Private Companies Could Ease China's Economic Cool-Down
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HONG KONG -- Just how big is China's private sector?
That's a hot question debated by economists who follow China as they try to figure out how companies will react now that Beijing's touching of the brakes appears to be slowing the economy.
In past boom-bust cycles that have plagued the Chinese economy, state ownership has been more dominant. Traditionally, the cycles start with companies over-investing in factories and equipment until profit margins are destroyed by brutal competition and massive overcapacity. Sooner or later, the government steps in to cool an overheated economy by curbing investment with administrative decrees. As investment falls, the growth rate slides, spawning more investment cuts. Finally, recession arrives.
Much of the blame is then usually assigned to state companies, which were fed easy money by government banks and run by bureaucrats accused of having scant care about profits.
So if China's private sector is growing larger and more influential, it's possible -- at least in theory -- that things play out differently this time and the country can avoid the bust part of a traditional vicious cycle.
But economists can't agree on who is calling the shots in China's corporate world these days. In its first report on the Chinese economy, the Organization for Economic Cooperation and Development, a group of the world's industrialized nations, last week estimated the private share of China's gross domestic product rose from 50% in 1998 to 59% in 2003, the latest year for which there are complete data. The OECD declared that the economy "is now characterized more by private rather than public ownership."
Brokerage firm CLSA Asia-Pacific Markets goes further. In a research paper also published last week, CLSA's Shanghai-based economist Andy Rothman asserts that the private sector contributes more than 70% of GDP. Tens of millions of private companies "have wrested control of the Chinese economy from the state-owned enterprises," he says.
Not so, counters Joe Zhang of UBS Securities. In the view of the Hong Kong-based analyst, estimates that private companies account for 50% or 70% of GDP "are not realistic." His estimate: 30%, which is pretty much what China's official figures indicate.
Mr. Zhang draws up a long list of economic sectors 100% owned or controlled by the state -- including oil, petrochemicals, mining, banks, insurance, telecommunications and airports. "Chinese business cycles are in the hands of the state sector," his note says, adding that "the private sector plays second fiddle at most."
Trying to figure out who owns what in China is tough, given how quickly state-owned industry is getting transformed by asset sales, management buyouts, stock-market listings and closures of loss-making companies. At the same time, Beijing is removing some of the official obstacles that hamper entrepreneurs, encouraging a surge of new private companies. There's a flourishing underground economy, which is hard to measure but is almost all private. And there's an extensive grey area of mixed ownership between the state and private sectors. To be politically safe, many private companies are officially registered as state-owned or collectively-owned -- a practice known as "wearing a red hat."
Official ownership categorizations only confuse matters further. (Beijing still refuses to use the word "private" in relation to ownership, preferring a term that means "operated by the people.")
But most agree that it is undeniable that the size of China's private sector is greater than it has been in recent history.
Certainly, Beijing's response to the latest bout of overheating has been more measured than in years past. Authorities moved much earlier to cool things off, and used a lighter touch, mixing administrative orders with interest-rate increases and other market-oriented measures. Investment curbs were targeted at selected areas, notably real estate and businesses like steel and aluminum. Growth rates, so far, are stable. The economy expanded by 9.5% in the first half of the year, the same pace as for all of 2004.
A key question now is whether businesses will respond with the same subtlety. Pessimists fear that companies, faced with falling profits amid a capacity glut, will slash investment and collapse the economy. That would cause global ripples, as China now consumes almost 50% of the world's cement output, roughly 30% of steel and iron ore and more than 20% of many nonferrous metals like copper and aluminum.
There's plenty of incentive for companies to cut spending in response to market signals. Costs of everything from oil to transport and labor are shooting up, while prices of some consumer goods are coming down. (Consumer-price inflation in August was 1.3% above a year earlier, while the July level was 1.8% higher than the previous year.) Credit Suisse First Boston estimates capacity utilization, declining in major areas, is just 53% this year among Chinese refrigerator makers and 57% for passenger-car producers.
There are still plenty of doomsayers who predict a hard landing for the Chinese economy next year. However, among those who differ over the size of the private sector, there's a surprising degree of consensus on the likely corporate response to overcapacity and excessive competition. The view is that private players won't slash their China investments. If that's true, perhaps the private sector can contribute to China avoiding a bust.
Mr. Zhang at UBS argues that since the state-owned sector still dominates, and state managers don't care much about returns, there's no reason to worry about corporate investment. "The only task for the government is to control the state sector's urge to grow," he says. Private companies will keep investing "and hope to win by aggressively expanding their scale."
Besides, Mr. Zhang adds, a market glut isn't the problem it might seem to be: In China, the supply of cheaper goods creates new demand, which is how the economy has prospered.
Mr. Rothman at CLSA is also optimistic, albeit for different reasons. He says that as profits fall across the board, growth in the next few years will rely on small and medium-sized private companies. A CLSA survey of 30 such enterprises showed that their average profit margins were healthier than at state companies, and owners planned to keep investing and hiring through the downturn -- albeit at slower rates -- to produce higher-value goods.
Strong investment by private companies "will help balance the deeper cuts" from state firms, Mr. Rothman writes.
