most important legal sources of
corporate governance rules include the Corporate Law of 1993 and the Securnties Law of
1998. In additional to legal sources, the memorandum of association of €ach corporation
plays an active role in designing each corporation’s corporate governance structure. The

Chinese memorandum of associatidn is comparable to a document that would combine both

the articles of incorporation and bylaws of an American corporation.

C. Shareholding structure

As shown in the above section, the Chinese PLCs are organised and operated under the

model of modermn western firms. However their shareholding structures are different from

those of western firms.
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Share ownership is officially classified as state, legal-person, employee, and tradable A

shares plus shares denominated in a foreign currency (Table 2.8). All the common shares

bear the same rights for voting and cash flow.

Table 2.8 Official share classes

Classes _\Descnptlon k

Non-
tradable

shares

.State shares

Shares obtained by an institution, as a representative of the central government,
on behalf of the State in exchange for the capital contribution made by the
State. The institution can be the central government itself, local governments
or wholly government-owned economic institutions. Although the shares are
not tradable, they are transferable under the approval of China Securnities
[Regulatory Commission (CSRC). -

'Legal person
shares

IShares owned by domestic institutions. A legal person in China is defined as a
non-individual legal entity or institution. In official documents, domestic
institutions include stock companies, non-bank financial institutifc:unsE and SOEs
that have at least one non-state owner. Legal person shares can be transferred
to other domestic institutions upon approval from the CSRC.

Employee shares

Tradable

shares

A shares

- =

B

Employee Shares are offered to workers and managers of a PLC, usually at a
substantial discount. Employee shares are registered under the title of the
labour union covering that company, which also represents shareholding
employees trying to exercise their rights. After a holding period of 6 to 12
months, the company may file with CSRC to allow its employees to sell the
shares in the open market, but the directors, supervisors and the general
managers may not transfer such shares during their term of office.

Listed in either Shanghai or Shenzhen Exchange. These shares were sold only
{to Chinese domestic irvestors until December 2002. &

-Shares

denominated 1n

foreign currency

This group of shares includes B shares on domestic stock exchanges, H:shares
on the Hong Kong Stock Exchange and N-shares on the New York Stock
Exchange. B-shares were available exclusively to foreign investors until 200
when they were also made available to domestic investors. The B-shares
market 1s separated from the A-shares market, with SHSE B-shares
denominated in US dollars and SZSE B-shares denominated in Hong Kong

dollars. H-shares and N-shares carry the same rnghts and obligations as the A -
and B-shares, but they cannot be traded on domestic stock exchanges, although

__|can be held by anyone.

Source: Xu and Wang (1999), Tian (2002)

This oftficial classification 1s adopted in most existing research on the impact of

#

shareholding structures on corporate value of China’s PLCs (for example, Xu and Wang

(1999), Q1 et al. (2000), Sun et al. (2002)). Tian (2002) argues that the official

classification confuses tradability with ownership, 1.e. it confuses institutional shareholders

with legal-person shares. However I argue that the confusion actually stems from policy

maker's motivation in retaining control in the PLCs. “State” share is defined only to be

held by wholly state owned enterprises whereas “Legal Person” share is defined only to be

held by non-individual institutions with less than 100% state ownership. When the policy
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makers’ attention was founded on differentiating “wholly state-owned” and “partial state-

owned”, institutional shareholders became a vague concept in the system. As Clarke
(2003) states:

“The state wants to make SOEs operate more efficiently by subjecting them to a new
and different set of rules — the rules of organisation under the "modern enterprise
system". Policymakers then find, however, that they must change and adjust the rules
to take account of continuing state ownership. Moreover, the need to provide for the
special circumstances of state-sector enterprises ends up hijacking the entire
Company Law, so that instead of state-sector enterprises being made more efficient
by being forced to follow the rules for private-sector enterprises (the original

ambition), potential private-sector enterprises are hamstrung by having to follow
rules that make sense only in a heavily state-invested economy. ™

Table 2.9 presents the composition of shareholding of Chinese PLCs between 1992 and
2001 by shareholding registration. From the table we can see that the state holds 45%
shares in 1992, State direct holding declined slightly to 32% in 1999 and went back up to
46% in 2001. The statistics suggest that the government is the single largest shareholder of
these Chinese listed companies. However, according to Green (2003), in addition to direct
holding, the state retains ownership indirectlysthrough Legal Person (LP) shares. He
l::{elieve that in 2002, 78% of the PL.Cs — 729 firms were directly or indirectly controlled by

state organs.

® Taking the Glass-Steagall Act of the US as a model, the Commercial Banking Law of China that came into

effect in 1994 prohibits commercial banks from underwriting, holding or trading securities except for
government bonds.

e
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Table 2.9: Composition of stocks issued by companies on Shanghai and Shenzhen

Stock Markets (%) : : | .

' ' [1992 1993 1994 [71995 [ 1996 ]_1997 | 1998 1999 [ 2000 [ 20071
Nontradable shares 68.1 | 71.2 | 67.1 | 64.6 | 648 | 654 66 64.8 | 633 | 6S. 3=
State shares 446 | 48.1 | 427 | 389 | 37.7 | 354 | 343 | 316 | 37.1 | 46 2
Legal persons’ shares | 22.1 | 213 | 23.1 | 245 | 249 | 26.7 | 282 | 296 | 249 | 18.3
Others | 15 | 1.7 | 13 | 12 | 22 | 33 | 34 | 36 | 1.3 0.8
Tradable shares 31.9 | 28.8 | 329 | 413 | 352 | 346 | 34 [ 352 | 36.6 | 36.6
A-shares 154 | 16.8 | 209 | 21.0 | 219 | 23 24.1 | 269 | 29 25.7.
B-shares 165 | 6.4 6.1 6.7 6.4 6.4 5.4 4.3 4.2 3.1
H-shares 00 | 57 | 60 | 7.7 | 69 | 52 | 45 | 39 | 35 6.4
Grand total 100 100 100 100 100 | 100 100 100 100 100

Source: IDE Spot Survey 2003, China Statistical Year Book 2002

2.3.3 The accounting system

[Listed companies in China are subject to two sets of accounting and disclosure regulations
issued by the Ministry of Finance (MoF) and China Securities and Regulations Committee
(CSRC). While A-share companies prepare Chinese Generally Accepted Accounting
Standards-based (GAAP-based) financial statements audited by local CPA firms, B-share

companies are required to publish financial statements that are based on both the Chinese

(GAAP and International Accounting Standards (IAS). Companies with B-shares must have
their accounts audited by international accountiﬁg firms. Despite anecdotal stories of how

Chinese accounting 1s inadequate, a number of recent studies (e.g., Chen et al. 2001, Chen

and Wang 2004) find that accounting information 1s value-relevant to investors in the

Chinese market. This 1s an important finding as a large part of the analyses in this thesis

uses accounting data.

2.3.4 SOE reform

Many SOEs 1n China are loss making or non-viable, and a large number have long since

been 1n default to their creditor banks. Recent official statistics (State Administration For

[ndustry and Commerce www.saic.gov.cn) suggest that there 1s an equal split between
those SOEs that are loss-makers, those that break even though plagued with implicit losses,
and those that are marginally profitable. Accordingly credit allocation and asset reallocation
are not as efficient as they could be. As business failures are a universal feature of
competitive markets, effective msolvency and creditor rights systems are fundamental
building blocks of sustainable development. The existence of such a framework facilitates
access to credit and underpins contract enforcement. Therefore effective insolvency and

creditor rights systems are important to both domestic and international investors and
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creditors, and are crucial to reducing the risks of financial instability and handling financial

crises when they occur.

As mentioned in Section 2.3.1, the conversion of SOEs and COEs to shareholding
enterprises was the principal mode of SOE restructuring and privatisation in China. During
the latter half of 1990s many SOEs entered a period of accelerated reform. In 1997,
Premier Zhu Rongji put China’s loss-making SOEs on a strict three-year schedule during
which they were instructed to implement a “modern enterprise system” and convert losses
to surpluses. Two quantitative changes are most visible during the latter 1990s: rapid
declines in the number of SOEs and in the employment level of surviving SOEs. For many
industrial SOEs, restructuring occurred via merger or acquisition, the conversion of
ownership status, or in outright liquidation’. While the outright liquidation was largely

limited to smaller scale enterprises, a substantial number of large and medium-size

enterprises also exited the class of state industry.

As part of the government’s initiative to reform SOEs, mergers took place extensively n
six bankrupt industries including sundry. light i{ldustry, textile, machinery and chemical
(World Bank 2000) since mid 1990’s. Since the start of 1996, the state has allotted a
certain amount of the SOE banks’ reserves for bad debts to be used in the merger and layoft
of bankrupt companies. According to State Economic Trade Commission (SETC), in 1998,
the reserves for bad debts totalled US$10bn and more than 6,400 bankrupt companies were

saved via merger. In 1999, 3,098 bankrupt companies were saved via merger. The SETC

also called for bankruptcy mergers to enter bankruptcy procedures more quickly. (People’s

Daily 1 August 2000).

As aresult of this rapid reform, nor;—perfonning loans (NPLs) of the Chinese banks reached
arecord high. To resolve these NPLs, four Asset Management Companies (AMC) were set
up in 1999 to restructure the pre-96 NPLs. The four AMCs took over US$200bn of NPLs
and had resolved around 25% (in value terms) of these NPLs (McKinsey 2003) by 2003. In

addition to using AMCs, the Chinese government has promoted mergers/acquisitions and

debt-for-equity swaps10 in an attempt to improve banks’ NPLs.

” According to the State-Owned Assets Supervision and Administration Commission (SASAC), between 1995
and 2002, 7,798 SOEs were liquidated.

'Y For example, the SETC issued a document in 2001 promoting debt-for-equity swaps.
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This section introduced the institutional features of the Chinese corporate sector, including
the ownership structure and its development between 1980 and 2002. The main feature is
the reform and corporatisation of SOEs. The Chinese “modern enterprise system” — the
PLCs on which the empirical work of this thesis will take place has also been described in
detail, in terms of their shareholding, capital and governance structures. This section
provides important background for the introduction of the banking sector 1n the next

section. In addition, to put things into perspective, I also illustrate the nature of Chinese

corporations by describing two PLCs in detail in section 2.5.

24 THE BANKING SECTOR AND COMPANY FINANCING
SOURCES

2.4.1 The banking sector

To better understand this dynamic relationship between the financial sector and SOE
reform, it 1s necessary to examine the background of these issues in terms of China’s

f}nancial institutions and their stability, funding‘and limited disintermediation.

In addition to FDI, the banks are the key sources of external finance in corporate China.
The financial landscape 1s dominated by “the big four” state owed banks'': Industrial and

Commercial Bank of China, Bank of China, China Construction Bank and Agnicultural
-Bank of China; and they are highly inefficient'?.”

Banks are the primary channel for directing funds from savers to borrowers because of

disintermediation. Also, since thé retail-banking sector in China remains undeveloped
(housing loans were only 3.4% of total lending tn 2000 — according to McKinsey 2003),
corporate lending (particularly to SOEs) is likely to continue to dominate bank lending. In

this environment bank reform is inseparable from genuine reform of SOEs.

' According to The Economist (5™ January 2006), Bank of China (BoC) will be the third mainland bank to

list on the Hong Kong exchange in the near future. So far, Bank of Communications was listed in Hong Kong
.in June 2005, and China Construction Bank was listed in Hong Kong in October 2005.

12 The cost/income ratio of mainland Chinese banks is among the highest in the world, averaging close to

80%, versus 35-45% in Asia and 40-55% internationally (Bank of China International 2002).
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There was significant government intervention in bank lending prior to 1994. Such
government intervention could take place either ex ante or ex post of bank lending being

made (Lu et al. 2001). Since 1994, the Chinese State banks have been granted increasing

autonomy in their lending decision-making.

According to Lu et al. (2001), the banks’ lending decisions are systematically biased 1n
favour of SOEs. They also find that the investment sensitivity to cash flow of the moderate-
risk firms is substantially higher than that of the other firms, while investment of the worst-
risk firms is the least responsive to changes in cash flow. This pattern of investment-cash-
flow sensitivities suggests that, although banks do ration credits to some extent, they tend

to provide liquidity to keep the borrowers in financial distress afloat — the so called “soft

budget constraint” syndrome.

Due to the ailing state of many SOEs, banks’ aggregate NPLs amounted to 44-55% of GDP
at year-end 2001, or US$480-600bn. Worse still, bad debt is dampening economic growth:

capital is tied up in defaulted borrowers and insolvent companies continue to operate rather

than face liquidation. ‘ \

3

The Chinese Central Bank — People’s Bank of China (PBOC) has a great influence 1n
corporate financing. Firstly one tool in implementing the government’s monetary policy 1s

through the setting of interest rates. Regulation then limits the range within which the banks
can lend around this central rate (Lu et al. 2001). The lending decisions to the SOEs are
thus politically influenced although this force is diminishing. The banks have limited
capability’® to perform a credit risk analysis thus lending decisions are not based on risk.

Neither, in the main, are the banks able to monitor the borrower and assess performance.

The high level of NPLs renders the financial system as technically insolvent, although a
financial crisis is unlikely in the short-term. As we can see in Panel A of Table 2.10, banks’
net interest income is RMB381bn, assuming 0% NPL levels. Panel B in Table 2.10

calculates the different net interest income level at different NPL levels. Because of

'3 Lending decisions were centrally controlled by the government historically until 2001 and as a result

there is a lack of commercial approach in the banks® current lending decision making process which is
further worsened by a lack of trained staff.
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sufficient deposits'®, disintermediation is not yet a concern and banks’ interest

income/expenses would still be positive with a NPL level of 50%. Therefore the Chinese = -

banks are very liquid with loans to deposit ratios below 80, plus massive new savings
continue to enter the banking system due to lack of other investment options. Furthermore,

importantly, there 1s in place an implicit guarantee of the banking system by the

government — supported by the world’s second highest foreign reserves.

However a liquidity crisis is not improbable in the long term as less than 1% of the urban
population controls 50% of all deposits. One result of this is that it would take only a smal]

segment of customers to migrate to create a liquidity problem for banks. Furthermore, if

China’s economy slows down, the underlying banking weakness would be exposed.

Foreign bank RMB lending is now available, but in this respect these banks are also heavily
regulated with scope and geography restrictions. |

' McKinsey (2003) estimates that the ‘average savings rate in China between 1997 and 2005 is 40%,
versus 14% in the US and 27% in Japan.
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Table 2.10 The aggregate balance sheet of Chinese banks 2000

Panel A. The aggregate balance sheet of Chinese banks 2000

(RMB bn) Balance Yield/costof Interest income/expenses
funds
Loans
Short-term loans 6,575 6.29% 413
Medium- to long-term loans 2,793 6.67 186
Trust loans 241 6.63 16
Other loans 328 6.63 22
Total 9,937 6.41 637
Deposits
Corporate deposits 4,409 2.07 91
Fiscal deposits 351 2.25 8
Govt & org. deposits 222 2.25 S
Individual deposits 6,433 2.02 130
Saving deposits 1,819 0.99 18
Time deposits 4,614 243 112
Agricultural deposits 264 2.25 6
Trust deposits 287 2.25 6
Other deposits 413 2.25 9
Total 12,380 2.07 256
Net interest income | 381

Panel B Financial disintermediation not yet a concern

Assume NPL level 0% " \ 381
¢ 10% 318
20% 254
30% 190

40% 126

50% 63

Source: Bank of China Intemational 2002

Due to historical reasons, banks are the main channel of funds from savers to borrowers.

According to Tian (2004) and Allen et al. (2005), China is a bank economy. However,
unlike other bank economies such as Japan and Germany, the commercial banks in China

do not have equity holding in listed companies. Taking the Glass-Steagall Act of the US as
a model, the Commercial Banking Law of China (1994) prohibits commercial banks from

underwriting, holding or trading securities except for government bonds.

2.4.2 Soft budget constraints

The resolution of the issue of the high rate of outstanding NPLs through banking reform

and the restructuring of SOEs are inextricably linked. These critical issues and their inter-

relationship will now be reviewed in more detail.
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Many scholars blame soft budget constraint for China’s mounting NPLs (Lu et al. 2001 ,-,*
Bai and Wang 1997). The term “soft budget constraints” was first introduced by Kornaj
(1980) and has since become widely used in the emerging market literature. Itrefersto the
case when a firm is not concerned with financial losses and expects to be bailed out by the
government. As stated by Kornai (1986), the budget constraint refers to a behavioural
characteristic of the decision-maker: the need to covers all expenses from the income
generated by the firm. However, the “softening” of the budget constraint manifests itself .
when the strict relationship between outgoings and income is relaxed. Ultimately the cause
of the soft budget constraint syndrome is the demand of society on the State to provide |
welfare, and the self-reinforcing nature of bureaucratisation. Soft budget constraints

represent important incentive problems and are a key element of socialist economies*>.-

Tiap (2004) believes that the government ownership of both banks and firms bring about
soft budget constraints. The government, facing the pressure of providing employment |
(Bai and Wang 1997, Wei et al. 203, Chen and Yuen 2004, Allen at al. 2005), tends to
maintain inefficient going concerns, and consequently, SOEs in default expect refinancing |
instead of bankruptcy. Banks are without incentives to monitor their credits and managers
afre without incentives to avoid default and creditor dissatisfaction. Therefore, Tian (2004)
argues that under soft budget conetraints debt cannot reduce managerial agency costs. On
the contrary, debt financing expands the resources managed by firm managers and
facilitates managerial exploitation. This argument i1s consistent with the theory of

politicians and the firm (Shleifer and Vishny 1994).

2.4.3 Sources of financing .

/
With an underdeveloped legal system and financial sector, the fact that China has small

external capltal markets (albeit developing rapidly) comes as no surprise. Allen et al.
(2005) compare China’s financial system to both the USA system which is dominated by H
financial markets, and the German system which is dominated by the banking sector. By
adopting the measures used by Levine (1999) and Beck et al. (2002), Allen et al. (2005)
find that China has a largely dominant but inefficient banking sector, while its stock market

is smaller than most of the Levine (1999) countries both in terms of market capitalisation

13 As stated by Roland and Qian (1998), there are also instances of soft budget constraints in market
economies such as bailouts of banks (e.g. the S&Ls) and corporations (such as Chrysler).

e we Y
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and the total value of equity traded in the market, weighted by GDP. In addition, Allen et
al. (2005) find that most of the bank credits are 1ssued to SOEs (listed and unlisted) and this
view 1s shared by Lu et al. (2001). By using a panel data set of PLCs, Lu et al. (2001)

demonstrate that bank lending decisions are systematically biased in favour of SOE:s.

Table 2.11 1s constructed using the methodology in Allen et al. (2002). It illustrates the
total size of “investment in fixed assets” which is a proxy for total financing needs, and the

sources of these funds, for all types of companies.

Table 2.11 Sources of financing 2001

Share- Other
SOE COE holding  domestic FIE Source/total

State Budgetary 12.5% 5.5% 1.4% 0.0% 0.1% 6.7%
Domestic Bank Loan 23.7% 11.0% 25.3% 7.3% 18.3% 19.2%
Foreign Investment 2.0% 3.3% 2.5% 0.1% 30.8% 4.6%
Self-raised funds & Other 61.8% 80.3% 70.8% 02.5% 50.8% 69.5%
PO and SEO* | 0.2%
Bond* | 0.4%
Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Type of companies / 2001 47.5% 143%  15.2% 15.0% 8.1% 100%
Tgtal investment in

fixéd assets 2000  503%  147%  123%  14.7% 7.9% 100%

* Available only to publicly listed and traded companies.
Source: China Statistical Yearbook 2002

From the table we can see that the four most important financing sources are:

' - i ’ - wim - L

* e

v Self-raised funds, this includes proceeds from capital raised from the local
government and communities, and internal financing channels such as retained

earnings. This is not unusual, even in markets with strong stock markets like the
UK, where retained earnings are the main source of funds.

* Domestic bank loans
v State budget

» Foreign investment

On the aggregate level, state budget provides 6.7% of corporate funding needs, whereas
bank loans provide 19.2% and foreign investment provides 5%. Self-raised funds are by

far the most important source of financing for almost all types of firms — overall they
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provide 70% of corporate financing. On the other hand only 0.6% of total financing jg
provided by the external capital market (equity plus bonds).

Having presented how the four most important sources contribute to firms’ ﬁﬁan;;ing
overall, the financing decisions of the different types of companies will now be examined_
For SOEs, bank loans'® provide 24% of firms’ financing requirements, while self-raiseq
funds provide 62% of financing. Similarly, for the shareholding companies, bank loang

provide 25% and self-raised funds provide 71% of firms’ financing requirements.

The “Other domestic” category includes mainly private and individual enterprises. For
them, bank loans provide merely 7.3% of their financing needs, the remaining 9324
financing needs come from self-raised funds. According to an article published by tﬁe
Centre for International Private Enterprises (CIPE) on 1¥ November 1995, it is very,
difficult for China’s private enterprises to secure a bank loan. This 1s because the
govérnment—coﬁtrolled interest rate is much lower than the equilibrium rate, usually 129,
p.a., so demand for funding is much higher than supply. To make the situation more
difficult for the private sector, credit decisions ase usually made by the government, which
ciirectly allocates most bank quotas to the SOEs. As a result private enterprises may onlyy

obtain bank loans outside the official plan, where they face much higher interest rates

(around 20%) and shorter loan periods, often only three to six months. When private

enterprises need more funding they must borrow from friends, relatives or neighbours at a

much higher interest rate (25-3 0%)"’.

Providing 19% of total corporate financing, bank loans are the second most important
financing source. Important determinants of the bank lending include borrower risk,
collateral and relationships (Lu et a1 2001, Gregory and Tenev 2001). Due to government
intervention (although decreasing) through policy loans and interest rate control and the

implicit guarantee to SOEs, lending bias towards SOEs leads to soft budget constraint and

16 1¢ is worth noting that, bearing in mind the banking sector is dominated by the State, it is possible that bank
loans are made to SOEs as a disguised form of subsidy. Therefore the author believes that for SOE financing
needs, official statistics on state budget may be deflated. \
'7 In the same report, CIPE states that a survey of 38 private enterprises in Luzhou city, Sichuan province, .
found that almost half these firms’ funding (totalling RMB12.41mn) came from their own capital
accumulation. The firms borrowed another 20% (RMBS5.35mn) from their neighbourhood, and the
;emainder from bank loans (RMB8.37mn), which were obtained by only 22 of the 38 enterprises
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Non-performing loans (NPL). According to Gregory and Tenev (2001), there 1s ample
evidence that local governments continue to encourage bank lending to SOEs by extending
explicit or implicit guarantees. They also find that although a number of assets qualify as
acceptable collateral in theory, 1n practice real estate assets (in most cases land use night -
LUR) appear to be the most common (in some cases the only kind of) collateral accepted.
However, as will be discussed in detail in section 3.1, LURs are often used for employment
settlement and are excluded from bankruptcy assets. This in effect renders the lending
banks unable to recover their claims through collateral in the case of bankruptcy. These

structural problems in the banking sector lead to a vicious circle of lending bias towards

SOEs, soft budget constraint and NPLs.

2.5 TYPICAL CHINESE FIRMS IN DISTRESS — TWO CASE
COMPANIES

By describing and analysing two distressed listed companies — one SOE and one non-SOE,
this section 1llustrates the nature of Chinese corporatioﬁs in the context of distress. The two
distress cases were selected from the 100 companies that constitute the full population of
djstressed companies listed in China between 1599 and 2003, as documented 1n chapter 5
of this thesis. The first case, Shandong Jintai is a non-government controlled
pharmaceutical company operating in a growing and liberalised industry consisting of 60
listed firms; the second case, Sichuan Joint-WIT Medical, on the other hand, 1s a SOE in
the State controlled clothing and fabric Industry consisting of five listed SOEs. Data for the
two cases’ operating performance, capital structure, and industry performance controls are
from Thomson Financial Analytics Database - same source for the data in chapter 5, as well
as from the two companies’ annual reports. Ialso collect the two companies’ restructuring
announcements from the tv;o official websites'®: www.cnlist.comcn and
www.cninfo.com.cn. Details of the announcements are presented chronologically in
Appendix 4 and S respectively. These restructuring announcements will also be used to

1llustrate the types of distress restructuring mechanism in China in chapter 4.

2.5.1 Case study one: Shandong Jintai Group

surveyed. It is a general consensus that poor access to conventional bank finance is one of the chief
constraints to private-sector growth in China.
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Shandong Jintai (Jintai hereafter) was formerly a state owned enterprise and wag
restructured to be a shareholding company in 1989. The group's principal activities are the
research, manufacture and sale of chemical raw material medicines, chemical medicingj
preparations, Chinese medicinal preparations and biological medicines. Itis also engaged in
the wholesale and retail of Chinese and Western prepared medicines. Other activitieg
include manufacturing and marketing of biological products, medical intermediates ang |

medical apparatus, importing and exporting goods, developing and transferring

technologies and providing technical services.

The pharmaceutical industry is a high growth industry in China. As at 2003, there afe a2
total of 60 listed companies within the industry. According to China Economjc
Information Network (CEINet), a leading industry studies expert, the pharmaceuti chal *
industry enjoyed a growth 0f 15.5% from 2001 to 2002, with RMB94.55bn output in 2002’_ -
The company’s accounting performance versus its incfustry between 1999 and 2003 is;

presented in Table 2.12 below. As the table shows, the industry’s median asset size grew,
over time from RMB608mn in 1999 to RMB1391mn in 2003. |

3

'8 The announcements are made in Chinese and are translated into English by the author.
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Shandong Jintai (Jintai hereafter) was formerly a state owned enterprise and was
restructured to be a shareholding company 1in 1989, The group's principal activities are the
resecarch, manufacture and sale of chemical raw material medicines, chemical medicinal
preparations, Chinese medicinal preparations and biological medicines. It 1s also engaged in
the wholesale and retail of Chinese and Western prepared medicines. Other activities
include manufacturing and marketing of biological products, medical intermediates and

medical apparatus, importing and exporting goods, developing and transferring

technologies and providing technical services.

The pharmaceutical industry 1s a high growth industry in China. As at 2003, there are a
total of 60 listed companies within the industry. According to China Economic
Information Network (CEINet), a leading industry studies expert, the pharmaceutical
industry enjoyed a growth of 15.5% trom 2001 to 2002, with RMB94.55bn output in 2002,
The company’s accounting performance versus its industry between 1999 and 2003 is

presented in Table 2.12 below. As the table shows, the industry’s median asset size grew

over time from RMB608mn in 1999 to RMB1391mn 1n 2003.

|

il e

'* The announcements are made in Chinese and are translated into English by the author.

Page 43



b obed

66V¢ €'G0¢E TAPA® 8°Cl) VIN# ep) S8|JEAIa0aL SJUNOJIY
9€6°0 €8E0 1120 0920 8G90 SI|ES/SIQEAIFO3] SJUNOY
P10
ZL'1E- 6'v¥ £'G61 0281 6’181 (uwgwy) 4inb3
L' 16EL 180V 8¥8llL L 9LE 9886 1 4! TA 4 898, YA ¥'809 G 8¢ (Lwgy) syessy
50l 9'22 9'LLL 2291 L'Zl) (uwginy) sejes
6991 V/IN# )44} Y06 asvi 089 122%" 082 €cel VIN# sadhojdw3
6 vEE0CL V/N# 0°'9¥9699 8°£G964C Y LYELSO G'9266¢29 9°L8S9VYS 6€SLILYS 6'9v29¢CS V/N# (gny) 9skojdwiapnessy
0¥€0 V/N# G8Z0 1£0°0 6220 252°0 18170 9020 G6L°0 V/IN# (Uwgwy) sakojdwey/seleg
9218
990°0 c000 L9000 ¢t00 ¥90°0 L00°0 Gv00 ¢20'0 8€0°0 V/IN# sjosse/xade)
JUSLUJSIAU
44 18¢°0 Gve'l 9cy 0 00G°) 6S0°L 1250 GL0°) 10271 Siy') qeif juslndfasse Jjuaund
Aypinbi
L2V 0 L8E0 6210 0v0°¢C 621°0 LGL°0 0€L 0 €o1L°0 ¥¥L°0 €610 sa|es/a|qeAedsjunoddy
GeEL'o Si0°0 ¥EL0 0¢2°0 ¥EL'0 9110 A GLLO 6¥L°0 ¥Z1°0 qelj [ejoy/aqeded sjunodoy
L1120 Gl90 ¢920 0¥S°0 0620 0.€°0 AN L0V 0 20 L¢e0 }JossSe/qap |ejo ]
%% A0 L0171 0¢y0 1180 LLE0 YAARY XA AN 6E£G°0 L8Y 0 00G°0 JosSe/qEl] [B]0 1
c68°0 G260 6¥6°0 000t L1¥6°0 9980 G160 €CL0 G060 11870 qe} jejoy/gel) jusund
¥10°0 0¢0°0 1L0°0 800 110°0 0200 ¢100 8100 €10 0 6L0°0 sjasse/asuadxz Jsasau|
edueuuouad [epueur
8060 ¥¥0°0 8¢y 0 180°0 ¢6e 0 LOV0 12v°0 18E°0 10¥°0 YA JosSe/sseg
0810 2E£8°G- G610 CLC V- €120 6G1L°0 02¢0 161°0 £veo VIN# sales/ydligd3d
65€°0 G920 8L€0 0CL0 8Ly'0 ARV LSV 0 962°0 Ly 0 9620 uible J01d sS0J9)
¥80°0 12 TA 6,00 €L 0 800 ¥90°0 €600 €00 9600 VIN# 19SSENYQ 1193
2ouewopad Bunesadp
SI[qBURA
166°G 810°G- c96°9 0€8°6- 6889 ee A% Wi 886°¢C XA A V/IN# JOA0J }Sauadlu]
uelpaw Ansnpuj uL g ue|paw ALsnpuj TH ueipaw Ansnpuj JTIE ueipaw Ansnpuj LLLIE 4 ueipaw Aijsnpu) UL UOLI3JLID UOI}IIBS

(E00ZA) L+=) (200ZA) 0=) (100ZA) 1-=) (000ZA) 2—=3 666LA) £-=3

" €6 uonoas 99s Axouid jesrnduws

Y9B3 U0 UOISSNISIP pI[ie)dp 10, "A[oA1d2dsal “[[eJ1I0YSs 95.I2A0 JO JeaK puodas pue 3511y ‘03 Jo1id S3}0UP [+ PUE ‘0 “I-=1 "£00Z 03 6661 SULINP DZIS PUL JUSULSIAUI
‘A31pinbi| ‘soueurrojrad [eroueuy pue Sunerodo yo suusy ur {(uonediyIsse]d HIS NSIp-) Ansnput )1 pue reyurf Suopueys 10J ejep Sununosoe K3y oy syuasasd s[qe) Sy
~£002-6661 w1l suopuvyg 10f uonvuiiofur Supunoddy Z1°7 a|1qu [




As will be discussed in detail in section 4.1 and 5.3.1, consistent with the existing literature |
in this thesis I measure “financial distress” by interest coverage ratio, i.e. a firm is ag
distressed if its earnings before interest, tax, depreciation, and amortisation (EBITDA) are
less than its reported interest expense. Using this definition of distress, between 1999 anqd
2003, five of the 60 firms were in distress in the sector, including Jintai. Of the five
distressed companies, two are non-SOEs, and three are SOEs. Jintai is 2 non-SOE firm

with zero government shareholding. It is also a small company measured by total assets_- -

Jintai started its application for listing in 1993 and was eventually floated on the Shanghaj -
Stock Exchange, eight years later, on 23™ July 2001. This lengthy process is mainly q
result of bureaucracy and the extreme demand outstripping supply (Jiang et al. 2005),

Table 2.12 shows some key accounting information for the company between 1999 and
2003. 2002 1s the first year the company suffered interest cover shortfall (t=0). Interms of
company size measured by total book assets, prior to its distress in 2002, Jintar’s tota]
assets between 1999 and 2001 were approximately 50-60% of industry median, and
therefore was a relatively small company. Jintai’s 2002 year-end book value assets were |
IEMB3l6mn, representing a decrease of 30% from 2001. In 2003, there was another
de;:rease of 24% and the company’s total assets were only 17% of industry median. In
other words, while the industry’s median firm level total assets increased year on year,

Jintai’s total assets adjusted by industry median decreased in the same period, and such

decrease accelerated in 2001, -~ --- -

Furthermore, Jintai’s equity decreased from RMBI181.85mn in 1999, to a negative
RMB31.72mn in 2003. Its total liabilities to total assets ratio increased from 52% in 1999 |

to over 110% in 2003, due to the large written offs of its bad accounts receivables and non-

performing assets. According to an article published on the official Stock Exchange
website (www.cnlist.com.cn) on 10 November 2004, since Xin Hong Ji Group’s takeover

of Jintai, the company was sued over 100 times for defaults on debt payments.
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In fact, around the time of listing in 2001, it had come to light'’ that the company was
starting to become exposed to a variety of issues, such as high level of bank debts; obsolete
technology due to a lack of investment over the years and management devoting
considerable amount of efforts in its listing application; and only about 10% potentially
realisable accounts receivables of a total of RMB100mn. Table 2.12 shows accounts

receivables (days) increased sharply from 82 days in 2001 to 305 days in 2002 and again to
350 days 1in 2003

The company also suffered a sharp decrease in sales in 2002. Table 2.12 shows its
sales/assets ratio decreased from 0.40 in 2001 to 0.09 in 2002. According to its 2002
annual report, the company discontinued the operation of one of its major subsidiaries
because of liquidity constraints on working capital. The sharp drop in sales (RMB171.4mn
in 2001 to RMB28.0mn in 2002) suggests it discontinued 80% of its operations. As the

pharmaceutical industry was being liberalised, companies faced increased competition, and

pressure on pricing.

All in all, the company’s 2001 accounts show the company performed poorly relative to
i{ﬂdustry in all aspects. Table 2.12 also shows that the company’s operating and financial
performance continued to deteriorate from 2002 to 2003. Its 2003 sales/assets ratio was
only half of that in 2002. Although its EBITDA/assets ratio improved slightly from -0.37
in 2002 to -0.25 in 2003 due to the sharp decline in total book value assets. Its gross profit
margins improved from 0.12 in 2002 to 0.26 in 2003 but its operating profit margin
deteriorated from -0.04 to -0.058. In addition, its bank debts/total assets continued to
increase and in 2003, its total liabilities exceeded its total assets in 2003. The company was
in effect bankrupt although was képt alive for the reasons discussed in section 2.2. The
company’s absolute bank debt level was relatively stable, and it had managed to take a new
loan of RMB20m on 13 December 2002 (announcement No. 19 in Appendix 4), despite its
poor credit condition and deteriorating operating and financial performance. On 14"
August 2003, the company also managed to renew the RMB20mn loan (announcement No.
20 in Appendix 4). Although detailed information on these loans such as interest rates and

covenants are not publicly available, the company’s ability to obtain and renew loans with

banks in such adverse conditions is a testament that the debt contracts are incomplete since

' According to articles published on the official stock exchange website.
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banks are unable to monitor borrowers. In addition, as discussed in detail in section 2.4

banks are only able to set interest rates within specified range around a centrally regulateq -

rate, the risk of lending 1s not appropriately reflected in interest rates.

2.5.2 Case study two: Sichuan Joint-WIT

Sichuan Joint-Wit Medical and Pharmaceutical Industry Company Limited Formerly
known as Sichuan No. 1 Textile Stock Company Limited. It was a SOE with 65.6% State
shares. It was listed on 16 June 1998 at the Shenzhen Stock Exchange. The Group's
principal activities were the manufacture and sale of yarn, thread, base cloth, dyed clotH,
knitwear, garments, beddings, adornments, machinery equipment, apparatﬁs, meters and
spare parts. Other activities include import and export trade, purchase of raw cotton and
manufacture of chemical fibre yam. Major products of the Group are cotton cloth and
cotton yarn. The textile industry included five listed companies, all under the control of the
State. In addition, there is a large number of non-listed non State-owned small to medium
size companies within the industry. The industry has been growing rapidly and the
increased production and sales was a manifestation of brisk consumer spending and
%rowing exports. Similarly Table 2.13 I;resentE the company’s accounting performance
versus its industry during 1999 and 2003. As Table 2.13 shows, among the five listed

companies, the median industry book value assets increased year-on-year from RMB608mn

in 1999 to RMB1.19bn 1n 2003. Sichuan Joint-WIT was the smallest listed company in the
industry in 1999.
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The company suffered interest cover shortfall in year 2001 and 2002. The company’s book
value assets were relatively stable prior to and during the first year of coverage shortfalj,
However, its book value assets more than halved from RMB451mn i 2001 (t=0) to
RMB189mn in 2003 (t=+2). In terms of operating performance, the company"s
EBITDA/assets ratio was similar to industry median prior to distress, but became negative in |
2001 and 2002. The main cause of distress is operational as shown by the negative EBITDA m
2001. The company’s financial structure did not look bad — its debts/assets ratio was actually,
low, so its negative interest cover was due to poor operating performance but not tq

excessively high interest payments. This underlines the problems of operational inefficiency iy
SOEs. In 2003, the company’s EBITDA/assets recovered to the industry median leve], .
However, its sales/assets ratio outperformed the industry 2000-03%, |

In ten:ns of financial performance, the company’s leverage was similar to industry mediar;,
although it had higher accounts payable/assets and accounts payable/sales ratios. Its liquidity,
ratio of 1.101 was less than half of that of industry median in 1999, two years prior to the onset
o‘f distress, the ratio dropped to 0.546 1n 2600 which was less than a third of that of industry,
median in the same year. Similarly, its capital expenditure/assets ratio was very poor
compared to industry prior to distress. Two year prior to the onset of distress, its capita]

expenditure scaled by assets was only 3% of that of the industry median. The percentage
improved slightly in 2002-03.

Low debts/assets ratio, high accounts payable/assets and accounts payable/sales ratio, and
very low capital expenditure/assets ratio suggest that although the company was not highly
leveraged, it relied on trade credits for liquidity and its liquidity was poor. Poor liquidity
restricted the company making adequate capital expenditure investments. The main cause

of distress was operational and this underlines the problems of operational inefficiency in
SOE:s.

20 1ts sales/assets ratio in 2003 was very strange, 140%. Reason being that the company signed agreement to buy
81% holding of a pharmaceutical company on 19" August 2003and the transaction was completed on 31" Dec

Page 49



The company’s sales/employees ratio and the total number of employees show the company
had a relatively large workforce and extremely low sales per employee ratio, indicating its
inefficiency, even compared to other SOEs in the same industry. Assets/employee ratios were
also low. Employee numbers continued to grow substantially in the first year of distress
despite the falls in both assets and sales. The total number of employees was over 6560 1n
2002, this figure then dropped to only 709 in 2003. The company’s announcements in 2003
confirmed such large-scale redundancy. As Appendix S shows, the 27/08/2003 announcement
mentioned the total compensation involved in redundancy was in the region of RMB13bn.
This dramatic drop in headcount is the consequence of the company’s exit strategy of the
labour-intensive textile industry. As I will discuss further in section 4.2.1, in 2001, during the
first year of distress, the government attempted a number of restructuring strategies including
transferring State shares from an asset management SOE to a textile SOE who supposedly had
industry-specific expertise management; and operational restructuring; but in vein. In
December 2002 the company had to discontinue operaﬁons due to deteriorating cash tlow
problems. Eventually, the company had to lay off its extremely large labour force which seems
to{be the source of inefficiency, and initiat‘ed its exit of the textile industry in 2003. |

Despite being the smallest listed firm in the industry, Sichuan Joint-WIT had extremely high
number of employees. This could be an important cause of the firm’s inefficiency. When the
company was no longer able to operate due to lack of liquidity, government was involved in
the settlement of employees, implying that social stability and employment were an important
item on the government’s agenda. However the government at the same time also tries to act as

a shareholder and play an important role in the corporate world. The role of government 1n

distress resolution will be explicitly tested in chapter 6.

In summary, Sichuan Joint-WIT started to experience lack of profitability and interest coverage
shortfall in 2001. Its controlling government shareholder attempted a number of restructuring
strategies, including transferring the State shares to a textile SOE, and operational restructuring

but unsuccessful. The company’s performance continues to deteriorate in 2002 and the

2003 (p32 of 2003AR), and this subsidiary’s accounts was incorporated in Sichuan Joint-WIT’s 2003 annual
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company had to discontinue operation due to a lack of cash flow for working capitg]

requirements.

2.6 CONCLUSION

China is the most important emerging market in the world. It is in transition from a command
economy to a market oriented economy through the reform of its large but unproductive SOEg
In addition, the Chinese government retains a continued interest post privatisation in
corporations which is different to many emerging markets in Eastern Eufope and Asia.
China’s financial system 1s dominated by a large but inefficient state-owned banking sector.
Government ownership of both banks and firms distorts fund allocation and brings about so £t
budget constraints. While bank loans are necessarnily incomplete, government’s control of
interest rates and the implicit guarantee to SOE and sometimes even distressed non-SOE firmsg,
exacerbates the structural problems in the financial sector of lending bias, soft budget
constraintand NPLs. The external capital market has developed rapidly in the pastten years

but the growth is constrained by the underdeveloped legal and regulatory framework, as well ag

tlge political agenda. The publicly listed compantes, on which the empirical studies in thjg

study are based, represent the “modem enterprise system”. This “modem enterprise system” ig

the model for future corporate China.

The description of two distressed listed companies provided some insight on the nature of
Chinese corporations and on the role of government in corporate China. Both companies
suffer from poor operating and financial performances relative to their respective industries,
including low gross profit margins, high leverage and deteriorating sales, pre and during
distress. The SOE case 1s also associated with extremely high employment headcount relative
to 1its industry, suggesting the acute conflict of interest between profit maximisation and

providing employment by government ownership. Both firms also suffer from poor liquidityi

and this liquidity constraint restricts them from making adequate capital expenditure

mmvestment.

report.
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Having outlined the economic, political and financial institutional background of China, I will

now go on to describe the Chinese bankruptcy code and its legal institutional environment.
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CHAPTER 3 - THE CHINESE BANKRUPTCY CODE
AND AN INTERNATIONAL COMPARISON OF CODES

In economic terms, “corporate bankruptcy” is important because it is the legal mechanism,

through which inefficient firms are eliminated or restructured. An efficient corporate
bankruptcy code 1s important in that it should serve to lay down the rules of the game, and jt
should provide legal procedure for distress resolution. In addition, a corporate bankruptcy,
code should act as a motivation for companies to restructure prior to the onset of distress. The
1997 Asian financial crisis sparked much academic interest and initiated a number of studieg
These studies add to the existing legal and finance literature on bankruptcy in emerging
markets, and provide the foundation for a comparison of the codes between China, US, UK ang

five Asian countries, Indonesia, Korea, Malaysia, Thailand and Philippines. The proposed
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