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2018 marks the 40th anniversary of China’s reform and opening-up. As an integral part of the Chinese economy, 
the state sector has undergone tremendous transformation over the decades, and SOE reforms have been closely 
scrutinized by the investment community. After all, ineffi cient SOEs, which are generally highly geared and less 
profi table, represent a large part of China’s debt problem and hinder productivity growth. Without reform measures, 
many SOEs will remain loss-making and might default on their liabilities, putting strains on the fi nancial system and 
unsettling the economy.

While disappointments in this area have been common, we have seen some positive developments recently. SOEs 
have made notable progress in reducing excess capacity, optimizing balance sheets and enhancing their corporate 
governance structure — steps that have helped to improve their fi nancial conditions. We believe these developments 
have resulted in the following profound impacts that could benefi t the Chinese economy and investors if relevant reform 
measures are consistently implemented going forward.

• Higher effi ciency and growth with better quality. We believe various reform measures to improve utilization of 
capacities and increase participation of the private sector have brought about growth with better quality and will 
help shift the state sector towards a more sustainable path that relies on market forces

• Abatement of systemic risks supported by a more viable state sector. The sharp rise in leverage is widely 
acknowledged as a major risk weighing on the Chinese economy. In particular, debt levels of Chinese SOEs have 
climbed rapidly (currently at more than 100% of GDP) as they were incentivized by the government to expand 
on preferential bank lending. We believe the current round of SOE reforms has fostered a mentality change 
that encourages management to be more market-driven and to concentrate on better allocation of corporate 
resources, which will help raise profi tability, slow debt growth and eventually lead to a reduction in leverage

Despite the positive changes, we believe investors should bear in mind that SOE reforms in China remain different 
from full privatization measures in the west. We believe the Chinese government will continue to play a dominating 
role in SOEs, whereas the state’s infl uence is almost non-existent after a western-style privatization. In some cases, 
consolidation among SOEs is encouraged to create “super SOEs.” The government’s stated intention is to make SOEs 
bigger and stronger. As a result, we remain selective in the space as we believe the benefi t from SOE reforms will be 
more company-specifi c rather than broad-based.

That said, we are incrementally more positive towards the progress on SOE reforms and believe selected SOEs in 
certain sectors represent good investment opportunities. That’s due to certain important changes that we’ve seen in the 
space:

Supply-side reform and tighter environmental protection rules to reduce excess capacity

Supply-side reform is a top policy initiative in China. In reaction to the global fi nancial crisis, the Chinese government 
rolled out large-scale stimulus that fueled exuberant capacity growth of many industrial companies. The supply-side 
reform aims to cut the excess capacity, particularly in the energy and materials sectors dominated by SOEs, to restore 
demand and supply equilibrium and bring back profi tability.

Capacity cuts in a number of industries have been well ahead of targets. For instance, in the steel sector, the 
government’s capacity cut target for 2017 was fully achieved in the fi rst half following above-target reductions in 2016. 
We believe such effective reduction in excess capacity is a signifi cant development that has led to higher utilization, 
recovering commodity prices, and improved profi tability.

Chart 1 – Steel capacity cut well ahead of target
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In addition, we believe tighter environmental protection rules will also help enhance the remarkable progress China 
has made on supply-side reform. In a speech delivered at the World Economic Forum in early 2018, China’s top policy 
maker, Liu He, said that fi ghting against pollution, containing major risks and alleviating poverty are three critical 
battles the country will need to win, consistent with policy directions mapped out in the 19th Party Congress. We have 
seen strong enforcement of environmental protection rules, including capacity suspension and regular inspections to 
multiple cities in Northern and Central China in the past winter. We believe those rules are in line with the overarching 
objective of the Chinese government to place more emphasis on the quality of growth, and we anticipate that they will 
be sustained, which will drive more disciplined production curtailment in the next few years.

Rising dividend payouts to boost shareholder returns

We have generally seen a mindset change when it comes to optimizing capital management through dividend payout 
of SOEs that have relatively strong balance sheets and high cash fl ow generation capabilities. On one hand, the Chinese 
government, as their controlling shareholder, has been consistently calling on SOEs to increase dividend payouts, which 
would align their interests with shareholders’ and put a stop to reckless acquisitions by some.

On the other hand, despite delivering better earnings, many SOEs (in particular in the energy, materials and 
telecommunication sectors) continue to see their valuations depressed compared to their historical average. We believe 
these companies are trying to become more investor-friendly and gain more traction by raising dividend payouts.

We believe the change of mindset in raising dividend payouts is positive on a few fronts:

1. Channeling cash to the government through their major ownership. Higher dividend payouts from SOEs can 
alleviate stretched fi scal conditions and provide support to government programs such as restructuring of weaker 
SOEs

2. Enhancing return on equity (ROE) through better cash management. Paying out dividends is a direct way 
to reduce cash balances and shareholders’ equity, which raises ROE. Secondly, by deploying a proper dividend 
policy, the management can focus on more effi cient utilization of resources

3. Raising cash returns to minority shareholders, which in general helps lift valuation. We believe a company’s 
future cash payouts ultimately determine its value to equity shareholders. Rising dividend payouts can 
meaningfully boost shareholder’s total return and help drive re-rating of shares

In fact, when tracking constituent stocks in the MSCI China Index (ex ADRs)*, which has a high bias towards SOEs such 
as banks, insurance, energy and materials, there has been a clear upward trend in the payout ratio since it bottomed 
out in 2013. The ratio increased from a weighted average of 29.5% in 2013 to 35% in 2016.

Chart 2 – Dividend payout is on an upward trend 
Dividend payout ratio (%)
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*Note: The calculation above excluded ADRs, which represents about 25% of the MSCI China Index. As they were added into the index 

in two phases in 2015 and 2016, we excluded them for better comparison.
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Mixed-ownership reforms to enhance corporate governance

With an aim to tap into private capital and reinvigorate SOEs, we believe mixed-ownership reform has become 
increasingly important to the central government’s overall reform initiatives. During the 19th Party Congress, 
Chinese President Xi Jinping stated that China will continue to improve the state-owned asset management system 
and highlighted the importance of deepening SOE reforms and promoting mixed-ownership to foster world-class 
enterprises.

Under the mixed-ownership reform, an SOE will invite some strategic investors, normally the industry leaders, to 
subscribe its equity shares. Through the alliance, it can utilize the investors’ resources, both fi nancial and human, 
to explore new opportunities. Additional members nominated by the strategic investors will be added to the board, 
participating in key decision-making and enhancing corporate governance. Management will be awarded with stock 
options based on KPI-driven targets to align their interests with the company’s. By lowering its shareholding, the 
government reduces its infl uence over an SOE.

Chinese government has rolled out two batches of mixed-ownership reform pilots since the second half of 2016, 
featuring leading SOEs in a variety of industries.

More than a third of those companies have successfully attracted outside investors, restructured corporate governance 
and established internal reward and recognition systems by late 2017. A third batch will soon be unveiled.

Visible improvement in fi nancial conditions

We believe the government’s focus on reforms will create a long-term impact on SOEs’ profi tability and help contain 
the high leverage associated with them. Indeed, there has been noticeable improvement in fi nancial conditions of SOEs 
recently. In 2017, net profi ts of all central SOEs delivered a positive growth of 16%, the highest level in fi ve years. 
Together with tightening regulations on bank lending, the government has managed to slow the rapid expansion of SOE 
debts. ROE of Chinese SOEs has also improved, reversing the deteriorating trend since 2010.

Chart 3 – Improving financial conditions
Net profi t of SOE – All central SOEs
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Conclusion

Contrary to the aftermath of the fi nancial crisis in 2008, when easy credit and large stimulus were made available 
to many SOEs, the top leadership nowadays places a greater emphasis on the quality of growth with an objective to 
improve the competitiveness of the state sector. The stable macroeconomic environment also allows the government 
to be more tolerant towards the downward risks on economic output and employment that used to be associated with 
SOE reforms. That said, given China’s gradual approach to SOE reforms, it remains to be seen when the political and 
social environment will be ripe for more drastic reduction in the state’s infl uence.

Overall, we think the government is making good progress and is on the right track in the areas discussed above. We 
believe SOE reforms will continue to be a top policy agenda after the 19th Party Congress, and investors should closely 
monitor the implementation of relevant reform measures.
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offering of a financial product and is not intended for and should not be distributed to retail clients who are resident in jurisdiction where its distribution is 
not authorized or is unlawful. Circulation, disclosure, or dissemination of all or any part of this document to any person without the consent of Invesco is 
prohibited. 

This document may contain statements that are not purely historical in nature but are "forward-looking statements", which are based on certain 
assumptions of future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to 
update any forward-looking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, 
including any projected returns, will materialize or that actual market conditions and/or performance results will not be materially different or worse than 
those presented. 

The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular 
needs. Before acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation 
and needs. You should note that this information:

• may contain references to amounts which are not in local currencies;
• may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
• may not address risks associated with investment in foreign currency denominated investments; and
• does not address local tax issues. 

All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please 
review all financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change 
without notice. These opinions may differ from those of other Invesco investment professionals. 

The distribution and offering of this document in certain jurisdictions may be restricted by law.  Persons into whose possession this marketing material 
may come are required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by 
anyone in any jurisdiction in which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation. 




