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OPINION

By Eswar Prasad

C

hina’s state-owned enterprises remain one of the
biggest challenges facing
Beijing today. SOEs play an
outsize role in the country’s economy, even though they are
a major source of corruption and inefficiency. So it was encouraging
when the Communist Party’s Third
Plenum in late 2013 announced new
reform plans.

Increasing competition
and private ownership
would help spur the
changes needed to
reform the country’s
state-owned enterprises.
But Beijing has been going about
things the wrong way. Instead of
forcing SOEs to operate as commercial entities free of political interference, Beijing is increasing state control. Recent reforms with Chinese
characteristics do more to impede
rather than promote the changes
that are needed.
Consider some steps the government has taken. Beijing has increased SOE oversight by Party
committees, which play critical roles
on the ostensibly independent
boards of SOEs. Among other things,
this is meant to prevent asset-strip-
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ping by unscrupulous managers.
But Party officials themselves
are often well-connected and have
little relevant managerial or technical expertise. They are hardly the
buffers needed against political interference and have little interest
in promoting competition.
The government has also cut the
salaries of top bosses. The CEOs of
major SOEs now make about onethird of their previous salary,
equivalent to less than $100,000 a
year. Those in the U.S. who support
government-mandated egalitarianism would salivate at the prospect
of cutting CEO pay to such levels.
But there is a cost. Pay compression has led competent middle- and
senior-level managers to decamp to
the private sector. And pay cuts
have hardly improved the incentives facing CEOs.
Beijing has tightened SOE budgets by reducing direct government
subsidies, but this is not a viable reform strategy by itself. In the
mid-2000s, this led to millions of
workers being laid off. The process
was then left incomplete, and the
surge of bank-financed investment
during the global recession of 2009
and 2010 effectively rolled back the
changes.
China’s reluctance to reform
SOEs is in part related to concerns
about social stability. Laying off
even tens of thousands of workers,
a fraction of the necessary retrenchment, without a strong social
safety net and at a time when other
employment opportunities are lim-
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Ownership Is Key to Fixing China’s SOEs

China’s biggest mining enterprise, Longmay Group, plans to lay off 100,000
workers this year.
ited could lead to social upheaval.
China should target spending toward a better safety net, one that
could provide a buffer for laid-off
workers. SOEs aren’t the venue for
subsidizing employment and social
services such as education and
health care.
But Beijing has been reluctant to
do this. Instead, it emphasizes fiscal
restraint, which makes the government’s fiscal position look stronger
than it actually is but has some undesirable side effects.
One consequence is that fiscal
costs are diverted through the financial system in the form of cheap

and abundant credit, perpetuating
inefficiencies. The International
Monetary Fund estimates that the
traditional SOE sector accounts for
about 20% of China’s employment
and output but soaks up more than
50% of bank loans. This leaves the
more dynamic, employment-generating parts of the economy, such as
small- and medium-size firms and
service-sector firms, starved of
bank credit.
It also distorts the market. Many
SOEs are state-sanctioned monopolies and receive subsidized energy
and land from provincial governments eager to boost investment.

These are the state firms that are
most likely to show a profit.
Beijing needs to reduce both its
explicit and implicit subsidies to
SOEs and open them up to a greater
share of private ownership. Opening
up protected sectors to more domestic and foreign competition
would also spur change.
The financial sector, too, needs
reforms. Reducing the incentives for
banks to lend to SOEs, including
those already technically insolvent,
and making corporations more reliant on equity and bond markets,
would over time drive them to improve their corporate governance
and adopt better auditing and accounting practices.
Allowing corporate defaults
would bring discipline to both SOEs
and bond markets. But fear of financial-market turmoil appears to
be holding back Beijing. In fact,
such defaults could force both firms
and financial markets to more carefully scrutinize the balance sheets
and financial operations of both
SOEs and banks.
China’s government has said all
the right things about the necessity
and urgency of SOE reforms. Now it
must act. If these reforms don’t take
hold, the country’s financial liberalization and opening of its capital account could end badly.
Mr. Prasad is a professor in the
Dyson School at Cornell University,
a senior fellow at the Brookings Institution and author of “The Dollar
Trap” (Princeton, 2015).

It’s Amateur Hour in Narendra Modi’s India

I

s Narendra Modi still India’s
great economic hope? This is
the question raised by the tawdry drama leading up to the announcement Saturday by Raghuram
Rajan, the governor of the Reserve
Bank of India, that he will return to
academia in September. Mr. Rajan’s
decision came after the government
signaled that it would not give him
a customary two-year extension to
complete a five-year term like his
immediate predecessors.
For foreign and Indian observers alike, the announcement came
as a shock. It dents what was
meant to be Mr. Modi’s strongest
qualification: His purported ability
to run Asia’s third-largest economy
better than his predecessors.
Combined with doubts about the
quality of economic-growth statistics and the government’s timid
approach to long-pending structural reforms, Mr. Rajan’s departure will likely nudge investors to
revisit bullish assumptions about
India’s economic trajectory.
Until now, Mr. Modi enjoyed a
honeymoon of sorts with global
markets. The prime minister’s decisive election victory in 2014, his
reputation for business-friendliness earned as chief minister of
Gujarat from 2001 to 2014, and his
largely successful wooing of for-
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N

ow that central banks have
pushed short-term interest
rates to zero or even to negative readings, all asset prices have
risen to unusually high levels and
prospective future returns appear to
be unattractively low. In a world in
which bonds no longer provide safe
and steady returns, what is the investor seeking moderate risk and a
reliable stream of income to do?
There are no easy answers. The
dilemma is particularly acute for
retirees. A generation ago they
could invest their savings in a 10year U.S.-government bond and be
able to count on a promised interest rate of 6% to 7%. They could
also sleep well at night knowing
that their portfolios consisted of
one of the safest assets in the
world.

eign investors as prime minister
have all contributed to his image
as a steady hand on India’s economic wheel.
The romance appears to be over.
On Monday, the first day of trading
since Mr. Rajan’s announcement,
the Bombay Stock Exchange benchmark index opened 0.5% lower, and
the rupee opened almost 1% lower
against the dollar.
Both recovered in later trading,
but it will take the Modi government longer to bounce back from a
barrage of criticism from market
analysts and economic pundits
who saw the independent-minded
Mr. Rajan as the most credible
member of the prime minister’s
economic team.
Why does the departure of Mr.
Rajan—the central bank’s 23rd
governor in 81 years—cause such
misgivings?
For one, it indicates that given
a choice between appealing to
business sentiment and the rabidly
nativist wing of the ruling
Bharatiya Janata Party that demanded the governor’s ouster, Mr.
Modi backs the nativists. It also
suggests a prime minister who
prefers mindless cheerleading to
constructive criticism.
Finally, it signals a likely slowing
of Mr. Rajan’s attempts to clean up
state-owned banks, which account
for 70% of India’s banking system,

Today that same asset promises
a nominal yield of just 1.6% and a
real after-inflation yield that will
be negative if the U.S. Federal Reserve achieves its 2% inflation target. Good-quality corporate bonds
yield well under 4%. The traditional
advice that older investors need to
allocate a substantial portion of
their portfolios to bonds seems to
have been overtaken by events.
With the unusual challenges
posed by low bond yields today, is
there some solution available for
investors to escape the dilemma of
inadequate fixed-income returns?
I think there is. Investors need
to consider bond substitutes that
can provide stability, safety and
relatively attractive returns. One
such substitute is investment-quality preferred stocks.
Preferred stock is a kind of hy-
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His central-bank
governor’s exit raises
doubts about his
administration’s
economic management.
jan took the helm of the central
bank in September 2013, the rupee
was in free fall, inflation was surging and foreign investors were nervously eyeing the exits. India was
listed among the world’s “fragile
five,” along with Brazil, Indonesia,
South Africa and Turkey.
Mr. Rajan, who had previously
served as the International Monetary Fund’s first non-European
chief economist, helped calm market fears about India. Aided by
lower oil prices and the promise of
stability generated by Mr. Modi’s
mandate, Mr. Rajan successfully
tamed inflation. The rupee ended
its sharp descent and began to outperform most of its peers.
To be sure, the governor had

detractors as well. Critics accused
him of hampering growth by
keeping interest rates too high
with his inflation-fighting zeal.
Others objected to the governor’s
habit of playing national philosopher with speeches that strayed
far from monetary policy toward
such matters as freedom of
speech and the dangers of authoritarian government.
That India’s hyperactive media
often interpreted Mr. Rajan’s
speeches as veiled digs at Mr. Modi
didn’t help the governor’s case. Nor
did Mr. Rajan’s refusal to cheer India’s patchy economic recovery—
faster gross domestic product
growth belied by a sluggish job
market and faltering exports—as
loudly as other members of Mr.
Modi’s government. In April, government ministers criticized the
governor for discounting talk of India’s
allegedly
world-beating
growth with his suggestion that “in
the land of the blind, the one-eyed
man is king.”
In May, BJP Member of Parliament Subramanian Swamy stepped
up a campaign of smears and innuendo against Mr. Rajan. In a public
letter to Mr. Modi, Mr. Swamy accused Mr. Rajan of “anti-national”
intent and of using high interest
rates to deliberately hurt small and
medium-size industries.
Mr. Swamy charged that Mr. Ra-

jan had compromised national security by using a University of Chicago email address, and accused
the governor of belonging to a
shadowy group allegedly set up by
the U.S. to gut the Japanese economy. Mr. Swamy also charged Mr.
Rajan, who has spent much of his
career in the U.S., with being
“mentally not fully Indian.” On
Twitter, Mr. Swamy’s accusations
were even more lurid.
Throughout this onslaught, Mr.
Modi remained silent. When this
newspaper asked him about Mr. Rajan’s tenure last month, the prime
minister turned down a chance to
offer the embattled governor support. “I don’t think this administrative subject can be an issue for the
media,” said Mr. Modi.
India has no shortage of able
economists and administrators. The
government will likely replace Mr.
Rajan with someone regarded as
competent, even if the newcomer is
not quite as respected in international circles.
But the manner of Mr. Rajan’s
departure has damaged Mr. Modi’s
reputation. Either he was complicit in a technocrat’s public
hounding, or he failed to understand its consequences.
Mr. Dhume is a resident fellow
at the American Enterprise Institute
and a columnist for WSJ.com.
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by leaning on well-connected businessmen to repay their debts.
Most observers credit Mr. Rajan,
a widely respected University of
Chicago economist, with helping to
stabilize the Indian economy over
the past three years. When Mr. Ra-
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brid security that sits between
bonds and common stock in a company’s capitalization. Preferreds
are senior to common stock in
terms of payment of dividends and
claims on assets, but junior to
bonds. Usually, preferreds have a
fixed dividend (although some
float with some fixed premium to
short-term rates).
Preferreds are rated by the major credit-rating firms. Those offered by large companies carry investment-grade ratings but are
rated lower than bonds because of
their junior status. They do, however, have a substantial advantage
over bonds for individual investors. Bond interest is taxable at
regular personal income-tax rates.
Preferred stock dividends are generally taxable at long-term capital-gains rates, which under current U.S. laws are set at a
maximum of 23.8% versus a maximum rate almost twice as high for
interest income.
Portfolios of preferred stocks
are available through mutual-fund
companies and exchange-traded
funds. The lowest-cost ETFs have

expense ratios below 50 basis
points and have dividend yields of
about 5.75%.
The one negative feature of
these ETFs is that they tend to
hold 50% or more of their portfolios in financial stocks (especially
banks) and thus are not broadly
diversified.

With zero or negative
interest rates, here’s
an alternative to bonds.
Critics point out that bank preferred stocks fell sharply during
the 2007-08 financial crisis. They
also argue that U.S. bank stocks
are less desirable today because of
regulatory constraints on the
banking sector. Banks are pressured to reduce risky but profitable activities such as trading and
are required to have much more
capital, which tends to reduce
their return on equity.
But while these constraints may
make bank common-stock invest-

Notable & Quotable: Orwell

From George Orwell’s “Freedom
of the Park” for the Tribune (U.K.),
Dec. 7, 1945:

On a platform, or in certain
recognised open air spaces like
Hyde Park, you can say almost
anything, and, what is perhaps
more significant, no one is frightened to utter his true opinions in
pubs, on the tops of busses, and
so forth. The point is that the relative freedom which we enjoy de-

pends of public opinion. The law
is no protection. Governments
make laws, but whether they are
carried out, and how the police
behave, depends on the general
temper in the country. If large
numbers of people are interested
in freedom of speech, there will
be freedom of speech, even if the
law forbids it; if public opinion is
sluggish, inconvenient minorities
will be persecuted, even if laws
exist to protect them.

ments less desirable by limiting
their upside potential, they make
bank preferred stocks much less
risky than they were before the financial crisis and make their 6%
yields more dependable.
Preferred stocks are riskier than
bonds. But high-quality preferred
stocks with attractive dividend
streams are relatively stable and
are only moderately more volatile
than bonds. For example, the preferred stocks of two leading banks,
J.P. Morgan and Wells Fargo, are
investment grade and yield between 5.5% and 5.75%. Diversified
portfolios of preferred stocks can
serve investors well as a relatively
stable income-producing anchor for
the overall portfolio.
It is true that if interest rates
rise the prices of preferred stocks
may fall along with bonds. But the
price declines could be muted. Rising interest rates that reflect stronger economic growth will increase
the credit worthiness of preferreds,
especially those issued by commercial banks, which benefit from
higher rates.
It would be wonderful if investors could still obtain 5.75% yields
from the highest-quality securities
such as U.S. government bonds.
But this is not the world of decades ago. The only way to obtain
a reasonably generous and secure
income stream is to accept sensible risks. Preferred stocks are one
asset class that can be a useful
part of an investor’s portfolio in
an environment that is starved for
income.
Mr. Malkiel, chief investment officer of Wealthfront, is the author
of “A Random Walk Down Wall
Street” (W.W. Norton), now in its
11th edition.

