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At the Third Plenum in July this year, the Chinese Communist Party pledged to
increase support for strategic and emerging industries, reaffirming its commitment
to innovation-led economic growth. But the financial resources underpinning
Beijing's industrial policy are heavily constrained by China’s economic slowdown.
Beijing is striving to better allocate the fewer resources it has to make its industrial
policy more efficient.

In this note, we comb through available data on China’s industrial policy funding
to analyze the outlook for industrial policy financial support. The allocation of
capital—be it direct grants, credit, or PE-VC investment—does not necessarily
follow the objectives announced in Beijing policies. Decades of misdirected
investment make it hard for financial actors to now channel their resources to
more productive sectors and firms, creating tension between central government
wishes and the needs of the financial sector. Beijing wants them to allocate more
capital to small companies and emerging technologies, but they need to play it
safe by funding large, established players and delaying losses in sectors affected
by high overcapacity.

Limited direct grants channeled to fewer champions

Financial support is not the sole mechanism of Chinese industrial policy, but it plays a
crucial role in innovation outcomes. In addition to companies' revenues, the main pillars
of China's innovation financing ecosystem include fiscal funding (such as direct grants to
companies), bank credit, and private equity and venture capital (PE-VC) investment. Last
year, we argued each of these sources is heavily affected by slower growth, and a tighter
fiscal environment in China will likely force the government to channel funding more
strategically (See “Spread Thin: China’s Science and Technology Spending in an Economic
Slowdown”).

FOR MORE INFORMATION REGARDING OUR RESEARCH, PLEASE EMAIL CLIENTSERVICE@RHG.COM 1


mailto:cboullenois@rhg.com
mailto:etian@rhg.com
mailto:cajordan@rhg.com
https://rhg.com/research/spread-thin-chinas-science-and-technology-spending-in-an-economic-slowdown/
https://rhg.com/research/spread-thin-chinas-science-and-technology-spending-in-an-economic-slowdown/
https://rhg.com/research/spread-thin-chinas-science-and-technology-spending-in-an-economic-slowdown/

RHODIUM GROUP | CHINA THE MOUNTAIN IS HIGH, THE LEAD INVESTOR IS FAR AWAY

So has that strategic channeling happened? The most recent data on all three sources
suggests not. In fact, instead of pushing financial actors to allocate funding more
effectively, capital continues to flow into "safe" areas: Industry giants, SOEs, and industries
where China already holds a dominant global position, such as batteries and solar.

Some of these "safe bets" are established players, such as BYD, that attract funding
because they are perceived as lower risk with predictable returns. But much of the
favored allocation results from local government incentives to preserve unprofitable
actors—especially SOEs and heavy industries such as steel—that are inefficient and
already suffer from overcapacity. Consequently, the financial system is now hindering
China's short-term and long-term growth by weakening future productivity growth rather
than supporting it.

Take government grants to listed companies.! While the 200 largest recipients continued
to receive rapidly increasing amounts, grants to the other 2,941 companies grew at much
slower levels than before COVID-19 (Figure 1). Strategic industries targeted in policy
documents did not receive more grants than non-strategic industries, on average—with
some exceptions like batteries and autos (Figure 2). In fact, even sectors considered highly
strategic, like semiconductors and pharmaceuticals, have seen stagnating levels of
median government grants over the past three years.

FIGURE 1 FIGURE 2
Sum of grants to listed companies Median grant received by sector
RMB billions RMB millions
290 Non-strategic sectors
Other companies 40 Strategic sectors excluding auto and batteries
200 Top 200 recipients Automotive and battery sectors
180 30
160
140 20 N
120
100 10 |
80
60 0
2016 2017 2018 2019 2020 2021 2022 2023 2016 2017 2018 2019 2020 2021 2022 2023

Source: Listed companies’ financial disclosures. Only companies with data for all years between 2016-2023 are
counted. N=3,141 companies.

On the contrary, much of the increase in government grants to listed companies between
2022 and 2023 was concentrated in China’s struggling industrial and logistics behemoths,
including China’s airlines and logistics sector, as well as mining, metallurgy, and other
heavy industry companies. As Beijing has placed renewed emphasis on the role of SOEs
in driving economic growth, they have also been receiving growing grants, while median
grant amounts for private firms stagnated after 2020 (Figure 3).

T We use the accounting category “other income” (HAthfit25), which, in Chinese listed firms’ financial reports,
typically includes different forms of grants, including government grants related to assets, government grants
related to income, tax write-offs, reduced prices on inputs, traditional subsidies from a variety of sources, etc.
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FIGURE 3
Median grant received by company type, 2016 - 2023
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Source: Listed companies’ financial disclosures. Only companies with data for all years between 2016-2023 are counted.
N=3,141 companies.

This widening gap should be concerning to Beijing. The Chinese government has
repeatedly emphasized the need for more inclusive industrial policy funding and sought
to strengthen fiscal support for smaller companies, which are often the primary drivers of
creativity and technological advancement. In recent years, new programs targeting
smaller firms, like the “Little Giants,” marked the emergence of an “accelerator state”
strategy linking the success of smaller, innovation-driving firms to economic growth. But
the reality of grant allocation goes against that high-level strategy.

Two likely connected factors are driving this growing concentration of grants in large
companies, SOEs, and a few sectors like electric vehicle (EV) batteries. First, local
governments may be increasingly risk-averse when disbursing grants. As their budgets
become more tightly constrained, they feel pressure to “bet on the right horses” and make
safer choices as a result. Second, as China’s economy slows down, local governments
may feel the need to support the biggest employers and drivers of local growth, which
often are large companies and SOEs.

Bank credit, too, is concentrated in fewer actors

Faced with growing fiscal constraints, governments are asking banks to step up their role
in funding China’s industrial policy. Beijing needs banks to lend to sectors and firms that
can more efficiently fuel innovation and economic growth than the industries that were
prioritized in the past. But decades of misallocation—with credit flowing mostly to legacy
industries and SOEs—make changing patterns of lending difficult, particularly in a context
of slower economic growth. Our data shows that while total amounts continued to grow,
banks chose to pile in on the largest borrowers—often SOEs—rather than allocate credit
more efficiently (Figure 4).
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FIGURE 4
Yearly increase in total debt stock by Chinese listed companies
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Source: Listed companies’ financial disclosures. Only companies with data for all years between 2016-2023 are counted.
N= 4,341 companies.

This is likely because as interest rates trend lower to encourage more lending to
companies, bank profits are squeezed. In this environment, they prefer to lend to lower-
risk borrowers so as not to increase their share of non-performing loans. This has led them
to double down on the top debt holders while sustaining or decreasing lending to most
others. As we explained in another note (See “The End of China’s Magical Credit Machine”),
declaring losses, cutting off non-performing companies and projects, and writing off loans
would reduce banking system profits, which are the only consistent source of capital for
the banks and key channels of financing for investment in China’s economy. It is far easier
to simply roll over the loans and keep local companies operating, even if that means credit
continues flowing to low-productivity industries.

Private equity and venture capital grows risk-averse

Beijing also needs PE-VC investment flowing to emerging industries and innovative start-
ups. But the private PE-VC sector has collapsed since 2021, leaving only state-backed
investors to partially fill the gap. Government-led funds contributed 41% of fund capital
as limited partners in 2023, up from 30% in 2020. When accounting for investments made
by SOEs, the ratio surges to 78% in 2023 (Figure 5). There are also indications that Beijing
is increasingly leveraging bank capital into investment funds to compensate for declining
direct government funding (Box 1).
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FIGURE 5
Contribution by different limited partners of equity investment funds, 2020 - 2023
Percent
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BOX 1
Financing of China’s “Big Fund”

Funding of China’s largest semiconductor PE-VC fund, the China Integrated Circuit Industry
Investment Fund (ICF, also called the “Big Fund”), is a case in point. The fund has three phases with
separate fundraising activities: Phase | (2014 to 2019), Phase Il (2019 to 2024), and Phase Il (starting
in 2024). During its Phase Il fundraising in 2019, local governments and companies across 12 cities
and provinces contributed 64% of the total investment. However, during the Phase Il ICF fundraising,
that ratio fell to 36%, given that only tier-1 cities and Guangdong province made contributions (Figure
6). The gap in funding was filled by major national commercial banks, which are usually less willing to
take long-term risks in their investment.

FIGURE 6
ICF contribution breakdown by region from Phase I to IlI
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Beijing’s ability to channel state resources succeeded in preventing early-stage investment
from plunging along with late-stage investment. But this shift toward more public capital
leaves the PE-VC sector more risk-averse and less able to make the kind of risky, long-
term bets that China’s technological financing requires. State funds, and even more so
banks, have been notorious for their strict scrutiny and risk-averse investment patterns.
Prevention of losses, instead of high returns, is their top priority since any loss of
investment could become a loss of state capital and proof of corruption. Officials tend to
consider equity investment as loans, demanding small volatility in valuation and
guaranteed payback of principal.

The risk-averse attitude of state-backed VC is reflected, notably, in the narrowing sectoral
distribution of investments, concentrating on a few sectors considered safer bets given
their relevance to Beijing’s strategic goals (Figure 7). The semiconductor, IT, biotech,
automotive, chemical, and clean technology sectors collectively accounted for 77% of PE-
VC investment value in H1 2024, up from 40% in 2019. This rise as a share of investment
did not, however, prevent the absolute value from halving in recent years, from RMB 1.4
trillion in 2021 to RMB 700 billion in 2023.

FIGURE 7
Chinese PE-VC investment by target sector, 2016 — 2023
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Investment conditions are also stricter with state investors. They sometimes request an
early exit from the investment once the target firm faces financial headwinds. State-
backed investors are also more likely to use safeguard mechanisms like buy-back clauses,
which stipulate that the target firm or the firm’s founder will need to pay back a certain
amount of initial investment if the anticipated IPO fails. Such clauses are challenging for
small innovative companies and may discourage them from raising funds.

This risk aversion is contrary to Beijing’s objectives. The State Council recently sought to
lift state capital’s risk appetite with a circular called Policy Measures to Promote the High-
Quality Development of Venture Capital in June 2024. The document pledged to reform
the fund performance assessment system so that the preservation of state capital would
not be the main indicator of performance. However, challenges in fiscal resources and

FOR MORE INFORMATION REGARDING OUR RESEARCH, PLEASE EMAIL CLIENTSERVICE@RHG.COM 1


https://www.zhonglun.com/research/articles/9713.html
https://www.zhonglun.com/research/articles/9713.html

RHODIUM GROUP | CHINA THE MOUNTAIN IS HIGH, THE LEAD INVESTOR IS FAR AWAY

local debt may hamper these efforts to make state capital more willing to take long-term
risks. Besides, even as the central government pledged to relax state capital supervision,
the fear of anti-corruption investigations and accusations of mishandling state capital will
make local officials reluctant to invest in risky sectors or companies. In the long term, it is
unlikely that state capital's risk appetite can compensate for the decline in private capital.

Piling up on overcapacity-hit sectors

Amid a general slowdown and increasing concentration of funding—be it government
grants, loans, or equity investment—firms in sectors already affected by high overcapacity
still appear to be safe havens for the allocation of state and commercial funding. In
particular, while the growth of government grants for most other industries is stagnating,
grants for the “New Three” sectors—EVs, lithium-ion batteries, and solar photovoltaic
products—have continued to grow, supporting continued investment in production build-
out.

Take solar. In 2023, direct grants to solar equipment firms grew by a third year-on-year,
while China added 861 gigawatts of solar panel production capacity, more than double
the global total of new solar module installations (Figure 8). Government support and
production growth are directly related, as local governments usually sign a contract with
the producer, requiring a certain amount of production or capacity to be reached before
a certain date. If the requirement is not fulfilled, then the producer must repay the
subsidies. As a result, according to data from the Chinese consultancy PV Infolink, China’s
solar module manufacturers reported an average capacity utilization rate of 23% in
February 2024, down from an average of around 57% in the first half of 2023.

FIGURE 8
Chinese solar panel production capacity exceeds global installations
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Source: Domestic PV installations from IEA and China National Energy Administration; China’s total PV production
capacity of solar modules from IEA and industry reports; Global total PV installation from IEA.

FOR MORE INFORMATION REGARDING OUR RESEARCH, PLEASE EMAIL CLIENTSERVICE@RHG.COM 1


https://www.gov.cn/zhengce/content/202406/content_6958230.htm
https://www.chinaventure.com.cn/news/112-20231228-379018.html
https://www.reuters.com/business/energy/china-solar-industry-faces-shakeout-rock-bottom-prices-persist-2024-04-03/
https://www.reuters.com/business/energy/china-solar-industry-faces-shakeout-rock-bottom-prices-persist-2024-04-03/
https://www.infolink-group.com/energy-article/solar-topic-pv-industry-utilization-rate-analysis

RHODIUM GROUP | CHINA THE MOUNTAIN IS HIGH, THE LEAD INVESTOR IS FAR AWAY

FIGURE 9
Direct government grants to solar companies
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A similar pattern can be observed in the steel sector. During the last wave of overcapacity
in 2015-2016, steel companies received large grants and cheap lending when excess
capacity became rampant, thwarting progress in reducing capacity. Now, as the steel
industry suffers from high overcapacity again and steel firms’ profits have declined to 2015
levels, government grants for the industry are rising fast, driven by support to local
government-owned SOEs in the steel sector. Grants are being used to support the
continued installation of new capacity, contributing to reduced export prices, along with
the expansion of capacity abroad.

FIGURE 10
Median grants received, selected sectors
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Source: Listed companies’ financial disclosures
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Outlook

Although the Chinese government has denied overcapacity is a problem, it mentioned the
issue under the indirect name of “vicious involutional competition” during the July
Politburo meeting. Ending the price war and making the new sector’s growth more
sustainable is a key goal of Chinese policymaking. However, the data in this note reveals
that the allocation of capital—whether through direct grants, credit, or PE-VC
investment—often diverges from the objectives outlined in Beijing's policies. The political
and economic forces governing resource distribution are heavily influenced by the
incentives of local governments and banks. Years of misallocated investment have made
it challenging for these entities to redirect their resources toward more productive sectors
and companies. Instead of channeling capital to small businesses and emerging
technologies, as Beijing wants, financial actors are compelled to play it safe by supporting
large, established firms and postponing losses in sectors burdened by significant
overcapacity.

For small companies in emerging industries that cannot yet mobilize significant funding
through reinvested profits, there are few other significant sources of funding to fuel
innovation besides the three sources discussed in this note. The provision of industrial
land and infrastructure through industrial parks, an important channel of state support to
companies, largely boosts legacy industries. In 2022, newly built industrial parks mostly
targeted industries such as chemicals, textiles, energy, construction materials, and
metals—together accounting for more than 75% of the investment value of industrial
parks disclosing their sectoral specialization.? IPOs, historically an important source of
additional funding for innovative companies, have become more difficult as Beijing slowed
down the approval process to stabilize the stock market. By the end of July, 359 and 119
companies were waiting for approval to get listed in onshore and offshore markets,
respectively, and funds raised through IPOs sank by 79% and 40% year-over-year in 2023
and the first half of 2024.

There are certainly other non-financial ways Beijing can influence the outcomes of
innovation and industrial activity. Supply-side reforms of incentives for local governments
and banks would be a key step. But this would likely require large-scale recapitalization
from central government funds, which Beijing has shown little appetite for. Another
obvious non-financial measure the government could take would be demand-side policies
encouraging the consumption of innovative products. Without robust demand, the
potential of innovative output remains constrained, as is the case in the artificial
intelligence-generated content sector, where Chinese firms struggle to find sufficient
domestic customers willing to pay for their Al services. But Beijing has been notoriously
ineffectual at incentivizing consumer demand (See “No Quick Fixes: China’s Long-Term
Consumption Growth”), and the manufacturing sector on its own is not enough to drive
demand-led economic growth.

The slowdown in financial support for China’s accelerator state, as well as the absence of
meaningful demand-side policies, will create challenges for Beijing’s innovation strategy

2 Rhodium Group compilation, based on bonds disclosures and covering eight provinces: Guangdong, Shandong,
Zhejiang, Jiangsu, Sichuan, Yunnan, Guizhou, and Xinjiang. The sectoral allocation only covers part of the total
investment as most projects do not disclose the sectors they target.
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and its long-term growth prospects. Large firms are key innovation drivers, but a high-
performing innovation environment also requires a vibrant ecosystem of smaller, less
established firms and a dynamic market willing to absorb new innovative products. If the
expansion of capital is increasingly going to industries with existing overcapacity or
otherwise inefficient investors, the drop in credit efficiency will also worsen existing
structural problems associated with investment-led growth and accentuate trade tensions
linked to rising Chinese exports.

FOR MORE INFORMATION REGARDING OUR RESEARCH, PLEASE EMAIL CLIENTSERVICE@RHG.COM 1



RHODIUM GROUP | CHINA THE MOUNTAIN IS HIGH, THE LEAD INVESTOR IS FAR AWAY

ABOUT RHODIUM GROUP

Rhodium Group is an independent research provider with deep expertise in policy and
economic analysis. We help decision-makers in both the public and private sectors
navigate global challenges through objective, original, and data-driven research and
insights. Our key areas of expertise are China’s economy and policy dynamics, and global
climate change and energy systems. More information is available at www.rhg.com.

DISCLOSURES

This material was produced by Rhodium Group LLC solely for the recipient. No part of the
content may be copied, photocopied or duplicated in any form by any means without the
prior written consent of Rhodium Group. Redistribution, forwarding, translation, or
republication of this material in any form by you to anyone else is prohibited. Rhodium
Group LLC is not an investment advisor. Any information contained herein is not intended
to be relied on as investment advice and this information is not purported to be tailored
advice to the individual needs, objectives or financial situation of a recipient of this
information. This report is intended for informational purposes only and does not
constitute a recommendation, or an offer, to buy or sell any securities or related financial
instruments. The information contained herein accurately reflects the opinion of Rhodium
Group at the time the report was released. The opinions of Rhodium Group are subject to
change at any time without notice and without obligation of notification. Rhodium Group
does not receive any compensation from companies that may be mentioned in this report.
No warranty is made as to the accuracy of the information contained herein.

© 2024 Rhodium Group LLC, 5 Columbus Circle, New York, NY 10019. All rights reserved.

New York | California | Washington, DC | Paris

Website: www.rhg.com

9 Rhodium
Rh Group



file:///C:/Users/Allen%20Feng/Dropbox%20(Rhodium%20Group)/Allen_Personal/Allen/RHG/2024/www.rhg.com
http://www.rhg.com/

