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On the Mechanism of Heterogeneous Overcapacity in China
ZHU Xi-wei', SHEN Lu-min', WU Yi-yun’, LUO De-ming’
(1. College of Economics, Zhejiang University, Hangzhou 310027, China;
2. Social Sciences Academy, Zhejiang University, Hangzhou 310030, China;
3. Center for Research of Private Economy, Zhejiang University, Hangzhou 310027, China)

Abstract: Upon China’s long—term and non-cyclical nature of overcapacity, previous studies mainly stress
from the perspective of excessive government intervention, ignoring collusion between local governments and firms.
In this paper, we take the coal industry as an example to explore heterogene—ous formation of overcapacity for
firms under dual ownership structure, i.e., state—owned and private firms, for the first time. This paper points out
that collusion is an important causation and resurgence of the private coal firms’ excess inefficient capacity.
Collusion not only makes the inefficient coal firms to survive instead of exit, but also induces firms that have the
ability to invest in safe and clean production facilities to live on collusion, further exacerbating the formation of
inefficient capacity. Meanwhile, subsidies aiming to safe and clean production for state—owned coal firms, will bring
efficiency losses as well, breeding a number of “quasi—zombie firms” who rely on subsidy to survive and are easily
degenerated to  “zombie firms” when the local and foreign demands shrink. Calibration shows that welfare loss
summed up to 9% of consumer’s welfare without collusion and subsidy. Compared to subsidy, collusion causes
much more welfare loss due to unsafe production conditions and environmental pollution. These results are robust
for different sets of parameters. A policy implication of this study is that the impact of collusion shouldn’t be
neglected in solving the problem of overcapacity.

Key Words: government—business collusion; subsidy policy; heterogeneity of overcapacity; dual ownership;
coal industry
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