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FEATURE ESSAY
State Asset Reform: Bringing China Closer to the MarketMore In This Issue
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“China’s Asset Management Com-
panies a Liability” by Sue Anne Tay

”The ‘People’s War’ Against Drugs
and HIV/AIDS” by Drew Thompson

* CONFERENCES

August 16    China’s Interest in Central
Asia and the Future of the Shanghai
Cooperation Organization

July 14   Introduction to the People’s
Liberation Army (PLA)

* FREEMAN FACTS

The Big Mac Index and the Chinese
Economy  (cont pg 5)

Quotes Of The Month

"I think it's the start of an awfully
important process, a process that’s
good news for China and good news
for the global economy as well." ~
U.S. Treasury Secretary, John Snow,
commenting on China’s decision to
adjust its currency by 2% against the
American dollar. China will let the
renminbi float in a tight band against
a basket of foreign currencies. This
decision has spurred many specu-
lations on future moves by the
Chinese authority. China's central
bank has recently noted that it has no
plans for further revaluation.
Source: Wall Street Journal, July 22,
2005

Trivia Question

What is the main cause of death for
young adults in China? (cont pg 3)

NEW YORK In response to CNOOC’s $18.5 billion bid for Unocal, Chevron Corp. has raised its
offer by about 5% to $17.1 billion. In addition, Chevron increased the cash portion of its bid from 25%
to 40%. Unocal's board has accepted Chevron's proposal even though Chevron's new bid is still lower
than CNOOC’s all-cash bid. CNOOC has faced relative ire from members of Congress who believe that
selling a U.S. oil company to a Chinese government-controlled firm has national security implications.
CNOOC has yet to raise its bid in response to Chevron’s move. Unocal shareholders are scheduled to
vote on Chevron's bid on August 10, 2005. Some investors and analysts have said that CNOOC may
abandon its effort to buy Unocal and instead seek other U.S. oil producers.

WASHINGTON The Pentagon released its latest report on China's military power on July 19. The re-
port points out that Chinese military planners are looking at expanding beyond their immediate goal of
dominating Taiwan, and that, in the long term, an increasingly modern Chinese military could pose a
threat to the U.S. and other forces. China has denounced the report by insisting it is no threat to its
neighbors and accusing Washington of using the Pentagon’s findings as pretence to sell more advanced
weapons to Taiwan.

          BY DAG DETTER and SUE ANNE TAY
The recent uproar over the CNOOC-Unocal deal gives us the chance to delve into a far

deeper – and for the future of the Chinese economy and for U.S.-China relations – much more
important question: what is the real nature of large, reforming state-owned companies in China?
Will they be more and more driven by the forces of capitalism?  How do we reduce the role of the
“state” in state-owned enterprises, and open them to greater market orientation, good corporate
governance, and less political interference?

China has pressed on with unprecedented economic reforms, leaving most of its commu-
nist past far behind. For the past decade, it has been selling off, privatizing and advocating corpo-
rate governance within its state-owned enterprises (SOEs). Through administrative action such as
privatization, policy-driven bankruptcies, and mergers and acquisitions, the policy of “grasp the
large and let go the small” became official in 1999.

The state-owned sector will remain dominant for the near- to medium-term – it is esti-
mated that SOEs supervised by the State-owned Assets Supervisory and Administration Com-
mission (SASAC), a state ownership vehicle, accounted for 40.7% of GDP at the end of 2004.
However, while sources have indicated that these SOEs have grown more profitable since 2000,
others have also pointed out that only 20 per cent of China’s top 200 SOEs are cash flow positive
[1].  In a World Bank report from 2001, sectors such as chemicals, forestry, food processing,
textiles, machinery, urban utilities, construction, transportation/storage and commerce showed
province-wide losses in more than half of China’s provinces. Returns on equity on a third of them
were almost negative 20 per cent.

Clearly China’s SOEs face massive problems, and are in critical need of reform.  The
success of that reform will depend very much on progress in establishing three fundamental pillars
– clear objectives, transparency, and political insulation – as put forward by the OECD Corporate
Governance Policy for SOEs [2]. This approach is modeled after the successful Swedish experi-
ence of restructuring SOEs from 1998 to 2001, which subsequently saw its SOEs outperform the
local stock market for six consecutive quarters [3]. (cont pg 2)
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First, “clear objectives” means a clear mandate from a political agency, clear performance benchmarks and clear guidance on
trade-offs. Chinese SOEs are often burdened with multiple, sometimes conflicting objectives in the form of social and political obligations
while having to pursue maximization of the financial return of state capital.  Harmonization of such goals rarely works.  Breaking millions
of “iron rice bowls”, and resultant social unrest, is a cost local officials are usually unwilling to bear. Furthermore, with debt financing
coming largely from state commercial banks with little or no requirements for commercial returns, it has been easy for SOEs to worry less
about the cost of state capital, leaving them more open to indulge in cultivating political favors such as sanctioning bank lending to
friendly directors of failing firms. Traditionally, directors of local SOEs are appointed by the party not for their management skills but for
their networks in townships and provinces.  Unsurprisingly, these local networks are so deeply-entrenched that even Beijing has a hard
time penetrating them. To align so many interests, Beijing must effectively communicate a single and clear objective. In Sweden, the
government used the slogan, “Valuable companies create valuable jobs”, clearly recognizing the need to meet the challenges of a
globally competitive marketplace.

“Transparency” makes the second pillar and the Swedish experience has demonstrated that it is absolutely critical and cannot
be underestimated [4].   The Swedish government produces a Consolidated Annual Report, as well as quarterly reports of the entire
portfolio of SOEs. They detail goals, actions and results of the SOEs and make them easily available to the public, instilling valuable
public confidence in the economy [5].  In contrast, the existing legal foundation for corporate governance in China remains fundamen-
tally weak. For example, the corporate law introduced in 1993 is often cited as shrouded in ambiguity, hence rarely invoked. The law
entirely lacks codes on how the boards and executives should avail information for shareholders, as well as requirements for disclosure
on issues like corporate registration and taxation information [6].

As the third important pillar, “political insulation” is often the most difficult to achieve.  This requires a clear consolidated own-
ership structure, with close monitoring of the corporate structure by a professional board which is distanced from the political structure
[7].   In China, SASAC of the State Council was established in March 2003 to promote “strategic adjustment” of the state sector, exer-
cising ownership rights on behalf of the state and improving corporate governance of SOEs. Upon its inception, concerns arose about
SASAC’s broad mandate. Some saw SASAC operating almost like a “superministry”, running contrary to the objective of political insu-
lation [8].  Critics argue that SASAC should function as a corporate vehicle operating on a commercial basis rather than maintaining such
expansive political power. It would also enable the government to distance itself from the commercial world and the inevitable troubles
involved in the restructurings. Another major criticism of SASAC is its overwhelming power compared to the other ownership vehicle, the
Huiijin Investment Company, another state-owned vehicle designed to manage China’s four state commercial banks. Currently, Huijin
lacks the political authority, much less the ministerial powers SASAC wields. The imbalance of political power between SASAC and
Huiijin skews the relationship between industrial restructuring and lending, at a time when the government is trying to introduce an
equity culture.

By corporatizing and retaining strong SOEs, the government might ensure that they will be a significant contributor to the
economy, while also retaining ownership over strategic industries such as energy and commodities. In a time of growing demand for
scarce resources and pressing domestic social challenges, the option of privatization in strategic sectors is not always desirable for the
Chinese government. Thus, the SOEs must strike a balance between state-ownership on the one hand, and competitiveness and
efficiency on the other.  To do this and achieve the “three pillars”, the government needs to support the necessary agencies by providing
a strong legal foundation and a business-oriented environment.

China’s progress in SOE reform has enormous implications for the United States and the world. Instead of the deep-seated
suspicion on display in much of the debate about the CNOOC bid, the U.S. Congress and administration should be encouraging Beijing
to move even faster and more boldly to improve the corporate governance structure of SOEs – including through their operation in the
harsh conditions of the international marketplace.  The next major Chinese sector we will see testing the international waters will be
state-owned commercial banks, and this process should be encouraged.

If China can successfully implement greater SOE reform, transparency, and corporate governance, it will diminish the suspicion
of being perceived as state-dominated corporatist giants implementing a nationalist agenda without commercial foundations.  The
United States and the rest of the world have a stake in avoiding the latter outcome. By bringing Chinese SOEs into the rules-based
market system, Americans will soon be able to invest in better performing Chinese firms, and U.S. banks will gain full access to Chinese
financial markets and its consumers.  Moreover, a prevailing culture of good corporate governance in China will be nothing but benefi-
cial for its domestic business and political environment.
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Mr. Dag Detter is the founder and director of Detter & Co., an independent and privately owned corporate finance advisory firm.  He
was previously the Director and Head of the Division for State Owned Companies within the Ministry of Industry in Sweden.

Ms. Sue Anne Tay is a research assistant with the Freeman Chair in China Studies at the Center for Strategic and International
Studies.
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PUBLICATIONS

“China’s Asset Management Companies a Liability”, Asia Times, July 7, 2005
By Sue Anne Tay, Research Assistant, Freeman Chair in China Studies, CSIS

A recent spate of bad press has exposed the many limitations and lackluster performance of China's asset management companies (AMCs). In her
article, Tay examines the performance of Chinese AMCs, which are one of the most important mechanisms being used by the Chinese government
to clean up the country's nonperforming loan mess. She suggests more responsible behavior by the AMCs as well as structural and legal reforms
to improve the working environments to the AMCs.

"The ‘People’s War’ Against Drugs and HIV/AIDS", China Brief, Jamestown Foundation, June 21, 2005
By Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

China’s top leadership has increasingly recognized the serious economic and social consequences of an unchecked HIV/AIDS epidemic. The
Chinese government has taken dramatic steps to address the impact of HIV/AIDS on intravenous drug users. Thompson analyzes the HIV/AIDS
epidemic in China and its new policies to address drug use. He argues that as anti-drug efforts intersect with the HIV/AIDS control agenda, the
nexus can potentially lead to greater provision of comprehensive drug addiction treatment and temper uncompromising approaches towards drug
users and harm reduction within the security and justice apparatuses.

“China Confronts HIV/AIDS”, Population Reference Bureau, June 2005 This report is now available online. [Click here]
By Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

CONFERENCES AND EVENTS

August 16 China’s Interest in Central Asia and the Future of the Shanghai Cooperation Organization
 Zhao Huasheng, Director of the Center for Russia and Central Asia Studies at Fudan University in Shanghai, will speak at CSIS on issues concerning
China and central Asia. Mr. Zhao specializes in Russian foreign policy and security, Sino-Russian relations, Sino-Central Asian relations, and the
Shanghai Cooperation Organization. For more information on this event, please contact Savina Rupani at srupani@csis.org.

July 14 Introduction to the People’s Liberation Army (PLA)
Ken Allen is a retired U.S. Air Force officer with 30 years of analytic work on China. He presented a briefing examining the myriad of challenges
analysts of the Chinese military face on a daily basis. He first examined the Chinese language as an analytical tool, Chinese source material, and the
levels of war. The second part looked at the strategic setting, including the history and organization of the PLA, the military-defense industry
relationship, doctrine, the military rank and grade structure, officer and enlisted troop training and education, and Communist Party control of the
PLA. The final part discussed analytical tools for understanding the PLA's modernization, organizational structure, and ballistic missile force.

WHAT’S NEW

We are sad to announce that our research assistant Sue Anne Tay is leaving the Freeman Chair in China Studies after two years of excellent work,
establishing and running our newsletter, and building our expertise on U.S.-China exconomic, trade and financial relations. We thank Ms. Tay for
her contributions and wish her all the best for her new endeavors. She can be contacted at sueannetay@gmail.com.

Suicide has become the main cause of death for people aged between 20 and 35 in China.  According to the Beijing Suicide Research and Prevention
Center, China has 22 suicides for every 100,000 people, about 50% higher than the global average. An additional 2.5 to 3.5 million make unsuc-
cessful attempts each year. Exam stress, career worries, and relationship problems are named as main reasons for this staggering figure.
Source: “Suicide blights China's young adults”, Guardian, July 26, 2005

TRIVIA ANSWER

    Footnotes:
1. Geng Xiao, "What Is Special about Enterprise Performance in North-East People’s Republic of China? Dynamics of Privatization,
Profitability and Productivity during the Reform Era", Asian Development Bank Institute Discussion Paper No. 28
2.“OECD Guidelines on Corporate Governance of State-Owned Enterprises”,
http://www.oecd.org/document/33/ 0,2340,en_2649_201185_34046561_1_1_1_1,00.html
3. Privatisation International (Euromoney), “Sweden: Bold, novel approach”, December 2000, Swedish Government; Portfolio Presentation
June 2004.
4. Merrill Lynch, “Sweden: Ripe for ‘New Economy’ Gains”, September 4, 2000
5. Annual Report on State Owned Companies 2003, htttp://www.sweden.gov.se/sb/d/2106/a/19792 site.
6. Zhang Zhengjun, “Corporate Governance practices in recent years and political implications for non-listed companies in China”, paper
presented at OECD International experts meeting on corporate governance of Non-listed companies, Istanbul, April 19-20, 2005
7. BNP Paribus, “Sweden: Blazing the Reform Trail”, June 21, 2002
8. Barry Naughton, “The State Asset Commission: A powerful new government body”, China Leadership Monitor, Fall 2003, Issue 8

http://www.atimes.com/atimes/China/GG07Ad01.html
http://jamestown.org/publications_details.php?volume_id=408&issue_id=3376&article_id=2369918
http://www.prb.org/pdf05/ChinaConfrontsHIVAIDS.pdf
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PUBLICATIONS FROM THE FREEMAN CHAIR 2004/2005*

* Please visit our website to access archived publications dating back to 2002.

June

“China’s Evolving Approach to Counterterrorism”, Harvard Asia Quarterly, Fall 2005
By Bates Gill, Freeman Chair in China Studies, CSIS and Melissa Murphy, Researcher, Freeman Chair in China Studies, CSIS

May

“Beijing’s Participation in UN Peacekeeping Operations”, China Brief, Jamestown Foundation, May 10 2005
By Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

April

“China and India: Rivals or Partners?”, Far East Economic Review , April 2005
By Pramit Mitra, Research Associate, South Asia Program, CSIS and Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

March

“China's Global Strategy for Energy, Security and Diplomacy”, The China Brief, Jamestown Foundation, March 29, 2005
By Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

February

“Tsunami Relief Reflects China's Regional Aspirations”, The China Brief, Jamestown Foundation, January 18, 2005
By Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

January

“Taiwan's Election Results: Good News, Bad News, Or No News?”, The China Brief, Jamestown Foundation, January 4, 2005
By Bates Gill, Freeman Chair in China Studies and Drew Thompson, Assistant Director, Freeman Chair in China Studies, CSIS

December

“Economic Growth and Soft Power: China's Africa Strategy”, The China Brief, Jamestown Foundation, December 7, 2004
By Drew Thompson, Research Associate, Freeman Chair

"Women and HIV/AIDS in China", CSIS HIV/AIDS Task Force, Freeman Chair website, December 1, 2004
By Drew Thompson, Research Associate  and Amy Phariss, former Research Intern, Freeman Chair

November

"Disaccord On Sudan Could Poison China-U.S. Ties", International Herald Tribune, November 18, 2004
By Drew Thompson, Research Associate, Freeman Chair

"A Gathering Consensus On Sudan?" South China Morning Post, November 18, 2004
By Drew Thompson, Research Associate, Freeman Chair

“China's Hopes and Fears For the Next Four Years”, The China Brief, Jamestown Foundation, November 11, 2004
By Drew Thompson, Research Associate and Zhu Feng, former Visiting Research Fellow, Freeman Chair; Director of the International Security
Program, School of International Relations, Peking University

"Taiwan Investment Cultivates Mainland Relations", Lloyd's List, November 8, 2004
By Melissa Murphy, Research Intern, Freeman Chair

October

"Prime Terror Target South Korea Ready To Counter Extremist Attack", Lloyd's List, October 18, 2004
By Melissa Murphy, Research Intern, Freeman Chair

September

“International Security Challenges Posed by HIV/AIDS: Implications for China”, China: An International Journal, Vol. 2 Issue 2, September, 2004
By Drew Thompson, Research Associate, Freeman Chair

“Wen’s Reforms: Following in the Footsteps of Zhu Rongji”, The China Brief, Jamestown Foundation, September 16, 2004
By Zhenzhen Chen, Research Intern, Freeman Chair
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About the FREEMAN CHAIR IN CHINA STUDIES

The Freeman Chair in China Studies was established at the Center for Strategic and International Studies in 1994 to advance the study of China
and to promote understanding between the United States and the countries of the Asia Pacific region. The Freeman Family—Luther Freeman
as a clergyman, Mansfield Freeman as a scholar-business leader, and Houghton Freeman as a corporate executive in a global enterprise—have
established a tradition of contributing to international understanding through practical experience in East Asia and China.

The United States has a long-standing relationship with China and the countries of East Asia, which play increasingly important roles in future
international economics, politics, culture, and security. In the diplomatic, public policy, business, and government fields, the peoples of both
China and the United States will benefit from greater mutual appreciation and understanding through broadly based international exchange.

The Freeman Chair’s active policy-oriented agenda is dedicated to delivering informed public policy debates, expert briefings, and strategic
policy recommendations on Greater China and East Asia to the diplomatic, policymaking, business, and government arenas.

Current research projects

· China’s domestic challenges and their consequences for U.S.-China relations and U.S. strategic interests

· The evolving U.S.-China strategic nuclear dynamic

· China’s HIV/AIDS crisis and its implications for U.S.-China relations

· Examining the economic, trade, and financial tensions in U.S.-China relations

· China’s emergence in Central Asia and its implications for the United States

· China’s military modernization and its impact on regional security

· U.S-China-Taiwan relations

To learn more about our program and ongoing research projects, please visit our website at http://csis.org/china/index.htm

FREEMAN FACTS:

The Big Mac Index and the Chinese Economy

1. A Big Mac in China costs $1.27, one of the cheapest
places in the world to grab a burger, while the average price of a
Big Mac in the U.S. market is $3.06.

2. According to the "hamburger standard" measured by The
Economist, the Chinese yuan is undervalued at roughly 55%
against the dollar.

3. If China's GDP is converted into dollars using the Big Mac
index, it is almost 2.5 times larger than if converted at the market
exchange rate.

4. The estimated size of the Chinese economy in purchasing
power parity (PPP) terms is about $7.5 trillion, approximately 64%
the size of the U.S. economy.

Sources: The Economist, The Washington Post, and Congressional
Research Service

The Freeman Report is an electronic newsletter produced monthly
by the Freeman Chair in China Studies at the Center for Strategic
and International Studies (CSIS), a private, tax exempt institution
focusing on international public policy issues. Its research is non-
partisan and nonproprietary. CSIS does not take specific policy po-
sitions; accordingly, all views, positions, and conclusions expressed
in this publication should be understood to be those of the
author(s).
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