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Asymmetric Effect of State-owned Enterprises on Factor
Price Distortion

Luo Zhi'""?, Liu Weiqun’

(1. Economic Development Research Center, Wuhan University, Wuhan 430072, China;
2. School of Economics and Management, Wuhan University, Wuhan 430072, China)

Summary: The lag of factor market reform is a prominent problem in China’s reform process, and the
negative distortion of factor prices is an important performance. This paper studies the causes of factor price
distortion from the perspective of state-owned enterprises. On the one hand, financial repression and owner-
ship discrimination have caused state-owned enterprises to acquire a large amount of capital at below-market
prices. It implies that, when the proportion of state-owned enterprises increases, the price of capital decreases,
thereby intensifying negative distortion of capital price. On the other hand, state-owned enterprises have the
ability and the incentives to pay higher wages to employees, possibly improving negative distortion of labor
price instead. The first reason is that, because the state-owned enterprises take the multi-tasks, like maintain-
ing social security and improving the income distribution, the governments provide the subsidies, protection
and preferential policies for the SOEs in order to make up for their losses, thus making the SOEs face less
competitive pressure. The second reason is governance structure of state-owned enterprises. In SOEs, the man-
agers are more likely to form alliances with employees and pay higher wages to them. From this point of
view, the SOEs may reduce the negative distortion in labor price.

In order to test the hypotheses above, this paper first measures the distortion of capital price and labor
price in 171 three-digit industries using C-D production function method and the China Industrial Enter-
prise Database. The results show that, the prices of capital and labor are depressed in most of the indus-
tries, and the distortion of capital price is more serious than labor price, and both the distortion of capital

price and labor price has an upward tendency within the sample period from 1998 to 2007. Then we
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condition of high economic policy uncertainty, firms form a good expectation for future market and tend to
delay exit decisions. Further analysis suggests that the “delayed phenomenon” of firm exit decisions has het-
erogeneity among different firms, industries and regions and economic policy uncertainty has mainly delayed
market exit of firms, industries and regions with superior development prospects. Among different firms, this
phenomenon is more significant in small firms, multi-sectoral firms, export firms, government-subsidized
firms and innovative firms. Among different industries, this phenomenon is more significant in capital-intens-
ive and technology-intensive industries and industries with high productivity. Among different regions, this
phenomenon is more significant in regions with high marketization and economic growth. Therefore, as gov-
ernments change their economic policies, they not only guide firms to formulate rational strategic decisions,
but also encourage sustainable development of superior resources and markets. The conclusions of this paper
provide important enlightenment for Chinese policy makers and corporate managers. On the one hand, in the
period of frequent replacement of economic policies, governments should not only pay attention to the role of
their positive behavior in macroeconomy, but also focus on the micro-firms’ response. At the same time, gov-
ernments should send a positive signal to the market, so as to raise firms’ expectations for the future market
and prevent firms from making irrational exit decisions when they lose confidence for the market. On the oth-
er hand, during the period of economic policy uncertainty, corporate managers can enhance their option value
and survivability in the future market by strengthening their capabilities, adjusting their business models, ad-
justing their orientation to industrial policies and using the superior environment in the regions.
Key words: economic policy uncertainty; firm exit decision; delayed phenomenon; heterogeneity
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analyze the effect of state-owned enterprises on factor price distortion by using two-way fixed effect mod-
el. The regression results show that the impact of the proportion of state-owned enterprises on factor price
distortion is asymmetric, that is, the higher the proportion of state-owned enterprises is, the more serious
negative distortion of capital price is, but the negative distortion of labor price is smaller. Even after chan-
ging the measurement of the proportion of SOEs, the results are still robust. In order to deal with the endo-
genous problem, we choose the average age of firms within industries as the instrument variable for the
proportion of state-owned enterprises, and the results are the same as the baseline regressions. As Hsieh
and Klnow (2009) used 10% as the capital price, we calculate the distortion of capital price by using their
data and repeat the OLS regression and IV regression, and the above results still exist.

This paper has important policy implications. Although the role of state-owned enterprises in improv-
ing the income of laborers is worthy of recognition, it is still necessary to reduce the proportion of state-
owned enterprises in competitive industries, as the negative effect of SOEs on the distortion of capital
price is much bigger than the positive effect of SOEs on the distortion of labor price. And the other effect-
ive ways to eliminate the distortion include deepening the reform of mixed ownership in SOEs, accelerat-
ing the reform of financial market, promoting free flow of labor, reducing government subsidies and pro-
tection to state-owned enterprises, and expanding opening-up. Those will help to optimize the allocation of
resources to improve the overall welfare level of society.

Key words: factor price distortion; SOE; resources allocation
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