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Project Matching and Excess Capacity in China

WU Lixue* and LIU Cheng”
(‘a: Institute of Industrial Economics CASS; b: National Academy of Economic Strategy CASS)

Summary: Production overcapacity has become an intractable threat to China’ s economic development. Since the reform
and opening-up this problem has repeatedly occurred in many fields to varying degrees and in different forms. The central
government has issued a number of related policies but the effect has not been satisfactory.

Compared with the cyclical overcapacity in other countries China’s overcapacity is more extensive longer and more
repetitive. In particular examining China’ s excess capacity at different times and in different regions and industries we
find that the capacity is in regions and industries that are neither very highly planned nor very highly marketalized but
rather undergoing the marketization process and maintaining features of the mixed economy. In these fields both local
governments and enterprises are important to the development of industry and both obtain huge benefits from development.
For example the textile and the household appliance industries experienced severe overcapacity in the mid4980s and early
1990s respectively. At that time the two industries were those transitioning from planning to marketing and were the
“leading industries” in many local economies. However these two industries have not experienced large-scale overcapacity
since they finished their overall market-oriented reform and achieved market-based resource allocation. For another
example the steel industry showed the most severe excess capacity in this round of the business cycle. For quite a long
time after 1978 when little market reform was seen the industry experienced severe shortages. Since the mid—and late
1990s  their overcapacity has arisen alongside the incomplete reform.

Based on this observation we analyze the causes of excess capacity in China from the perspective of the interaction
between local governments and enterprises according to the characteristics of China’ s project investment by considering
capacity as the matching between local governments and investment enterprises in the project market. We assume that both
local governments and enterprises are competitive have critical impacts on industrial capacity and derive returns from the
matching. Thus based on the standard matching theory we show that (i) industrial production capacity is optimal only
when market participants’ shares of returns from the project are equal to the proportions of their contributions and ( ii)
there is an excess ( lack) of production capacity if the government’ s proportion of returns is greater ( smaller) than its share
of contributions to the project. Therefore the difference in distribution of contributions and earnings between the
government and enterprises leads to different capacity statuses in different periods regions and industries.

To test the theoretical predictions of this paper we use the time and the intensity of administrative examination and
approval reform as proxy variables for local government revenue-sharing capabilities and estimate the impact of changes in
local government return shares on excess production capacity with panel data taken from 30 provinces and 19 manufacturing
industries from 2001 to 2012. The results show that local government revenue—sharing capability significantly reduced the
manufacturing industry overcapacity rate that the approval center enhanced the capacity usage rate more than 10%  that
the establishment time increased by a year would improve the usage rate about 2. 5% and that the center type raised at one
level would improve the usage rate more than 2% during the sample period. Results of sub-industry analysis show that these
conclusions are more prominent in state-owned enterprises high monopoly industries heavy industries and industries with
serious overcapacity.

This paper makes the following contributions. First our analysis offers a theoretical criterion for optimal capacity and
regards excess and insufficient capacity as deviations from optimal capacity. Second our theory explains the different scale
ownership and industrial overcapacity problems and how they change with the promotion of the reform process. Third we
check the model based on the recent reform of the local administrative examination and approval system and estimate the
impacts of changes in local government return shares.

Keywords: Overcapacity; Project Matching; Local Government; Reform of Administrative Examination and
Approval System
JEL Classification: E02 E22 HI11 L60
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