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Abstract 

As an important policy to deepen supply-side structural reform and promote high-
quality economic development, the reform of China's state-owned enterprises (SOEs) is 
particularly important for the dissolution of the established serious overcapacity 
problem. By sorting out and analyzing the economic effects of SOE restructuring and the 
ways of overcapacity resolution, this paper finds that SOE restructuring can alleviate 
overcapacity, and the main mechanisms include improving total factor productivity, 
promoting enterprise technological innovation and reducing capital intensity. This 
paper provides micro-level evidence for the alleviation of overcapacity in China, which 
is important for the high-quality development of the Chinese economy. 
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1. Introduction 

Overcapacity has always been a chronic problem of China's national economy and an important 
factor affecting industrial transformation and upgrading as well as long-term economic and 
social stability, seriously hindering the realization of high-quality economic development. As 
early as during the Eleventh Five-Year Plan, the government proposed to strictly implement the 
solution of overcapacity, and the Guidance Opinions of the State Council on Solving the 
Contradictions of Severe Overcapacity issued by the State Council in 2013 reiterated the 
importance of solving overcapacity, but according to the data of the State Information Center, 
in 2016, among the 19 manufacturing industries with overcapacity in China, there are still 7 
industries such as steel and cement. However, according to the data of the National Information 
Center, among the 19 manufacturing industries with overcapacity in China, there are still 7 
industries such as steel and cement with capacity utilization rate below 70%, which are still 
serious overcapacity. In recent years, with the steady promotion of supply-side structural 
reform and the gradual implementation of "three to one down and one up", the management of 
overcapacity is particularly important under the guidance of the overall goal of high-quality 
economic development, and the report of the 19th National Congress points out that China's 
economic problem is overcapacity, not shortage of capacity, and the structural overcapacity 
under the mismatch between supply and demand It is urgent to solve the problem and improve 
the quality of the supply system and the quality of economic growth. According to the State 
Council's series of documents on the management of overcapacity, there are two main ways to 
resolve overcapacity in China: first, to strengthen market competition and pushing mechanism 
to achieve market clearance, allowing enterprises to decide whether to continue production, 
mergers and acquisitions or bankruptcy liquidation according to their own production and 
operation; second, tocompulsory capacity removal under administrative intervention, strictly 
implement industrial development policies and laws and regulations, and do a proper job of 
personnel resettlement and social stability. Social stability work. And the central government 
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pointed out that "we should try to merge and reorganize, strengthen market competition, avoid 
bankruptcy and liquidation, and maintain social stability". 

In the concrete implementation of capacity removal, it is found that SOEs have been the hardest 
hit by overcapacity, because of their unique economic status and political attributes, they have 
a great advantage in market competition, the soft budget constraint worsens the allocation of 
market resources, the lower factor prices of SOEs induce the inefficient expansion of 
enterprises, and many scholars of the "excessive competition" theory of overcapacity believe 
that the "public nature" of SOEs leads to vicious competition in industries with a high 
concentration of SOEs. The "public nature" of SOEs leads to vicious competition in industries 
with a high concentration of SOEs, and large-scale inefficient expansion hinders the promotion 
of capacity removal policies. The lack of ultimate controllers of SOEs is against the intention of 
enterprise development, and the executives of SOEs have both "official" and "corporate" 
identities. In order to fulfill the political task of stabilizing employment or taxation, and to seek 
political promotion channels, they start factor-intensive and stable and profitable projects, with 
low innovation and investment efficiency, resulting in overcapacity in the original industry. At 
the same time, the special requirements of state-owned asset management restrict the market-
oriented exit of state-owned assets, which cannot fully adapt to mergers and reorganization 
and capacity exit, increasing the difficulty of removing capacity, and the restructuring of state-
owned enterprises is imminent. As an important handle of SOEs and even China's economic 
system reform (Yang Xingquan and Yin Xingqiang, 2018), whether SOE restructuring can help 
resolve excess capacity determines the height of supply-side structural reform and the depth 
of economic quality and efficiency improvement, so this paper aims to elaborate whether SOE 
restructuring can resolve excess capacity, further analyze its inherent theoretical mechanism, 
and put forward corresponding policy recommendations. 

2. Literature Review 

More scholars consistently define SOE restructuring as a change in ownership, i.e., a shift from 
SOEs to non-SOEs, and explain a series of economic effects triggered by SOE restructuring. in 
terms of labor income share, Sheng D and Lu Y (2017) point out that SOE restructuring reduces 
labor income share by reducing the wage bargaining power of workers. In terms of improving 
firm profitability, Kang Y S and Kim B Y (2012) find that the shift from government to SOE 
ownership improves firm performance in marketization and highlight that partial privatization 
improves corporate governance. SOE restructuring also has a positive impact on improving 
innovation, for example, Tang YJ and Zuo JJ (2014) argued that the willingness to innovate and 
invest in state-owned capital firms whose ultimate control is the government is lower than that 
of privately held firms, further Zhu L et al (2019) found that the stronger the willingness of the 
government to decentralize and the higher the degree of competition, the more pronounced the 
promotion effect of control transfer on innovation. In addition, Yang Xingquan and Yin 
Xingqiang (2018) and others refined the mechanism of the effect of SOE restructuring on 
enhancing innovation capacity by reducing agency costs and hardening soft budget constraints. 

Domestic and foreign scholars do not agree on the explanation of overcapacity, mainly market 
volatility theory, market failure theory and government intervention theory. The market 
volatility theory starts from the macroscopic point of view, arguing that the uncertainty of 
market economic fluctuations leads to passive overcapacity, and residents compress 
consumption during economic downturn, and enterprises compress unnecessary expenditure 
or reduce the start-up rate to make domestic and foreign market demand drop significantly, 
leading to cyclical and temporary overcapacity. For example, the group et al. (2015) field 
research found that the total order transaction value of global ship manufacturing industry 
plummeted 73% after the financial crisis in 2008 and repeated the phenomenon of plummeting 
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transaction due to economic downturn in 2012, both of which had serious overcapacity, which 
shows that market fluctuation under the economic cycle is an important cause of cyclical 
overcapacity. However, Lin et al. (2010) point out that overcapacity can also arise 
independently of financial crises, and its causes need to be superimposed on the economic 
system and other micro-enterprises. The market failure theory suggests that the root cause of 
overcapacity is the temporary inefficiency of the market and the need for government 
intervention by the "invisible hand". "Strategic threat" and cellar behavior are the main causes 
of overcapacity. Gilbert (1987) found that the entry threat of overcapacity is effective only in 
the short run, and the difficulty of maintaining market share increases as competition heats up 
among the top firms. At the same time, based on rational expectations of future demand 
increase, each manufacturer adopts corporate cellar behavior (Sun Wei et al., 2008) to avoid 
the time lag of capacity building to affect market share, i.e., to reserve labor and other 
production factors in advance to cope with market changes in order to enhance market 
competitiveness in the next period (CLARK S, 1982). The "investment surge view" suggests that 
overcapacity is the result of "individual rationality leading to collective irrational investment". 
On the one hand, the expansion of production capacity of the head enterprises conveys the 
information of market changes to other enterprises, so that they can "follow up" with their 
announced investment plans to effectively avoid misjudgment losses, i.e., under the "lead sheep 
effect", enterprises have a consensus on the good prospects of a certain industry. On the other 
hand, enterprises will have consistent good expectations for a certain industry due to the 
introduction of industrial policies. On this basis, Lin et al. (2010) concluded that incomplete 
information leads to market failure through the dynamic model of enterprises first establishing 
capacity and then market competition, and enterprises generate investment "tidal wave 
phenomenon" based on good expectations and limited market demand This leads to 
overcapacity. Bai (2016) further verifies the existence of the "surge phenomenon" using data 
from China's passenger car manufacturing industry from 2000-2013, but rejects the complete 
"irrationality" of behavior, i.e., market failure is not the entire cause of overcapacity. 

Domestic scholars Jiang Feitao and Cao Jianhai (2009) and Jiang Feitao et al. (2012) found that 
the basic assumptions of the investment surge theory are wrong, and the "market failure" to 
explain the duplication of construction and overcapacity is fundamentally flawed, arguing that 
the root cause of overcapacity lies in excessive government intervention, i.e., the government 
intervention wheel, and the market system should be improved to reduce government 
intervention. reduce government intervention (Yu, Donghua and Lv, Yinan, 2015). There are 
mainly the following views: first, political promotion-driven investment, Zhou Li'an (2007) 
points out that under the decentralization of finance, local government officials attract a lot of 
investment for political promotion, enterprises duplicate investment and industrial 
homogenization to seek high profits, and the promotion game of officials around the world 
worsens duplicate investment and finally overcapacity. Second, industrial policy effect, Brahm 
(1995) found that government encouraged industries are more prone to overcapacity, the 
government introduced stimulating policies to intervene in the market economy, high profits 
induced duplication of construction and overinvestment resulting in overcapacity, Cheng (2015) 
refined industrial policy tools, tax burden reduction, innovation subsidies, lack of trade 
protection will reduce capacity utilization. Third, factor price distortion, Korea Gao and Hu 
Wenming (2017) found that total factor price distortion exacerbates overcapacity, and various 
forms of subsidies such as land grant price difference, environmental regulation difference, and 
financial resource tilt difference by local governments to heterogeneous enterprises distort 
factor market prices, and structural reduction of enterprise investment costs distort enterprise 
investment through cost externalization, risk externalization, and investment subsidy effects. 
The subsidized enterprises and industries are prone to overcapacity. The political attributes of 
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SOEs make them the largest recipients of financial subsidies and policy bias, and the problem 
of overcapacity is even more serious. 

The SOEs are the main cause of structural imbalances in the market, and if they fail to make 
significant changes in terms of limiting subsidies and improving transparency, overcapacity 
will not be alleviated. First, from outside the enterprise, SOEs have a special political halo effect, 
which makes SOEs more advantageous in land concessions, financial subsidies, and hard 
constraints on environmental protection. In addition, the implicit government guarantee makes 
it easier to obtain low-cost bank loans, and factor price distortion makes SOEs expand at low 
cost, which in turn leads to overcapacity. Chen, Junlong et al. (2019) further reveal the inverted 
U-shaped relationship between the proportion of state-owned shares and capacity utilization 
in industries by constructing a GMM dynamic panel model and find that industries with greater 
government support have more severe overcapacity, and SOEs undoubtedly receive greater 
government support. Second, from the internal perspective, the lack of ultimate controllers of 
SOEs leads to agency problems, and the actual controllers of SOEs have both "official" and 
"corporate" identities. The lack of incentives and restraint mechanisms in the enterprises, the 
inefficient investment of the real controllers in pursuit of promotion, and the pursuit of 
"economies of scale" have led to more serious overcapacity. On the interaction between inside 
and outside the enterprise, Ruihui Zhou and Han Liao (2015) point out that the nature of state-
owned property rights and its interaction with budget constraints and factor price distortions 
enhance the overcapacity effect. Few papers directly study SOE restructuring and overcapacity. 
Chen, Junlong et al. (2017) use a duopoly competition model of SOEs to explain that the optimal 
proportion of state-owned shares as a dynamic variable is influenced by the operating 
efficiency of state-owned and non-state-owned capital in resolving overcapacity, and mixed 
ownership reform can be used as a means to resolve overcapacity, but the relationship between 
SOE restructuring and overcapacity is not empirically analyzed through data. relationship. 

3. The inherent mechanism of SOE restructuring to alleviate overcapacity 

3.1. Total Factor Productivity 

The low productivity of Chinese SOEs has been criticized and has led SOEs to become the 
pioneer area for capacity removal. Firstly, Hao (2006) argues that ownership change is an 
important factor affecting total factor productivity. The restructuring of SOEs introduces 
private capital, improves the shareholder equity structure and top governance structure, 
effectively alleviates the principal-agent problem, promotes management and organizational 
efficiency, and improves resource allocation efficiency through a series of means such as 
streamlining and layoffs, equipment upgrading, salary incentives and R&D innovation. The 
efficiency of resource allocation is improved, which in turn improves total factor productivity. 
Second, SOEs were established earlier and their technology and equipment could no longer 
adapt to the new market demand. The introduction of other capital also brings advanced 
production concepts and production technology, and inevitably adds brand new production 
lines and expands production scale to match the new demand market in order to improve 
monopoly discourse in the new demand market and increase the total factor productivity of 
enterprises through the effect of economies of scale. Third, changes in the market environment 
before and after the restructuring will lead to the escape from competition effect (Jane, Z. and 
Duan, Y. R., 2012). The introduction of private capital after the restructuring will stimulate the 
market dynamics of the industries dominated by SOEs, which will lead to a higher degree of 
marketization and more intense competition in a certain product market, which will force the 
firms to improve their productivity to maintain their survival. Second, the improvement of total 
factor productivity of SOEs will suppress overcapacity, Yang Lixun (2017) found that there is a 
consistent relationship between total factor productivity and capacity utilization, and higher 
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total factor productivity will improve the competitiveness of enterprises' products, use scale 
efficiency, technology and resource allocation efficiency to achieve low price under the same 
quality, high quality under the same price, and innovation under the same demand, increase 
effective supply based on target customer groups , alleviate overcapacity. 

3.2. Corporate Innovation 

Innovation is the core competitiveness of the long-term development of enterprises. If SOEs do 
not have strong innovation momentum and low investment in R&D, it will be difficult to ensure 
that China's state-owned capital retains its value and flourishes in the wave of market 
competition. The absence of the ultimate controller leads to a serious principal-agent problem, 
and the managers of SOEs are more willing to invest in sound projects based on their own 
interests than in innovative investments to ensure "performance". After the restructuring of 
SOEs, the agency problem is alleviated from both equity and top governance dimensions, and 
the entry of other capital gradually realizes the unity of interests in equity and decision making. 
Second, from the government's perspective, due to fiscal decentralization, local governments 
will prompt SOEs to invest in labor-intensive and less risky projects in order to achieve current 
fiscal revenue, provide jobs, and boost economic growth. After SOE restructuring, the political 
attributes of enterprises are reduced, and with the reduced share of state capital, the policy 
burden is subsequently reduced, and the change in investment restrictions laterally promotes 
corporate innovation. Finally, the improved incentive supervision mechanism will also 
promote corporate innovation (Qi Hao Dong et al., 2017), and the improved incentive policy 
will improve the sensitivity of management's pay and performance, linking pay to performance 
and making corporate decisions more rational, which is conducive to increasing investment in 
innovation from the perspective of corporate development and performance. The improvement 
of incentive policies will increase the sensitivity of management's compensation performance, 
linking compensation to performance, and rationalizing corporate decision making, which is 
conducive to increasing investment in innovation and improving innovation capacity from 
corporate development and performance. 

Corporate innovation also suppresses overcapacity from several dimensions: first, corporate 
product innovation provides effective supply. Product innovation is based on market demand, 
product differentiation makes enterprises more competitive, occupy a larger market share in 
the market competition, and play the role of Schumpeter's "creative destruction" (Li, Houjian 
and Zhang, Jian, 2017), which increases capacity utilization rate driven by demand. Second, 
technical process innovation reduces production costs. Process innovation improves efficiency 
in the production of the original product, replaces the labor factor with technology factor, 
reduces manpower expenditure, and the long-term nature of the process technology makes 
manpower expenditure compensate for R&D expenditure, i.e., technology process innovation 
has a factor compensation effect, reduces production costs, improves competitiveness of 
enterprises through product pricing power, and increases capacity utilization rate driven by 
demand. Third, offset the cost of environmental protection governance. In the environmental 
protection environment of building a beautiful China tightening, environmental protection hard 
constraints to polluting enterprises bring higher "follow the cost" (Korea High, 2018), only to 
continuously improve the level of innovation, improve quality, reduce costs and increase sales, 
in order to effectively offset the cost of governance; on the other hand, environmental 
regulation also eliminates a number of low innovation and low capacity utilization of 
enterprises, or compress their production scale, the above from the positive side all make high 
innovation enterprises to improve capacity utilization, that is, to alleviate the phenomenon of 
overcapacity. 
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3.3. Capital Intensity 

Restructuring of SOEs can effectively reduce capital intensity for the following reasons: Based 
on the property rights characteristics of SOEs' state-owned shares and unique political 
relationships, implicit government guarantees make SOEs more advantageous in obtaining 
credit facilities, i.e., SOEs have a greater soft budget constraint. After the restructuring, the 
implicit government guarantee decreases with the reduction of the share of state-owned capital, 
and the government subsidies and credit preferences are subsequently reduced. The increase 
of credit threshold and the reduction of credit preferences both harden the soft budget 
constraint, which in turn increases the financing cost of enterprises. In addition, the mixed 
reform of SOEs optimizes the ownership structure by introducing private capital participation 
or holding, and private capital participates in the top governance of the enterprise by assigning 
personnel to the board of directors and supervisory board with the goal of maximizing their 
own interests, which improves the incentive efficiency of remuneration through an effective 
supervision and incentive system (Su, Sanmei, and Liu, Weifang, 2019), such as paying 
information rent, i.e., higher remuneration, to highly skilled employees. Restructuring firms, on 
the other hand, reduce capital intensity due to higher capital and labor factor prices. Capital 
intensity represents the capital at the disposal of a unit of labor, and the lower the capital 
intensity, the lower the production capacity of the enterprise, the higher the product quality, 
and the production of fewer and better products, which both compresses the production 
capacity and increases the capacity utilization rate oriented to the market demand and resolves 
the overcapacity. Therefore, the mixed ownership reform of SOEs can reduce the capital 
intensity and thus solve the overcapacity. 

4. Conclusion 

As the hardest hit by overcapacity, how to properly improve the capacity utilization rate and 
stimulate the operation potential of SOEs is not only related to making Chinese SOEs bigger and 
stronger, but also effectively promote the high-quality development of Chinese economy. As a 
powerful means of supply-side structural reform of micro enterprises in the new era, whether 
SOE restructuring can effectively solve the phenomenon of overcapacity in SOEs is worthy of 
further investigation. Based on the literature, this paper firstly compares the economic effects 
of SOE restructuring and the causes of overcapacity in micro enterprises, and then theoretically 
analyzes how SOE restructuring can solve overcapacity, and finds that SOE restructuring can 
improve total factor productivity, promote enterprise innovation and reduce capital intensity, 
thus alleviating overcapacity. 

Deeply promote the restructuring of state-owned enterprises and give full play to the potential 
of mixed ownership reform of state-owned enterprises. Improve the degree of integration of 
capital of different ownership systems within SOEs, give full play to the management, 
technology and capital advantages of various types of capital, improve the production and 
operation efficiency of enterprises, and increase the utilization rate of production capacity to a 
greater extent; strengthen innovation policy guidelines and intellectual property protection 
mechanisms, stimulate enterprises' innovation consciousness, achieve technological progress 
and product quality upgrade, actively develop new product markets, and alleviate the 
phenomenon of overcapacity; the government should The government should reduce 
administrative intervention, give SOEs more operational autonomy, and choose the specific 
form of SOE hybrid reform by integrating their own characteristics and development features. 
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