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Path Selection for State-owned Enterprise Reform under the

Innovation-driven Development Strategy
ZHANG Wei and YU Liangchun

(School of Economics, Shandong University)
Summary: The current reform of the mixed ownership system is an important part of the overall reform of China’s state-
owned enterprises. In 2015, the state-owned enterprises began to accelerate their mergers and the reorganization of their
enterprise structure. Thus, we need to develop a better understanding of the relationship between the mixed ownership
reform and the structural reform of state-owned enterprises, and the order of implementation of the reform programs under
the innovation-driven development strategy. In terms of the reform performance, what are the differences between the mixed
ownership and marketization reforms? How can we choose the best path for the reform of state-owned enterprises?

Following the implementation of the “seizing large enterprises and releasing middle-small ones” reform strategy, Liu &
Li (2005), Song & Yao (2005), Bai et al. (2006), Hu et al. (2006a), and Li & Zhang (2008) studied the effect of
restructuring from the perspectives of production efficiency, output level, and profitability, respectively. Using data from
different periods, Wang et al. (2001), Hu et al. (2006b), and Yang et al. (2010) showed that state-owned enterprises
choose to restructure based on the increased government revenue, improved business efficiency, and political considerations
for maintaining stability. This paper also examines the mixed oligopoly model of Matsumura (1998), which extends the
model of De Fraja & Delbono (1989) to the case in which enterprises are held jointly by state-owned capital and non-state-
owned capital. Heywood & Ye (2009 ) combined the mixed oligopoly and R&D competition models and analyzed the factors
that influence the R&D incentives of mixed ownership enterprises in a duopolistic setting.

To examine how the enterprise ownership structure and the market structure influence the state-owned enterprise
reform, we consider a three-stage dynamic game with mixed ownership in the market. In the first stage, the government
chooses the proportion of non-state-owned capital and the number of enterprises, and the enterprises then choose their R&D
investments to maximize their profits. Finally, in the third stage, enterprises compete for output among the mixed ownership
enterprises. We find that the ownership structure of enterprises and the market structure simultaneously determine the R&D
performance and the level of social welfare. Thus, structural adjustment characterized by increasing industry concentration
first needs to be implemented and non-state-owned capital then needs to be introduced into state-owned enterprises to
promote mixed ownership reform.

This paper differentiates between the short-term and long-term phases of the marketization reform of state-owned
enterprises such that fewer non-state-owned enterprises enter the industries of state-owned enterprises in the short term,
while more enterprises enter in the long term. We find that in the short term, we can only achieve higher social welfare
through improved industry R&D performance and higher levels of total output when the proportion of non-state-owned capital
in mixed ownership enterprises reaches a certain level, and the market-oriented reform is subsequently initiated. In the long
term, we find that when the proportion of non-state-owned capital in mixed ownership enterprises is lower than a specific
threshold, the R&D investment of mixed ownership enterprises increases with the decline in the industry concentration, and
the combination of a market structure and an ownership structure achieves the highest total social welfare.

Based on the analysis of our results, we argue that using the total social welfare as a criterion, prior to implementing
the mixed ownership reform, we should first promote the structural reform of the industries in which the state-owned
enterprises are located to increase the concentration of the industries. On this basis, the government should institute
marketization reform by using the pressure of market competition to further optimize the ownership structure of state-owned
enterprises and achieve better reform performance.
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