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Abstract

This study investigates and explains the shift of the relative priority in China’s energy
policy in the 1990s and 2000s. Between 1996 and 2015, the priority of China’s national
energy policy had shifted from an emphasis on energy supply security to energy
demand efficiency. A central question this study seeks to answer is: what forces led to
this shift of policy priority?

To answer the question, this study proposes a multi-layered and cross-sectoral
analytical framework based on Historical Institutionalism theory. It focuses on the
complex interaction between ideas, institutions and interests to understand the politics
of China’s energy policy change. This study establishes a model of policy change as a
means of institutional adaptation to manage an emerging mismatch between evolving
ideational patterns at the national level, and the persistence of certain interest-seeking
behaviour shaped by historically-formulated institutions at the subnational level.

With the introduction of the “Socialist Market Economy” idea in the early
1990s, China began to deepen its reform on two sets of fundamental institution that
define China’s state-industry relations and central-local intergovernmental relations.
Over time, the reforms profoundly impacted the development of China’s two major
energy-based industrial value chains, namely the Coal-Metallurgical Value Chain
(CMVC) and the Oil-Petrochemical Value Chain (OPVC), by shaping their
asymmetrical institutional connections with Chinese government at central and local
levels. At the national level, the 1990s reforms helped to build strong institutional
connections between the central government and the OPVC, which greatly contributed
to China’s energy security in the 2000s. However, decentralising and marketising most
heavy industries allowed interest-seeking local governments to build strong institutional
connections with the CMVC, causing the 1990s reforms to produce an unintended
consequence of heavy industrialisation that has significantly changed China’s economic
structure. Such uncontrolled heavy industrialisation, revealed by the country’s declining
energy efficiency in the early 2000s, had increasingly went against a new generation of
Chinese top leadership’s “Scientific Development” idea. A major energy policy shift
was therefore initiated and utilised by the central government to curb the heavy
industrialisation. The central government’s institutional connections with the coal-
based heavy industries, especially those in the CMVC, were rebuilt and strengthened.

Overall, this study provides a more sophisticated understanding of how ideas,
institutions and interests dynamically interact to produce major policy change in the
context of a transitional state.
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Chapter One: Introduction

1.1 The Puzzle of China’s National Energy Policy Change
1996-2015

In general, the objectives of a country’s energy policy fall into several categories,
including security of supply, efficiency, equity, financial, and macro-economic
(Andrews-Speed 2004, p.42). Over the last decade, the dramatic shift of the relative
priority of China’s national energy policy objectives in its recent four Five-Year Plans
(1996-2015) has captured the world’s attention. Energy supply security, with a focus on
oil supply security that had been the top priority of China’s energy policy in the 9th and
10th Five-Year Plans (FYPs) (1996-2005), was suddenly replaced by energy efficiency
targets, especially industrial energy intensity targets, as the new top priority of China’s
energy policy in the 11th and 12th Five-Year Programmes (also FYPs hereafter) (2006-
2015).1 As the world’s second largest economy, the second largest energy producer and
consumer today, China’s energy policy and its change have a profound impact on the
global economy and environment issues. To study the mechanism of China’s energy
policymaking and the underlying forces that led to the policy change over the past two
decades is very important for us to understand the country’s transitional political

economy and its implications for the world.

China’s energy policy regime has its roots in the Soviet-style planned economy.
National energy policy has been primarily embodied in the FYPs since 1953. From the
1950s, the building and development of a strong energy industry was identified as one
of the top national development objectives. By 1963, the discovery of major oil
reserves in eastern China, together with the country’s abundant coal reserve, enabled

the country to achieve energy self-sufficiency. In the following decades, China’s

! Energy efficiency of an economy is commonly defined and measured as GDP per unit of energy input.
Energy intensity is measured as energy consumed per unit of output. It is often used as a key indicator of
energy efficiency. In those countries where the industrial sector represents a considerable share of the
whole economy, like China, the state of industrial energy intensity could profoundly impact the whole
economy’s energy efficiency. See Bhattacharyya (2011).



industrialisation under the planned economy was made possible thanks to the state-
owned energy sectors, such as the oil-petrochemical sectors and the coal-based power
sectors. From the late 1970s, as China began its political and economic transition, the
Chinese economy started to recover rapidly from the Cultural Revolution. The power of
the market unleashed by economic reforms pushed the country’s energy demand to
quickly outstrip energy supply. Depleting domestic oil fields and sluggish electric
power capacity-building made China in constant power shortage throughout the 1980s.
However, it was China’s turning from a major oil exporter on a net oil importer in the

early 1990s that had the most profound impact on the country’s energy policy making.

In the 1990s, the increasing dependence on foreign oil seemed to particularly
worry the Chinese policymakers at the time, as it rapidly turned the country from a net
energy exporter to a net energy importer and exposed China to the supply risks and
price volatility of the global energy market. China at the time perceived itself as very
vulnerable in getting stable and affordable energy supply from foreign energy
producers, especially those major energy producers in geopolitically unstable regions
such as the Middle East and Africa. Under such circumstances, China’s energy
development policies in the 9th and 10th FYPs (1996-2005) were made with
unprecedented emphasis on the security of energy supply. Although China’s energy
deficits increased rapidly in the following decade, its national energy policy was
updated and reoriented to emphasize industrial energy efficiency from the 11th FYP
(2006-2010), and such change was continued in the 12th FYP period (2011-2015).
Marked by a “20 percent” industrial energy intensity reduction target in the 11th FYP
period and a “16 percent” target in the 12th FYP period, the priority of China’s energy
policy has shifted away from energy supply security to industrial energy efficiency for
a whole decade. During the decade 2006-2015, energy efficiency improvement,
focusing on industrial energy intensity reduction, has not only become the top priority
of China’s national energy policy, but has also constituted a cornerstone in China’s
overall development strategy, summarised as the “Scientific Development Outlook”

(kexue fazhan guan).?

2 See Chapter Three for detailed analyses on the nature and origins of the “Scientific Development
Outlook”.



As a major economy with increasing influence in the world, such significant
energy policy change has brought profound impacts to the global energy market and
environmental governance. It has led policymakers and academics around the world to
ask how and why such drastic energy policy change could take place over the past

decade.

1.2 China’s Energy Policy Change - Questions, Explanations
and Gaps

Any study seeking to explain China’s energy policy change must answer two
fundamental questions: What is the mechanism of national policymaking in today’s
China? And what are the underlying politico-economic forces that have induced the
energy policy shift in the specific way that occurred? In other words, we need to know
how China’s socio-economic policy priorities are determined in general, and why the
energy policy as a key component of economic policy is made with specific priority at a

certain periods of time.

The growing global significance of China’s energy policy change has been
documented by a growing body of literature over the last two decades. Together,
existing literature on China’s energy policy generally provides two analytical
approaches to explain the policy change, each underpinned by different assumptions of
national policymaking. The first takes a Rational Model of policymaking and focuses
on international pressure and influences on China’s energy policy change; the second
one follows a Bureaucratic Politics Model and emphasises the bureaucratic bargaining
and consensus building between central government’s industrial departments and key

stakeholders to induce major energy policy change.

1.2.1 Existing Explanations of Policy Change
Rational policymaking

Literature following this line of analysis tends to employ a rationality model of
policymaking, explicitly or implicitly, and puts external factors at the centre of its

analysis to understand the shift of China’s energy policy. It generally regards policy



shift as a calculated, rational response to an emerging energy-environment ‘dilemma’
facing the country. It is argued that China takes energy efficiency policy as a means to
achieve energy supply security in a new international environment where external
supply risks are common and where global climate politics increasingly puts new limits

on domestic energy use.

The geopolitical and macro-economic risks of energy dependence have been a
central topic in International Relations (IR) and international political economy (IPE)
literature following the 1970s and 1980s’ oil shocks. In the aftermath of the oil shocks,
the industrialised western energy consumers began to develop a series of energy
policies aiming to reduce dependence on foreign oil by improving domestic energy
efficiency. The most typical were the “Project Independence” in the US (Brown 2002,
p.227) and Japan’s industrial energy efficiency policy (Sano et al. 2007). To many
energy analysts, China also needs a strong energy efficiency policy in addition to its
energy supply security policy to safeguard its energy interests as the country becomes
increasingly dependent on imported oil (Constantin 2007; Zhao 2013).% Similar to the
advanced industrialised economies like the US and Japan, China has always viewed
energy as a strategic sector that profoundly affects its national defence and
modernisation (Zha 2006). Especially after the Sino-Soviet rift in the 1960s and
through witnessing the macro-economic problems that plagued the western economies
during the 1970s’ oil shocks, China in the first two decades of its transition largely
constructed its national energy interest upon a pre-reform doctrine of self-sufficiency
and self-reliance (zili gengsheng) (Downs 2006; Taylor 2014). As China became a net
oil products importer in 1993 and net crude oil importer in 1996, Chinese policymakers
began to face increasing supply security challenges which the country had not worried
about for three decades (Downs 2006; Kennedy 2010; Zha 2010) (see Figure 1 on the
next page). At that time China was largely isolated by international society following
the 1989’s political turmoil and the US had successfully led a group of western
democracies to invade one of the world’s major oil producers. With perceived US

dominance in the Middle East, the ongoing political instability in this oil-rich region

3In 2011 when China published its 12th FYP, China’s oil dependence rate had reached 57 percent. See
State Council (2012).



and the limited choice of energy transport sea lanes, China’s national energy policy
from the mid-1990s to the mid-2000s was largely developed to cope with the growing
oil supply risks. As a result, in the following decade from 1995, China engaged in a
“global hunt for energy” (Zweig and Bi 2005), which has been well examined by a
growing body of IR and IPE literature.

Figure 1 China's Energy Intensity and Overall Energy Dependence

Total Primary Energy Consumption per US Dollar Total Primary Energy Dependence
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However, in the early 2000s, due to rapid economic growth and surging energy

demand, two parallel trends emerged in China’s energy situation: the already-massive



and rapidly-increasing demand for fossil fuel, and the rising energy intensity of the
whole economy (see Figure 1). These two trends together make China one of the
world’s largest energy consumers and greenhouse gas (GHG) emitters. China began to
face not only energy supply risks, but also increasing pressures on other energy-related
issues, especially environmental problems which effectively created a policy dilemma
for the Chinese government (Song and Woo 2008). Under such circumstances, to
choose to prioritise energy efficiency becomes a rational choice to achieve the dual-
target of mitigating energy supply risks and protecting the environment (OECD/IEA
2007b, p.30). It is commonly argued in this line of analysis that rational decision-
making has been best illustrated by China’s drastic change of stance in international
climate negotiations, because of the strong positive correlation between energy

intensity and carbon emissions (Cohen-Tanugi 2010).

Unlike most western democracies where strong environment civil societies exist,
environmental concern is believed to affect China’s energy policy mostly because of
energy implications and international pressures. Traditionally, China gave a low
priority to global environment issues relative to economic growth fuelled by energy
consumption, as was reflected in China’s opposition to timetables and ceilings for
developing countries under the United Nations Framework Convention on Climate
Change (UNFCCC).4 However, as the country surpassed the United States to become
the world’s largest GHG emitter (The New York Times, June 20, 2007), China is
increasingly facing an energy-environment dilemma that also tests its role as a
responsible major power in the world. Under such circumstances, it is argued that
China had to react to adopt indirect climate policies through its domestic energy
efficiency policy (Heggelund et al. 2010). As Hatch (2003) predicted, domestic policy
to address climate issues is largely driven by the necessity of responding to an
international agenda pushed initially by transnational actors and international
organizations. And in the absence of pressures from abroad, it is unlikely that China

would have devoted much attention to climate change mitigation efforts through

# For most of the time prior to 2009, China’s stance in the Conference of Parties (COP) under the Kyoto
Protocol was characterized by sticking to the principle of “common but differentiated responsibilities”.
See Chan (2004).



domestic energy efficiency policy which is very likely to affect the country’s economic
growth. It has been acknowledged that, marked by the country’s voluntary policy to
reduce its carbon emission intensity by 40 to 45 percent by 2020 on the Copenhagen
Conference (COP15) in 2009, China’s position on energy-related environment issues
has significantly changed, thanks to the success of its domestic energy efficiency policy

in the 2000s (Christoff 2010).
Bureaucratic politics model

A second approach to explain Chinese energy policy change looks inside the
Chinese state and employs a Fragmented Authoritarianism (FA) theory of Chinese
politics. This group of literature is built on a core assumption that China’s economic
policy bureaucracies and key stakeholders play a major role in shaping energy policy

preferences and outcomes.

Based on the seminal work of Lieberthal and Oksenberg (1988), the bureaucratic
politics model depicts China’s economic policymaking in the transition era as a process
of bureaucratic bargaining among a constellation of central government commissions,
ministries and key interest groups such as major state-owned enterprises (SOEs) with
ministerial ranking; ° the change of energy policy is heavily influenced by the way that
policy decision-making power is distributed among those bureaucratic policy actors. It
challenges a rationality assumption of China’s policy making by revealing the
entrenched departmental interest and intensive bureaucratic bargaining. With specific
reference to the literature on China’s energy policy, scholars such as Downs (2004;
2008a; 2008b), Lester and Steinfield (2007), Meidan et al. (2009), and Kong (2006) all
claim that a fragmented energy governance structure diminished the government’s
capacity to produce coherent and effective policies before 2005, and the energy policy
priority was largely asserted by powerful interest groups such National Oil Companies
(NOCs). Downs (2004) argues that Chinese bureaucratic politics generally explains

Chinese energy policy decision-making, which is exemplified by the lack of an energy

®In China’s SOE system, enterprises and their management staff retain administrative ranks that are
equivalent to that of government departments and staff.

7



ministry (since 1993) to coordinate energy policies among the relevant bureaucratic
agencies. This alleged incapacity of the central government is also clearly suggested by

Lester and Steinfield:

The real problem in China today, and the most important driver of the
nation’s energy and environment footprint, is not geostrategic ambition, but
rather a glaring deficit of governmental regulatory and administrative
capacity... the real problem, overshadowing all others and least recognized
by outsiders, pertains to the Chinese system’s inability to govern coherently

(Lester and Steinfield 2007, p.35).

Similarly, Kong (2006; 2011) goes so far as to identify the primary source of
China’s major energy risk as “institutional insecurity”, in terms of the inability of the
country’s energy institutions to deal with energy security challenges coherently. With
such an approach, energy policy changes are regarded as the result of changes in the
central government’s bureaucratic structure. In their attempt to explain energy

policymaking in China, Meidan et al. (2009) claim:

Policy initiatives are circulated amongst the different stakeholders for
approval, allowing them to amend the drafts according to their interests.
This procedure means that approval times are often lengthy and that the
final policy proposal is a watered down version of the initial drafts.
Furthermore ministries intervene at the implementation stage and have the
power to stall or promote projects according to their interests (Meidan et al.

2009, p.597).

Following this line of analysis, many have argued that due to the Chinese
National Oil Companies’ (NOCs) ministry ranking and their central role in governing
China’s energy industry for several decades since the 1950s, they enjoy significant
privilege in influencing China’s national energy policy towards energy security
focusing on oil supply. Xu (2008) notes that the Chinese energy policy process was

characterised by “weak and fragmented regulators” and “powerful corporations”. She



observes that the top managers of the NOCs enjoy the trust of the party and enjoy
extensive personal networks with party and government officials at the top levels of
government, including the Central Committee and the Politburo. Downs (2008a) argues
that the corporations have the capacity to advance corporate interests at the expense of
national ones. She notes that the primary frustration of central government energy
officials was that the major energy companies regularly circumvent the authority of

relevant government ministries and meet directly with China’s senior leadership.

As the latest rounds of central government restructuring took place in 2003 and
2008, it is believed that a more unified institutional setup began to emerge in the central
government energy governance landscape, which induced a more overarching national
energy policy that defies the NOCs’ interests and prioritises energy efficiency. Downs
(2004; 2008a; 2008b) calls it “China’s ‘new’ energy administration”, compared to the
“old” fragmented energy policy making structure. The government restructuring in
2002 introduced the National Development and Reform Commission (NDRC) as the
central economic policy making agency. Then in 2005 and 2008, before the making of
the 11th and 12th FYPs, two new agencies were established to specifically oversee
China’s energy policymaking and implementation — the State Energy Commission
(SEC) and the National Energy Administration (NEA). The latter was soon rising as
China’s most powerful energy policy agency.® The NEA has a broad mandate including
managing the country’s energy industries, drafting energy plans and policies,
negotiating with international energy agencies and approving foreign energy
investments (Downs 2008a; Downs 2008b). It is commonly believed that such
administrative restructuring has contributed to further overcoming the ‘fragmentation’
of policymaking power, thereby allowing more coherent policymaking and the

introduction of the latest energy policy change towards energy efficiency.

6 The SEC is headed by the Premier and the more than a dozen ministers from different central
government ministries. The commission only convenes several times a year. The NEA was initially
established to oversee the implementation of the SEC’s mandates, but has become increasingly powerful
as the status-quo surrogate of the SEC. See Downs (2008a) and Taylor (2014).
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1.2.2 Growing Explanatory Deficits

In terms of answering the two fundamental questions of China’s energy policy change,
these two groups of literature adopt two approaches based on different assumptions of
policy making, which lead to different views on the underlying political-economic

forces that have induced the energy policy change.

The first group of literature largely takes a simplified assumption of the policy
process, and its analysis focuses on material or international factors that are exogenous
to the Chinese political system and policymaking process. The rationality assumption
of policymaking assumes that policy outcomes are the result of an evaluation of choices
by a coherent group of policymakers with consistent perceptions of values and ideas in
response to perceived challenges. The overarching concern of the group is to advance
the national interest. Such an assumption tends to perceive China as a strong, coherent
and monolithic authoritarian regime that can effectively evaluate and adjust its policies
to advance its material interest. Policy decisions are made primarily in response to
energy-related risks and pressures as the country becomes more integrated with the
world in a reactive and ad hoc manner. However, contrary to such an understanding,
China’s energy policy priorities have been fairly stable, with energy efficiency as a top
priority, despite some significant new developments indicating serious vulnerability

and increasing external risks facing the country’s energy security.

Among the exogenous factors that significantly affect an energy consumer and
major oil importers’ vital energy interest, two are regarded as essential: energy
dependence rate and energy price in the global energy market. When the US oil
dependence reached 50 percent in the mid-1990s, approaching 60 percent in 2005, the
US government adopted a series of measures to successfully bring its oil dependence
down to below 40 percent around 2011 (Sieminski 2014). In contrast, China seems to
have simply allowed its oil dependence to grow from less than 30 percent in the early

2000s to nearly 60 percent in the early 2010s, as it became a highly oil-dependent
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economy.” Such an oil import surge caused the country’s overall energy dependence to

climb quickly (see Figure 2 below).

Figure 2 China's Oil Dependence and Overall Energy Dependence
1982-2011
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Also, when international oil prices started to rise, reaching a historical high in
2007 and 2011, the world’s major energy consumers responded quickly to resume
energy security as the top priority over environmental protection in their respective

national energy policies.® In China’s case, however, the 12th FYP published in 2011

"In 2001, China’s oil dependence was around 30 percent. In contrast, when the 12th FYP was published,
China’s oil dependence had reached 58 percent. In contrast, the United States reduced its energy
dependence to below 40 percent in 2012. See State Council (2012).

8 The 113th US Congress introduced the Energy Independence and Security Act in 2007; Japan sought to
double its “energy independence ratio’’ by introducing a new Basic Energy Plan (BEP) in 2010; and in
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still firmly prioritised energy efficiency following the 11th FYP. Moreover, contrary to
the popular understanding that China adopted energy efficiency policy to mitigate
external supply risks, the country’s energy efficiency policy in fact did not focus on the
oil sector, which is the sector most vulnerable to supply risks. The core projects of
China’s energy efficiency policy, such as the Top 1,000-Enterprise Project, have all
targeted to improve energy efficiency of industrial consumers that mainly rely on
domestic coal or coal-based electric power supply. In other words, the policy focal
point has been systematically shifted away from oil-centred supply security to industrial
energy-consumer-centred energy efficiency over the past decade. Such a cross-sectoral
shift has been a hallmark of China’s energy policy change. Given that China’s oil
dependence had already surpassed 50 percent when the 12th FYP was introduced in
2011, and the country had become the second largest oil importer and oil consumer —
second only to the US — the continued policy priority of energy efficiency stands out as

rather unique among the world’s major energy consumers.

Thus, a rational model of policymaking that primarily focuses on factors that are
exogenous to Chinese political economy faces some inherent difficulties in explaining
China’s energy policy change. In this respect, a second group of literature with a

bureaucratic politics view of Chinese energy policymaking is believed to be helpful.

In their study mapping the institutional structure of Chinese politics in the post-
reform era, Lieberthal and Oksenberg (1988, p.35) point out that there are several
layers of hierarchical institution organising China’s energy policymaking and its policy
process in general. At the top is a small group of party-state leadership and specialised
central party-state bureaucracies that are directly adjacent to the top leadership; at the
intermediate level is the State Council’s economic commissions and industrial
ministries with substantial economic policy responsibilities; and finally, there are local
governments and SOEs that are responsible for decentralised policy implementation.
According to the bureaucratic politics model, interactions between the policy

bureaucracies at the intermediate level could significantly shape China’s socio-

the UK, energy security returned to join climate change mitigation at the top of the energy policy agenda
from 2005. See Bang (2010), Duffield and Woodall (2011), and Pearson and Watson (2012).
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economic policies (Downs 2004; Kong 2006; Lester and Steinfield 2007). This model
has profoundly influenced studies of Chinese politics and policymaking over the past

several decades.

Nevertheless, the development of China’s political reform and economic
transition since the 1990s has clearly demonstrated that the relative role and influence
of each layer of policy institutions varies as China’s transition advances and deepens.
At the early stage of reform in the 1980s, the party-state leadership’s control on the
intermediate policy actors was relatively weak due to the decentralised reform strategy.
It was against this backdrop that the bureaucratic bargaining became widespread in
shaping national policies. However, from the mid-1990s, Chinese politics have become
increasingly institutionalised and policy decision-making power has been significantly
centralised. As noted by the Bureaucratic Politics Model of energy policy change,
bureaucratic bargaining and consensus-building between central government policy
actors have been significantly reduced through several rounds of central government
restructuring in the 1990s and early 2000s. The “fragmentation” of policy authority has
been largely counterbalanced through strong policy coordination by newly established
economic agencies that directly answer to the top party-state leadership. However, the
bureaucratic politics analysis of China’s energy policy change still overwhelmingly
focuses on the intermediate-level bureaucracies. Some vital developments taking place
at the top and bottom levels have been systematically overlooked, which leads to major

gaps and blind spots in understanding China’s energy policy change.

The first gap overlooked is the role of the top party-state leadership in China’s
policymaking today. Such a gap means that bureaucratic politics literature has difficulty
explaining the fact that China’s energy efficiency targets were originally raised by the
top party-state leadership as a cornerstone of “Scientific Development Outlook™. In a
Fragmented Authoritarianism [FA]-based policymaking model, the top-leadership was
more of an arbitrator of bureaucratic disputes and policy brokering rather than a policy
decision-maker. Naughton (2005) was among the first scholars to note the changing

role of the top leadership in recent years, and contends that:
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...top leaders structure the (policy) consultation process and manipulate
structure to achieve outcomes they prefer...the authoritarian aspects of the

system are stronger today than they were in the 1980s (Naughton 2005).

Naughton (2007, pp. 90-111) further identifies two phases of China’s economic
transition with distinctive policy regimes. The first phase (1978-1992) was
characterised by incremental privatisation; decentralisation of economic policy
authority empowered the intermediate-level policy actors. During this time,
policymaking was incremental, fragmented and based on consensus-building between
relevant central government bureaucracies and key stakeholders. The second phase of
reform, from 1993 onwards, is actually characterised by the recentralisation of political
authority and resources to the top leadership as more decisive policy decision-makers.
Therefore, contrary to the image of the top party-state leadership as passive policy
coordinator, it is important to understand why and how it became a pro-active and

strategic policy actor moving to introduce energy policy change.

A second major gap was the bureaucratic literature’s inability to include key
subnational actors such as local government and the private sector. As China’s
transition advances and deepens with the reforming of SOEs and central-local
intergovernmental relations, most intermediate-level policy bureaucracies have been
abolished or downgraded, with their power delegated to bottom-level SOEs and the
local government. Such decentralisation of policy authority has greatly empowered
subnational actors such as local government and the emerging private sector, and made
them major pushers of China’s energy development in the 2000s. The significant
politico-economic forces produced by those subnational actors are also overlooked by

the bureaucratic politics analysis.

In sum, existing literature has offered two approaches to answer the two
fundamental questions of China’s energy policy change. The first approach employs a
rationality model of policymaking and emphasises the effect of external and material
forces in affecting policymaking. A second approach focuses on the forces of
bureaucratic politics among the intermediate-level policy bureaucracies. As analysed,

both approaches face some serious difficulties and gaps in understanding the energy
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policy change. For the Rational Policymaking Model, its externally-focused approach
makes it difficult to understand the cross-sectoral feature of policy priority change and
the relative stability of energy efficiency as a top policy priority. For the Bureaucratic
Politics Model, its intermediate-level view makes its analysis static relative to wider
institutional development and its impacts on today’s Chinese energy policy. As a result,
the underlying forces of energy policy change within a dynamic political-economic

transformation process are largely overlooked by these two approaches.

In response to these explanatory deficits and in order to better understand China’s
energy policymaking and the forces that shaped the country’s overall socio-economic
policy in the 2000s, a new approach is needed to answer the two fundamental questions.
Such an approach needs to be built on a robust conceptual framework that allows
systematic examination of China’s national policymaking mechanism in the first place;
it should also be able to move further and deeper to explore the underlying political-

economic forces that have induced the cross-sectoral shift of energy policy priority.

1.3 Understanding Policy Change - A Historical
Institutionalism Approach

1.3.1 Historical Institutionalism and Policy Studies

In the wider political science discipline, the study of power and institutions has been the
key focus of studies of state policy. Whilst power has always remained of central
concern, institutional analysis as a political analysis tradition was challenged by the
behaviouralist school in the post-war years. Marked by March and Olsen’s (1984)
seminal work that called for political scientists to re-examine the organisational nature
of human political life, institutional studies have been revived since 1980s. Thus, this
so-called “new institutional” analysis began to be seen as a pillar of political science
and policy studies. New institutionalism argues that institutions matter, particularly the

institutions of the polity and economy, because they shape the behaviour of actors.

In the new institutionalism tradition, political scientists such as Hall and Taylor
(1996) define institutions as, “...the formal or informal procedures, routines, norms and
conventions embedded in the organised structure of the polity or political economy.”

The Historical Institutionalism (HI) is perhaps the most inclusive approach among the
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three major branches of the new institutionalism movement.® HI emphasises that, in
addition to material interest emphasised by Rational Choice Institutionalism (RCI) and
‘culture’ emphasised by the Sociological Institutionalism (SI), political actor’s
behaviour is also shaped by legacy of the past that affects the persistence or change of
the institution. More importantly, in HI-based policy studies, institutions play a
fundamental role in understanding policy change. Especially in a unitary state with a
strong national or central government, the central government’s policymaking
mechanism, including the policymaking actors and process, is crucial in determining
national policy outcomes. In this sense, major policy change is often a major indicator

and consequence of a state’s institutional change.

Similar with RCI, HI acknowledges that institutions influence the behaviour of
political actors by shaping their perceived interest. But HI differs from both RCI and Sl
due to its added emphasis on the temporal dimension. The temporal dimension was
built upon the fact that when an institution is formed or a policy is initiated by
politicians, the choices made at the time have a tendency to persist and influence later
institutional development and policymaking (Pierson and Skocpol 2002; Steinmo et al.
1992). Therefore, the HI literature shares a theoretical project that confronts issues of
both historical contingency of institutional formation — ‘critical junctures’ of history
and institutional stability — once a certain institution is built and a policy choice is made
(Capoccia and Kelemen 2007; Steinmo et al. 1992). Once an institution is built or a
policy choice is made, this may produce both intended consequences and unintended
consequences over time. Whilst intended consequences serve the original ideas of
institutional architects or policymakers, unintended consequences may occur when
institutional arrangements interact with a changing environment. Quite often,
unintended consequences need to be managed through different types of institutional
adaptation to avoid institutional dysfunction (Streeck and Thelen 2005).

Following these basic tenets of HI, political economists such as Katzenstein, Hall,
and later Ikenberry shared a central point in their respective analyses — historically
formed institutional factors can shape both the objectives of political actors and the

distribution of power among them in a given polity (Steinmo et al. 1992, p.6), which

° For detailed analyses on the three major branches of new institutionalism, namely Rational Choice
Institutionalism (RCI) Sociological Institutionalism (SI), and Historical Institutionalism (HI), see Hall
and Taylor (1996).
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will determine political outcomes often in the form of major policy decisions. On this
front, HI has advanced significantly over the past two decades by taking account of new
factors such as ideas, and more significantly, the complex interaction between idea,
institution and interest, to understand institution and policy change. A major topic of
the ongoing theorisation of HI is to understand how political actors’ certain ideas, and
their interests shaped by institutions, could interact in a complex way to produce major

policy change over time. As Steinmo et al. point out,

...What has been missing (in HI) is more explicit theorising on the
reciprocal influence of institutional constraints and political strategies and,
more broadly, on the interaction of ideas, interests, and institutions
(Steinmo et al. 1992, p.14).

Nevertheless, in its two-decade development, HI conceptualisation has been
primarily based on the advanced industrial states with mature democratic institutions.
Studies such as the varieties of capitalism and welfare state constitute the backbone of
the HI project over the past decade.’® HI seems to have few intersections with studies
on transitional economies and emerging markets. However, in the last decade, there is a
growing group of literature that attempts to employ HI theory to examine the
development of the transitional states in China, many of which have not only led to
better understandings of China’s institutions and policies, but also provided valuable
insights to HI theorisation beyond the traditional area of industrialised western
democracies. Tsai’s (2006) study on China’s adaptive informal institutions as a form of
endogenous institutional change, and Young’s (2013) study on how local-informal
practices leads to national-formal institutional change in China’s household registration
system, are two notable examples of this emerging literature. Such emerging literature
clearly indicates that, with the “deepening” of reform (Dittmer and Liu 2006) and
increasing institutionalisation of the Chinese political economy, the latest development
of HI theory has become increasingly useful to understand today’s China. HI thus
offers a basic conceptual framework to examine a more institutionalised Chinese
political economy and its profound impacts for policymaking and policy change over

the past decade.

10 See, for example, Streeck and Thelen (2005).
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1.3.2 Ideas, Institutions and Interests - A HI-based Framework for
Policy Change Analysis

This study mainly focuses on the fundamental formal political and economic
institutions of contemporary China. With a HI view of Chinese political economy, the
complex interaction between key political actors in a two-level institutional structure
constitutes a basic conceptual framework to explore the mechanism of policymaking

and the forces that have induced the energy policy change.

In HI theory, a central tenet is that historically formed institutional factors can
shape both the objectives of political actors and the distribution of power among them
in a given polity (Steinmo et al. 1992, p.6). Thus, a major way to understand major
policy change is to examine asymmetrical power distribution between major policy
actors and its long term impact on policymaking (Hall and Taylor, 1996).
Asymmetrical power distribution between major political actors is often caused by a
multi-level hierarchical structure of state institutions, where political actors are
empowered and constrained by different layers or levels of state institution. In a
transitional state like China, when political actors at the national level retain national
policymaking power and their policy preference is influenced by evolving reform and
development ideas, there is a strong probability that major policy change will arise out
of the emerging “mismatch” or “friction” (Lieberman 2002) between changing
ideational patterns at the national level and certain interest-seeking behaviour of
political actors in lower-subnational institutions. Thus, to Historical Institutionalists, to
identify and study the idea-interest ‘mismatch’ is a key approach to understand policy

change.

As discussed, scholars have noted that China’s party-state regime after 1949
was underpinned by several layers of hierarchical institutions. Since the economic
transition began in the late 1970s, especially with major institutional reforms unfolding
in the mid-1990s, the dynamics of national policymaking have been increasingly
transformed from the horizontal bargaining between bureaucracies within the central
government to a new pattern of vertical interaction between major political actors at

national level and those at subnational level. Such change is built on several ‘deep
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reforms’ in China’s fundamental political-economic institutions in the 1990s, the State-
Owned Enterprise (SOE) reform, and the central-local intergovernmental relations
adjustment following the adoption of the Socialist Market Economy objective. It has
been a consensus among China studies that this episode constitutes a critical juncture in
China’s transition course in terms of re-designing the country’s fundamental

institutions (Naughton 2007; Dittmer and Liu 2006).

Besides this multi-layered institutional analysis, another analytical approach to
examine the policy change is cross-sectoral institutional analysis focusing on China’s
two major energy-based industrial value chains relative to the two major energy policy
objectives (see Chapter Two for details). China’s industrial development since 1949 has
been embodied in the building and reform of the country’s fundamental economic
institutions, especially the SOE system. During economic reforms, evolving
institutional connections between major energy enterprises in different energy-based
industrial value chains and the Chinese government at national and subnational levels
have organised and adjusted the distribution of energy-related interest. This profoundly
shaped their energy-related interests and development behaviour. Therefore, by
combining the core concepts of HI theory and the development of the institutions of the
Chinese state and industrial economy, the study develops a multi-layered and cross-
sectoral analytical framework to investigate China’s energy policy and its change over

the past two decades.

1.4 Research Design and Methodology

The study is predominantly qualitative and inductive in an attempt to build theory and a
model of policy change in a transitional state, through examining China’s energy policy
priority shift over the past two decades. It is interested in how evolving institutions,
together with the ideas and interests embedded in a transitional state, affect its national
energy policy choices over time. At the centre of the research design is a multi-layered
and cross-sectoral institutional analysis based on HI theory (see Figure 3 on the

following page).
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Figure 3 A Multi-Layered, Cross-Sectoral Analytical Framework
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1.4.1 Multi-Layered and Cross-Sectoral Institutional Analysis

National level: emerging dynamism of idea-guided policymaking in the 2000s

Unlike the Bureaucratic Politics model that focuses on the central government
bureaucracies, this study examines the latest developments of Chinese politics and finds
that the policy bureaucracies’ autonomy has been significantly diminished. The top
party-state leadership’s ‘ideational system’ has become decisive in shaping the
country’s socio-economic policies in the 2000s.
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A fundamental feature of contemporary Chinese politics has been the central role
of the Communist Party of China (CPC). The CPC and the Chinese state are closely
intertwined and their functions are largely combined. The special term “party-state” is
created; in the Chinese context, the party-state leadership, the party central organs and
central government bureaucracies are often collectively referred to as zhongyang — the
centre (Huang 2009, pp. 27-37). This study is interested in particular in the party-state
leadership’s role Iin generating systematic and overarching reform and development
ideas to define China’s strategic interest in the transition era, which has been
accompanied by the leadership’s growing capability in controlling policymaking actors

and process at the central government level to turn their ideas into substantive policies.

The role of ideas in institutions and policy change has been a major topic in both
HI and wider new institutionalism theories in recent years. HI scholars have argued that
certain ideas, such as political visions, norms and identities, can also shape key political
actors’ perception of national interest and thus influence their policy preferences
(Béand and Cox 2010; Gofas and Hay 2010). So far, studies have identified several
types of ideas and their possible sources, such as norms, identifies, cognitive templates,
and policy paradigms (Campbell 2002). Following the Tiananmen incident in 1989, the
party-state leadership realised the devastating effect of the ‘ideology vacuum’
following the Cultural Revolution, and of reforms without a clearly-articulated political
vision. Thus, from the Jiang Zemin and Zhu Rongji leadership (often referred to as the
‘third generation’ of top party-state leadership after Mao and Deng), the party-state
centre began to develop a more pragmatic reform and development ideas through
‘ideational innovation’ (/i’nian chuang ’xin) to conceptualise their political visions of
reform and to define the state’s strategic interest during the transition era. This
ideational innovation trend was carried on and strengthened during the Hu Jintao and
Wen Jiabao leadership in the 2000s (the fourth generation). The comprehensive and
overarching ideational systems, such as the Socialist Market Economy Theory and
Scientific Development Outlook, were systemically introduced to guide China’s

institutional reform in the 1990s and socio-economic policymaking in the 2000s.

More importantly, the third and fourth generations’ ideational systems have
displayed both consistency as well as some major differences. As will be analysed in

Chapter Three, different leaderships’ perceptions of national interests and major
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challenges evolved significantly over time, making China’s policymaking an
ideationally-dynamic process. Such an evolving perception of the state’s strategic
interest, together with the top leadership’s tightening control over policy bureaucracies
and policymaking process, have infused strong ideational dynamism into China’s

policymaking mechanism at the national level.

Subnational level: stability of interest-seeking energy development behaviour after
the 1990s’ institutional reforms

Since the CPC defeated the Kuomingtang as mainland China’s dominant
political force and established the People’s Republic of China (PRC), several politico-
economic institutions have been established to jointly organise China’s command
economy, the most important ones being the SOE institution that organises the state-led
industrialisation, and institution of central-local intergovernmental relations (hereafter
the central-local relations) structuring power relations between central government and
its local agencies. These two institutions constituted the basis of China’s planned
economy from the early 1950s to the late 1970s. Reforming these two institutions has
also been the linchpin of China’s economic transition over the past three decades (Xu
2011).

The years between 1993 and 1998 constitute a critical juncture in China’s history
of reform, mainly because the Jiang-Zhu leadership at the time was able to
systematically reform the two institutions with Deng Xiaoping’s urge and support to
build a ‘Socialist Market Economy’. Political and economic relations between the
central government and local governments were drastically adjusted through a fiscal
reform in 1994; and the majority of SOEs were restructured or decentralised with the
‘grasping the large and letting go the small’ (zhuada fangxiao) SOE reform from 1995.
After the reform, the two institutions began to display considerable stability in the
following decade through shaping the development behaviour of subnational political

actors like major SOEs and local governments.

Like other economic sectors, the development of China’s energy sectors is also
embedded in the building and reforming of these two institutions. During the planned
economy era, China had established a centrally-controlled energy industry following

the Soviet style industrialisation strategy. Energy supply industries and a cluster of
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energy-consuming heavy industries constituted the backbone of the economy and had
contributed considerably to China’s economic growth. This central ownership and
control over the majority of industries became a major target of the marketization-and-
decentralisation urban industrial reforms in the 1980s. However, in the mid-1990s SOE
reforms, the Jiang-Zhu leadership adopted a symmetrical reform strategy in different
industrial sectors to make the central government maintain and even strengthen control
over some “strategic sectors”, and delegated most SOEs in other industrial sectors to
local government and liberalised relevant markets. Among the country’s energy sectors,
the oil sector was perceived to have strategic and security implications for economic
growth when China turned into a net oil importer in the mid-1990s. As a result, the oil
and petrochemical enterprises were systemically centralised and vertically-integrated to
be held firmly in the hands of central government. In contrast, other major energy
sectors that significantly affect the country’s overall energy efficiency performance,
especially the coal-based heavy industries, were mostly delegated to local governments

and became more market-based.

This historically-formulated and idea-guided reform strategy in the 1990s
profoundly impacted China’s energy development and energy policy in the 2000s by
structuring an imbalanced power-and-interest distribution structure between national
government and subnational government in terms of energy development. The central
government was able to build strong institutional connections with the country’s entire
oil-based industrial value chain to make sure its sectoral interest followed the national
interest on energy security. The central government protection and support embodied in
the institutional connections in turn significantly boosted the Chinese oil sector’s
profitability and its international competitiveness in the 2000s. In contrast, those coal-
based heavy industries became increasingly decentralised and fragmented, and
subjected to increasing interest-seeking behaviour of local government shaped by the
central-local relations reforms after 1994, under which coal-based heavy industries
were regarded as highly valuable to local revenue and local officials’ political
promotion. As a result, energy-intensive industries such as metallurgy began to expand
rapidly from the early 2000s, which changed China’s overall economic structure and

negatively impacted its energy efficiency performance.
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Energy policy change from the mid-2000s - Ideas vs. Interest

As the fourth generation Hu-Wen leadership was installed in 2002 a Scientific
Development ideational system emerged. China’s economic policymaking began to re-
orient to give emphasis to the quality of economic development by adjusting the
economic structure. In this sense, heavy-industrialisation development endogenous to
Chinese local government’s incentive structure has increasingly challenged the new
generation of top leadership’s ‘Scientific Development’ strategy. To remedy what Hu
Jintao summarises as the “unbalanced, uncoordinated and unsustainable” development
became an urgent job for the Hu-Wen leadership in the 2000s (Hu March 12, 2005).

With the failure of several attempts based on the conventional industrial policy
system between 2003 and 2005, the top leadership realises that there is considerable
idea-interest ‘mismatch’ between their updated ideational system and the interest-
seeking behaviour among local governments shaped by the 1990s’ institutional reforms.
As top-level political actors monopolising national policymaking power, their choice
was to adapt existing institutions by designing a central-local energy-efficiency target-
responsibility system to curb the local government’s certain interest-seeking behaviour
in the two FYPs from 2006. At the same time, although China also faces energy
security challenges, the institutional reforms in the 1990s has largely empowered
China’s entire oil-based industrial sector by institutionalising strong central government
control and support. By the early 2000s, the oil sector had become increasingly capable
of safeguarding the country’s energy security interest at home and abroad. As a result,
under the Hu-Wen leadership, energy security has increasingly become a subnational-

sectoral policy issue instead of a national energy policy priority.

1.4.2 Research Methods
Document analysis

In any authoritarian regime where national policy is ultimately determined by a small
group of senior politicians in the central government, to explore the policymaking
mechanism is fundamental to understanding the mechanics of major policy shifts. As
China began reform and opening-up in the late 1970s, its policymaking regime
experienced several rounds of restructuring. Within the central government at the

national level, the power distribution between top party-state leadership and the policy
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bureaucracies has been subject to rounds of central government restructuring from the
late 1990s to the early 2000s, resulting in China’s policymaking landscape continuing
to evolve. Thus, to understand the specific mechanism of policymaking constitutes the
first step of this study before moving further to explore the forces that have induced the
policy shift. This study primarily employs document analysis to examine China’s
national energy policy and its priorities, to identify the country’s policymaking regime,

and to investigate major policies regarding institutional reform from the 1990s.

Document analysis is defined as the “collection, review, interrogation, and
analysis of various forms of text as a primary source of research data” (O'Leary 2004,
p.177). Document analysis constitutes a basic method first and foremost because the
study’s focus is on China’s formal policies embodied in the party-state’s official
documents. Therefore, document analysis is employed throughout the study to conduct
the empirical analyses on the national policymaking regime in Chapter Three, on
historical reforms in Chapter Four and Chapter Five, as well as in the two cases in
Chapter Six and Chapter Seven.

The main source of documents used in this thesis includes original official
documents such as Party congress and plenum reports; the CPC centre’s major policy
initiatives; the State Council’s mandate (administrative directives) and regulations; laws
approved by the National People’s Congress; and Chinese local government document
archives and local regulations. Other sources include reports from research institutes,
statistical year books, academic monographs and edited volumes, peer viewed journal
articles, and media coverage from influential news agencies in both English and
Chinese. These documents were mostly obtained during the author’s field trip to China
between November 2012 and February 2013; some of them were obtained through

online databases.

Case study

As analysed in the literature review, a central characteristic of China’s energy
policy change has been the cross-sectoral shift of policy priority. How to effectively
capture and explain it becomes the linchpin to understanding the policy shift and a
central criterion to judge any studies on China’s energy policy change. This study

primarily employs the case study method to investigate and explain this phenomenon.
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The case study method is a widely used approach in social and political science
studies. It is a method of studying elements of the society through comprehensive
description and analysis of a situation (O'Leary 2004, p.115). In methodological terms,
case studies, by the more open-ended nature of the process of data discovery, are suited
well to “explanatory” or “theory-building” efforts (Gerring 2004; Roberts 1996).
Subnational case studies from a single country allow for increased internal validity.
Also, case studies unearth and hold in relief the causal mechanisms that drive broader
theoretical arguments and empirical outcomes (Roberts 1996, p.66). In this study, cases
mainly serve to investigate the institutional roots of the cross-sectoral policy priority
shift. This study selects two subnational and industrial-level cases based on China’s
major energy-based industrial value chains that significantly shape the country’s basic
supply-demand situation and lay the energy foundation for the country’s industrial

economy.

The selection of cases follows two sets of rationale. It firstly follows the
definitions of energy security and energy efficiency in the Chinese policy context. As
will be analysed in Chapter Two, energy security and energy efficiency each have
specific connotations in China’s policy discourse and political communication. “Energy
(in)security” mainly refers to the strategic, geopolitical and economic risks and
vulnerabilities associated with external energy dependence, which had been the most
relevant to China’s oil supply sector and petrochemical industries. ! In contrast,
“energy efficiency” in the Chinese context is always associated with those heavy
industries depending on coal supply or coal-based electric power supply to operate.
Such distinction between energy security and energy efficiency in the context of
Chinese policy discourse is a starting point to understand the two priorities of China’s

energy policy and constitutes a basic rationale for case selection in the study.

Secondly, the ‘industrial value chain’ concept must be taken into account when
studying energy security and energy efficiency. The utilisation of the industrial value
chain concept constitutes a key innovation that makes the study distinctive compared to
conventional energy policy analysis. Conventional energy policy studies have mostly
focused on a single energy supply sector, such as the oil sector, the coalmining sector,
or the electric power sector. However, as analysed in the next chapter, energy supply is

11 For a good analysis on the concept of ‘energy security’ in the context of Chinese policy discourse, see
Constantin (2007).
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important primarily because of the added-value produced by a cluster of downstream
industries taking energy supply as vital inputs in their respective production activities.
For any major energy consumer, energy supply sectors become much less important if
its downstream industries do not require a large quantity of energy as key production
inputs. Moreover, study on energy efficiency must take major industrial energy
consumers seriously, because it emphasises the way energy is used rather than whether
there is enough energy. In the Chinese economy, where industry contributes almost half
of the annual GDP and where energy-intensive industries that mainly depend on coal
and power supplies account for an exceptionally high share, development of these
industries has a profound impact on the country’s overall energy efficiency. Therefore,
the cases should not only cover the energy supply sector, but also need to be extended
to cover major downstream energy consumers that could be collectively identified as an

industrial value chain.

Following the two sets of rationale, this study selects two energy-based industrial
value chains — the Coal-based Metallurgical VValue Chain (CMVC) and the Qil-based
Petrochemical Value Chain (OPVC) — as contrasted cases. The CMVC case looks into
those industries that significantly affect China’s energy efficiency with a focus on how
the 1990s’ reforms re-shaped the institutional connections between the Chinese state
and the CMVC at the central and the local levels. Through examining the institutions
that organise China’s CMVC and its development in the 2000s, correlations could be
made between the growing influence of subnational actors and the diminishing central
government control over the country’s economic structure change and energy
efficiency. The OPVC case presents a contrast with the CMVC case and highlights
their different development trajectories following the 1990s institutional reforms. By
examining the central government’s strong institutional connections with OPVC built
during the 1990s SOE reforms, this study is able to identify vital correlations between
the strengthening of central government control over OPVC and the relative de-

prioritisation of the energy security objective in national energy policy.

In sum, the two contrasted cases could provide strong empirical evidence to
identify an imbalanced structure of energy development across the two value chains
embedded in China’s historically-formulated asymmetrical power-and-interest
distribution in energy development. Such evidence, together with the discovery of

ideational dynamism at the central government level, could effectively capture China’s
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emerging idea-interest ‘mismatch’ in the 2000s as a key force responsible for the policy

change.

Participant observation

Empirical data supporting the cases are collected primarily through two
methods: document analysis and participant observation. The latter is particularly
important to the study due to difficulties in obtaining first-hand empirical evidence
when studying China’s energy policy and the country’s energy sectors from outside.
From Liberthal and Oksenberg’s (1988) work on China’s energy policy, it has been
commonly noted that to access China’s energy policymaking process and energy
sectors so as to observe and obtain first-hand empirical evidence is very difficult,
especially for academics outside of the government and industries. Over the past one
and half decades, most influential literature on Chinese energy policy and energy
sectors have primarly relied on secondary data sources, which has signifcantly limited
the width (energy sectors) and depth (subnational energy development) covered by
Chinese energy policy studies in the English language. In this respect, this study makes
major contributions to widen and deepen the sectors and levels of Chinese energy
policy studies by obtaining first-hand empirical evidence through participating in
internships in major Chinese energy SOEs in both oil-based and coal-based industrial
value chains. This experience plays a decisive role in shaping the multi-layered and
cross-sectoral analysis employed in this study.

In late 2012 and early 2013, the author participated in two internship programmes
offered by two of China’s largest energy SOEs — China National Offshore Oil
Company (CNOOC) and the China Shenhua Group. CNOOC is one of the three
vertically-integrated Chinese National Oil Companies, with business spanning from
offshore and onshore oil E&P, to petrochemical manufacturing, to petroleum products
distribution and international trade. The two-month internship in the CNOOC
headquarters in Beijing from November to December 2012 provided the author a
precious opportunity to look inside China’s OPVC to understand its strong institutional
connections with the Chinese central government following the 1990s’ reforms, and
how those connections profoundly shape CNOOC’s political and commercial interest,

at home and abroad.
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Another internship in January and February 2013 with the Shendong Coalmine,
located in the Inner Mongolia Autonomous Region, gave an opportunity to observe
China’s energy development at the subnational level. Shendong Coalmine is a major
subsidiary of China Shenhua Group — the largest coal company in the world. The group
has contributed around 15 percent of China’s total coal production throughout the
2000s. As the only coalmining yangqi group under the State Council, the Shenhua
Group is famous for its high quality raw coal production that is suitable for coal-fired
electric power generation and metallurgical purposes. This internship gave the author
an opportunity to trace the coal-based industrial value chain and observe the Chinese
local governments’ heavy involvement in coal-based energy and heavy industrial
development from the early 2000s. This allowed an investigation of the historical and
institutional factors that shaped the interest-seeking development behaviour of local
government officials. The extensive personal connections built with Chinese energy
experts and local government officials during these two internship programmes were of
enormous benefit in terms of developing a multi-layered and cross-sectoral analytical
approach to understand China’s energy policy change.

1.5 Thesis Outline

This study is divided into seven chapters. Chapter Two begins with analysing
China’s national energy policy in the FYPs. The first section presents an examination
on the purposes, functions, and influences of the national energy policy embodied in
China’s Five-Year Plan/Programme system over the last several decades. It reveals the
role of energy policy as a fundamental component of China’s industrial development
policy and reviews the shifting energy policy priorities from the 9th to the 12th FYPs
(1996-2015). By examining the industrial basis of China’s energy policy, the second
section provides detailed analysis on China’s Oil-based Petrochemical Value Chain
(OPVC) and the Coal-based Metallurgical VValue Chain (CMVC). It then explains why
the former is at the heart of the country’s energy security, and the latter is more closely
associated with the energy efficiency. Overall, Chapter Two provides the basic policy
and industrial context for the study, and lays a solid foundation for the cross-sectoral

analysis.

Chapter Three explores the mechanism of national policymaking in today’s China. The

first section examines Chinese top party-state leadership’s institutionalised incentives
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and enhanced capability to generate ideational systems to guide China’s transition and
development. This section will focus on why and how such ideational systems could
evolve to display dynamism across the recent two generations of leadership. The
distinction between Jiang-Zhu leadership’s ‘Reform-to-Grow’ strategy and the Hu-Wen
leadership’s ‘Scientific Development’ strategy will be the focus. The second section
looks into how China’s socio-economic policymaking structure and process, described
in the Fragmented A theory, has been re-modified by stronger top party-state
leaderships to let their ideational systems guide the making of FYPs. A central point of
this section is to examine how the making of China’s institutional reform strategy and
socio-economic policy has been influenced by two recent generations of top party-state
leadership and through their ideational systems. With such an analysis, this chapter
offers an idea-guided energy policymaking mechanism at the national level, which laid
a solid foundation for the following examination on the historical-institutional forces of
policy change.

Chapter Four provides detailed analysis of the 1990s institutional reforms under
the Jiang-Zhu leadership and how it shaped an imbalanced structure of industrial
development. The first section will examine the State-Owned Enterprise (SOE) system
as a fundamental institution to organise China’s industrial economy. This section first
provides an overview of China’s SOE reform with a focus on the ‘grasping the large
and letting go the small’ strategy in the mid-1990s and the subsequent centralisation of
those large SOEs in certain ‘strategic sectors’ of the economy. As a key objective of the
“grasping the large” SOE reform strategy, the central government has significantly
tightened its control over a small group of elite SOEs in key areas of the economy
through an improved governance mechanism such as the State Council’s State Assets
and Administration Commission (SASAC). Then the second section will highlight the
institution of China’s central-local relations as the other fundamental institution to
organise China’s decentralised economic development. This section will examine how
reform on the central-local fiscal system, along with political competition embodied in
the reforms on China’s central-local relations, shape the incentive and imperative of
local government in promoting local economic growth. Then in the third section, the
study will look into why and how the effect of the two institutional reforms discussed
shaped the asymmetrical power-and-interest distribution over certain industrial sectors

between the central and local governments.
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Chapter Five and Chapter Six provide the two contrasted cases of the CMVC and
OPVC. Examination of these two cases aims to 1) build causal links between the
institutional reforms in the mid-1990s and the imbalanced structure of Chinese energy
development of the late 1990s; and 2) investigate how the asymmetrical pattern of
institutional connections between the government and industries at the national and
sub-national level provided key incentives for idea-guided institutional adaptation in
the form of energy policy change. Chapter Five will focus on the development of
CMVC as a case of local government’s growing influence over China’s coal-based and
energy-intensive industries. This chapter highlights how the development of China’s
CMVC has increasingly diverged from a ‘Scientific Development’ national strategy
from the early 2000s, largely due to its intersection with the institution-shaped local
government interest from the 1990s’ institutional reform. Chapter Six will highlight the
fact that China’s OPVC has been systematically centralised and vertically-integrated
during the “grasping the large” SOE reform strategy in the mid-to-late 1990s, and how
such reform enabled the Chinese central government to exert greater control and
provide direct support to the NOCs to safeguard the country’s energy security from the
early 2000s.

The final chapter, Chapter Seven, discusses the major findings made by the study
in the proceeding chapters and points out the study’s theoretical contributions. The
seventh chapter concludes that China’s socio-economic policies in the 11th and 12th
FYP period were formulated with a leadership-controlled policymaking mechanism at
the national level; and that the shift of the energy policy priority between two major
energy policy objectives was based on the leadership’s idea-guided institutional
adaptation. The mechanism and forces of policy change are endogenous to the
development of Chinese political economy over the past two decades. In terms of
theoretical contribution, these findings are important in three respects. First, the study
discovers the central role of ideational innovation and ideational systems in China’s
policy formulation; second, it develops a multi-layered and cross-sectoral institution
analytical framework to examine the mechanisms and forces of state policy change.
Finally, the chapter concludes that the whole study establishes an institutional
adaptation model of policy change that has greatly enhanced our understanding of
China’s cross-sectoral shift of energy policy in the 2000s.
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Chapter Two: Priorities of China’s Energy
Policy and their Industrial Basis

This chapter presents detailed analysis on the shift of national energy policy priority
between energy security and energy efficiency in China’s last four FYPs and their
relationship with the country’s two major energy-based industrial value chains to
provide a basic context to analyses in the following chapters. The first section presents
an in-depth analysis on the purpose, function, and influence of the national energy
policy embodied in the country’s Five-Year Plan/Programme policy system over the
last two decades. By examining the past several FYPs and the energy policy priorities
promulgated in the National FYP Guidelines, the systematic shift of the country’s
energy policy focal point from energy security to energy efficiency is clearly revealed.
The second section focuses on the industrial basis of China’s energy policy. This
section investigates the major downstream industries of the two largest primary energy
sources — raw coal and crude oil — and conceptualises the Oil-based Petrochemical
Value Chain (OPVC) and the Coal-based Metallurgical Value Chain (CMVC) as
China’s two major energy-based industrial sectors based on detailed energy and
industrial data. It then explains why the CMVC is the central factor in determining
China’s energy efficiency; and why the OPVC has been at the heart of the country’s
energy security. This dichotomy and inter-linkage of China’s energy supply sectors and
its downstream industries is the key to understanding the underlying forces that have

induced China’s cross-sectoral energy policy shift.

2.1 The Two Energy Policy Priorities in China’s FYPs 1996-
2015

2.1.1 The FYP Policy System and China’s National Energy Policy

In the first three decades of the People’s Republic of China’s history from early 1950s
to early 1980s, economic planning embodied in the country’s Five-Year Plans had been
a basic way to organise the Communist Party’s modernisation project with a focus on
the Soviet-style industrialisation that gives top priority to heavy-industries. Since the

beginning of China’s transformation in the late 1970s, the role of the Five-Year Plan
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has been increasingly transformed from a socialist planning system to a national socio-
economic policy system to guide China’s reforms and development.? And there has
been growing interest in China’s FYP around the world due to its unparalleled role in
stipulating the guidelines, objectives and priorities of China’s economic development.
As the second largest economy, China’s industrial development policies and priorities
have become particularly influential to the world economy. Since the first FYP (1953-
1957), China has consistently put the development of energy industries as a central
component of its industrial development policy. This is firstly because modern energy
industries have become a complex economic sector involving a variety of downstream
processing and manufacturing industries. Secondly, energy supply is vital in providing
essential fuel, power and raw materials to many other industries, such as
petrochemicals and metallurgy, which are essential to China’s industrialisation in the

planned era and the economic growth of today.

As the Chinese economy “grew out of the plan” (Naughton 1995) in the 1980s
and early 1990s, the commanding functions of China’s FYP diminished in many
economic sectors, but its guidance to the macro-economy and some key areas of the
Chinese economy has been strengthened. This is particularly true for industrial
development and energy development. The National Five-Year Plan/Programme
Guideline (wunian jihua/guihua gangyao) that sits at the top of China’s hierarchical
FYP system depicts a clear picture of China’s key industrial and energy development
objectives and priorities in every five years. It is a reflection of China’s overall energy

situation at the time and the top priority of energy development in the following years.*3

12 This is largely the reason that the title of the national policy document was changed from ‘Five-Year
Plan’ (wunian jihua) to ‘Five-Year Programme’ (wunian guihua) during the making of the 11th FYP
2006.

13 The State Council stipulated the formal structure and process of FYP making in 2005. In the State
Council’s mandate No. 2005[33], the FYP is defined as a “3-level-and-3-category” policy system.
Vertically, the FYP system includes the National Five-Year Programme Guideline (guojia guihua) that
outlines key national objectives and priorities; the Provincial Five-Year Programme (shenji guihua) made
by province-level governments (including province and municipalities); and the Prefecture/County-level
Five-Year Programme (shixian guihua). Subnational FYPs are made by Chinese local government
according to the national FYP guideline and is largely localised implementation of the national FYP.
Horizontally, the FYP system includes National FYP Guidelines as the country’s overall socio-economic
policy (zongti guihua), the Project-Specific Programmes (zhuanxiang guihua), and Region-Specific
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2.1.2 Priorities of China’s Energy Policy 1996-2015

The priority of energy supply security

In the early years of the People’s Republic of China (PRC), the country relied almost
entirely on biomass and coal for the needs of its rural population and limited urban
industrial sector. China’s energy demand during the 1950s substantially exceeded
domestic supply, especially in terms of crude oil (Zha 2006). The gap was filled by
imports from the Soviet Union. In order to meet the energy demand of rapid
industrialisation, China put the development of energy supply industries as a top
priority from the first Five Year Plan (1953-57). With energy imports (mainly crude oil)
from the Soviet Union and increasing domestic coal production, the first FYP was a
success.! However, from the early 1960s, the deteriorating Sino-Soviet relations and
the Western embargo forced the young regime to put energy supply security, especially
oil supply security, as a constant priority of its energy development policy during the
planned economy era. As economic reforms unfolded in the late-1970s the rapidly
increasing energy demand quickly surpassed the country’s energy production, which

added extra weight to the importance of energy supply security.

The 1960s Sino-Soviet split and the Western embargo forced Mao Zedong to
adopt a ‘self-reliance’ (zili gengsheng) doctrine to rely on domestic resources to
achieve industrialisation and to prepare for war against the two hostile superpowers.
With abundant coal reserves and the discovery of several major oil fields in the early
1960s, China gradually became energy self-sufficient (Kambara and Howe 2007, p.24;
Andrews-Speed 2010a, p.20). In the following three decades, domestic coal and crude
oil production did not only meet domestic demand, but was also exported as
commodities (Owen and Neal 1989; Zha 2006). However, the launch of economic
reform in the late 1970s created a rapidly growing energy demand and gradually pushed
China away from self-sufficiency. Energy deficit first emerged in the electric power
sector and then in the oil sector. In the late 1980s, the central planners realised the lack

Programmes (quyu guihua) derived from key objectives and priorities set in the National FYP Guideline.
See State Council (2005[33]).

14 During the 1950s, China’s oil imports from the Soviet Union amounted to 14 million metric tons
(mmt), with a peak in 1959 of three mmt, of which 2.4 mmt were petroleum and the balance was crude
oil. In total, China imported more than 24 mmt at a cost of over USD 1 billion, which was a heavy fiscal
burden to the young regime. See Kambara and Howe (2007, p.12).
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of power capacity investment would most likely create a ‘bottleneck’ for the rapid
economic growth. Thus, with the self-sufficiency of crude oil production, the 7th and
8th FYPs (1986-1995) put electric power supply capacity-building as the priority of
China’s energy development. Energy conservation focusing on electricity conservation
was stressed in the two FYPs in order to alleviate growing pressure on the country’s
sluggish power supply capacity-building. Nevertheless, it was the emerging oil deficit
in the early 1990s that seriously worried Chinese policymakers by poking the country’s
sore spot of external energy dependence. China’s oil imports began to rise rapidly from
1988. In 1993, the country’s oil imports exceeded its oil exports, as China became a net
importer of crude oil. By 1996 China became a net energy importer despite its
continued oil and coal exports (Zha 2006). This happened at a time when China was
largely isolated by international society since 1989 and the perceived US dominance in
the Middle East after the Gulf War. With an energy ‘self-reliance’ mentality lingering
and the macro-economic consequences of 1970s’ oil shocks in mind, Chinese
policymakers began to put oil supply security as the top priority in its energy
development policy from the mid-1990s.

In 1993, then-State-Premier Li Peng defined the central objective of the
country’s energy policy in the following decade as “to secure the long-term and stable
supply of oil to China” (Chang 2001, p.233). The increasing oil dependence was
perceived by the top Chinese party-state leadership as a major potential threat to
China’s reform and development in the 1990s and 2000s. As a result, oil supply
security was put as top priority in the 9th and 10th FYPs (1996-2005). In the opening
section of the 9th FYP that sets the long-term development objectives till 2010,
increasing oil deficit is defined as a “major problem to restrict economic development
in the long run” (NPC 1996: Section 1, Part Il). In the industrial development section,
the country’s energy development policy guideline stated, “energy industry should
develop in accordance with the growth of the national economy, and the energy
‘bottleneck’ problem must be gradually alleviated”, government should “accelerate the
exploration of oil and gas reserves...” (NPC 1996: Section 2, Part IV). The overseas
energy supply problem was stressed for the first time in FYPs. It was announced that
China needed to take advantage of “energy resources both home and aboard” to
develop the oil industry (NPC 1996: Section 3, Part 1V). The 10th FYP formulated in

2000/2001 added more emphasis on the oil supply security. In the opening section, oil
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was defined as a “strategic resource” which was in shortage and required an urgent
policy response (NPC 2011: Introduction). In Chapter Seven that outlined the industrial
development policy, it specifically stated that, “[China should] actively take advantage
of overseas resources, establish overseas oil and natural gas supply bases, diversify the
sources of overseas oil supplies, establish national strategic petroleum reserves, and
safeguard the national energy security” (NPC 2001: Section 3, Chapter VII). Energy
supply is also mentioned in Chapter 17, which promulgates China’s open-up policy.
Chinese enterprises were encouraged to “go global” to “explore the resources in severe
shortage domestically” (NPC 2001: Section 4, Chapter XVII).

Such emphasis on the energy supply security in the 9th and 10th FYP was
unprecedented. It was also the first time the concept of “national energy security”
(guojia nengyuan anquan) was formally introduced into the FYP document, marking a
major shift in China’s energy development policy from focusing on energy self-
sufficiency to the security of overseas energy supply.® In the decades following 1995,
China’s “global hunt for energy” (Zweig and Bi 2005) to diversify its energy supply
sources has been well examined by a growing body of IR and IPE literature.

The shift to energy efficiency from 2006

As noted by policy analysts and industrial observers around the world, the
priority of China’s energy policy began to systematically shift from energy supply
security to energy efficiency in the 11th FYP around 2006. As a Senior Consultant of
the World Bank discovered, China’s 11th FYP significantly deviated from previous
FYPs by promoting “three corresponding objectives: economic efficiency, the
reduction of poverty, and environment preservation” (Zhang 2011). More importantly,
with such an energy policy priority shift, the country’s overall energy strategy has also
been re-oriented from energy supply towards a more balanced strategy emphasising
more on the efficiency of energy use through introducing obligatory energy efficiency

targets and implementation mechanisms, especially the energy-conservation-target

15 In Chinese policy discourse, ‘energy security’ (guojia nengyuan anquan) is a concept that specifically
refers to oil supply security. As an official report in support of energy policy formulation of the 11th FYP
in 2004 produced by the State Council’s Development Research Centre (DRC) points out, “to China,
energy security largely equals to oil supply security”. See Feng et al, (2004, p.83). Professor Zha
Daojiong of Peking University also notes that in existing Chinese energy policy studies, the concept of

‘energy security’ is also largely used as a surrogate of oil supply security. See Zha (2008).
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responsibility system (jieneng mubiao zeren kaohe tixi, hereafter the ‘target
responsibility system”) (Andrews-Speed 2009; Betz 2013; Meidan et al. 2009; Price et
al. 2011; Yuan and Zuo 2011).

In the opening part of the 11th FYP formulated in 2005-2006, the statement
about oil as a strategic resource that was emphasized in the 10th FYP was removed.
Overseas energy supply was only briefly mentioned as “expand cooperation on
overseas oil and gas resources exploration” in the industrial development policy section
(NPC 2006: Section 3, Chapter XII). This seems rather peculiar given that the country’s
oil dependence rate had almost doubled in merely five years — rising from 28 percent in
2001 to almost 50 percent in 2006 — and China had just surpassed Japan to become the
world’s second largest oil consumer and importer (NBS 2009; EIA 2013). Moreover,
the Second Gulf War that started in 2003 was widely regarded as a major threat to
China’s energy supply security as almost half of the country’s oil imports relied on the
Middle East (EIA 2013). Nevertheless, the concept of “national energy security”
highlighted in the 10th FYP was systematically removed from the 11th FYP.
Conversely, in the opening section of the 11th FYP, the top priority of China’s energy
development and even the whole industrial development in the following five years is
characterised by an energy efficiency target aiming to reduce China’s energy input per
unit of GDP output by 20 percent based on the 2005 level. Then again, in the 12th FYP
formulated from 2010-2011, a similar target of 16 percent energy intensity reduction
continued to dominate China’s energy policy, making energy efficiency a sustained top
priority over the decade 2006-2015. In contrast, when international oil prices reached a
historical high in 2007 and 2011 following the Arab Spring, the world’s major oil
importers responded quickly to put energy security back to the top of their respective
national energy policies (Bang 2010; Duffield and Woodall 2011; Pearson and Watson
2012). With China’s oil dependence rate reaching 58 percent in 2011, and with an
increasing share of oil-import costs in its GDP, the country’s efficiency-focused energy
policy in the 12th FYP is unique against the background of ongoing geopolitical

instability in the Middle East and the oil price volatilities in the global market.®

16 In 2012, China spent 3.2% of its GDP the same year for oil imports, the highest among major energy
consumers such as the United States (2.7%) and the European Union (2.7%), and equals that of Japan.
See EIA (2013).
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A central characteristic of China’s updated energy policy has been the
introduction of obligatory targets and new mechanisms to manage industrial energy
intensity. It has been widely noted by the world’s energy efficiency experts that the
energy efficiency target responsibility system has contributed the most to China’s
energy efficiency gain so far (Ma et al. 2012). This new mechanism was primarily
embodied in the Top-1000 Energy Consuming Enterprise programme (gianjia giye
jieneng xingdong) in the 11th FYP. Launched by the State Council in April 2006, the
Top-1000 program covered 997 large-scale enterprises nationwide in 9 major energy-
consuming industries that each consumed a minimum of 180,000 tce energy in 2004.
They were set the target to reach an aggregate energy saving of 100 million tons of coal
equivalent (Mtce) energy by 2010 (Price and Wang 2007). Most of these enterprises
depend on coal and electric power supply to operate.!” In 2006, a total of 30 provincial
governments signed energy efficiency responsibility agreements with the State Council.
The agreement promulgates energy efficiency targets to be achieved in each province;
similar agreements were then signed between local governments and local industrial
enterprises. Thus, a two-tier target-responsibility system was set up to ensure the
program monitoring and decentralised implementation in provinces and individual
enterprises (NDRC 2011a). In this way, the Chinese party-state centre added energy
efficiency performance of local enterprises as a key criterion of the party-state’s cadre-
official evaluation and promotion system, which provides strong political incentives of
decentralised policy implementation to improve the energy efficiency of a large number
of industrial energy consumers (Ma et al. 2012). According to Price et al. (2011,
p.2168), the Top-1000 Enterprise Project together with local-initiated energy efficiency
programmes contributed as much as 74 percent of China’s energy efficiency gain
during the 11th FYP period.

Based on such a success in the 11th FYP, the 12th FYP goes on to adopt a
similar policy mechanism to achieve the “16 percent” target. The Top-1000 project is
expanded to become a Top-10,000 project aiming to save 250 Mtce between 2011 and
2015 (NDRC 2012). From 2012, a total of 14,119 industrial enterprises were included

17 These enterprises are mainly from ferrous metallurgy (iron and steel), petroleum and petrochemicals,
chemicals, electric power generation, non-ferrous metals, coalmining, construction materials (cement),
textiles, and pulp and paper. The total energy consumption of these enterprises accounted for more than
33 percent of China’s total energy use in 2004. See Price and Wang (2007).
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in the Top-10,000 project, which accounted for about 60 percent of China’s total annual
primary energy consumption. By late 2013, they have already saved energy by 249
Mtce through efficiency gains (NDRC 2012; Zhao and Wu 2015). China’s actual
efficiency gain by 2015 is likely to overshoot the original target by a large margin. It is
believed that provincial energy efficiency programmes and the Top-10,000 Enterprises
project will contribute an even higher share to the energy efficiency gained during the
12th FYP period.

In sum, by reviewing the past several FYPs and the energy policy priorities
promulgated in the National FYP Guidelines, we can identify that the country’s energy
policy focal point has been systematically shifted away from energy security to energy
efficiency in the country’s formal policy documents since the 11th FYP made in 2005-
2006. This policy priority shift is characterised by the introduction of obligatory energy
efficiency targets and implementation mechanisms featuring the target responsibility
system which contributed most of China’s energy efficiency gain over the past decade.
In the following section, thorough analysis will shed light on the industrial basis of the
two major policy priorities in China’s energy policy. The value chain effect of energy
supply will be the focus to highlight the cross-sectoral feature of the energy policy

change that most existing studies have failed to capture and explain.

2.2 Energy Security, Energy Efficiency and China’s Two Major
Energy-based Industrial Value Chains

2.2.1 China’s Energy Situation and the Concept of Industrial Value
Chain

An overview of China’s overall energy situation is necessary before further discussions
on the country’s energy-based industrial value chain. There are two striking
characteristics of China’s basic energy situation over the past two decades: the role of
coal production and use in its energy system; and the increasing oil deficit and heavy
dependence on foreign oil.

Coal

Up to 2013, Chinese production and consumption of coal increased for the 13th

consecutive year. China is by far the world's largest producer and consumer of coal,
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accounting for 46 percent of global coal production and 49 percent of global coal
consumption — almost as much as the rest of the world combined (NBS 2013a; NBS
2013b). Coal has constantly accounted for around 70 percent of China’s aggregate
energy consumption since the late 1970s. In contrast, coal was only 18 percent of US
energy use and 28 percent of global energy use in 2012 (EIA 2013). Coal consumption
will continue to grow due to economic growth and the relatively low cost. The US
Energy Information Administration (EIA) predicts coal consumption in China will peak
around 2035 (EIA 2013). Although estimates by different agencies vary, there is little
doubt that domestic coal production will continue to account for over half of China’s

total primary energy demand in the foreseeable future.
0il

As the second largest primary energy source, crude oil accounted for around
18.7% of China’s primary energy consumption in 2013. The country’s total oil and gas
production surpassed Iran in 2008 and China has since become the world’s fourth
largest oil producer behind Saudi Arabia, Russia and United States (EIA 2013).
Although its oil and gas production has risen by about 54 percent over the past two
decades and serves only its domestic market, it has not kept pace with demand growth.
In 2009, China became the second-largest net oil importer behind the US. Average net
total oil imports reached 6.2 million bbl/d in 2013, accounting for nearly a third of
global oil demand growth (EIA 2013). In 2012 imported oil accounted for 58 percent of

China’s total crude oil consumption (State Council 2012).

Other

The country’s hydropower production has grown rapidly during the past decade,
from 1906 billion kwh in 1995 to 4829 billion kWh in 2007. In 2007, the share of
hydropower in electricity generation was 18.4%, and its share in total energy
consumption was approximately 6 percent (Ma et al. 2009). By 2009, there were 11
operational nuclear power units in China, with an installed capacity of 9100 Megawatt
(MW). However, the share of nuclear energy is very small in total electricity generation.
Its share in both total energy production and consumption is lower than one percent
(NBS 2009).
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China has been accelerating investment and development of renewable energy
sources such as wind and solar power. In 2009, China overtook the United States as the
largest renewable and clean energy investor in the world (Rogers 2010). China has
emerged as the world’s largest manufacturer of solar panels. Although current
renewable energy sources provide only four percent of electricity generation capacity
and less than one percent of total primary energy consumption, the Chinese government
plans for wind, solar and biomass energy to represent 8 percent of its electricity
generation capacity by 2020 (Bradsher 2010).

In sum, fossil fuel in the form of raw coal and crude oil (and gas) together
accounted for over 90 percent of China’s primary energy production and aggregate
energy consumption. China’s major energy-based industrial value chains are mainly
built upon these two sectors as the major energy suppliers to its downstream energy

consumers.

Going beyond energy supply sectors - Industrial Value Chain analysis

Value Chain Analysis has been widely-used to study how clusters of industries
are inter-connected to contribute to economic growth (Hirschman 1958; Porter 1985).
The development of most industries can be linked to derived demand, i.e. the provision
of input for a given activity. Similarly, all industries are forward linked to output
utilisation. Outputs from a given activity will induce attempts to use this output as
inputs in new activities (Drejer 2002). Hence, those individual industries that are
closely interlinked by such input-output relations can be regarded as industrial value
chain (Porter 1985; Tordo et al. 2011). Because of the strong value chain effects
between energy supply industries and its downstream energy consumers, priority
between energy security and energy efficiency in the FYPs impacts major industrial
sectors of the Chinese economy quite differently. Hence, it is necessary to first identify
China’s major energy-industry value chains as a basic context to explore the underlying
forces that have induced China’s energy policy change.

As the second largest economy, the Chinese economy is unique compared either
with the rest of the world or the OECD due to the large share of industrial value added
in its GDP and the dominant role of industrial energy demand in its energy situation.

China’s industrial sector has contributed about half of its annual GDP from the early
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1990s. Calculated at a 2000 constant price, the proportion of industrial value-added in
China’s GDP increased from 33.9% to 49.7% during 1980-2008 (Wang 2010). In 2012,
Chinese industrial value added accounted for 45 percent of its GDP; in contrast, the
world average was about 30 percent in 2012 (The World Bank 2013). Along with its
economic growth, China’s total primary energy consumption increased almost five-fold.
Industrial energy consumption accounts for about 70 percent and is triple the OECD
average of 22 percent (Ke et al. 2012), and double the world average of 30 percent
(11ASA 2012, p.516).

2.2.2 China’s Energy Policy Priorities and Two Energy-Based Industrial
Value Chains

Amongst China’s industrial sectors, there are two groups of industries that heavily rely
on a large amount of fossil fuel to operate. One heavily relies on crude oil and the other
on raw coal. These groups of industries are particularly important to the Chinese
economy in terms of industrial value-add and their fundamental role in shaping the

country’s overall energy situation.
The Coal-Metallurgical Value Chain (CMVC) and China’s energy efficiency

China has been a coal-based economy. Coal is widely used in many industrial
sectors to provide heat and feedstock for industrial activities. The country’s demand for
raw coal has been primarily driven by the power sector’s demand for thermal coal and
the metallurgical industry’s demand for coking coal. From the early 2000s, the
metallurgical industry has been the largest end-user of raw coal and coal-based electric
power in China. The booming Coal-Metallurgy Value Chain (CMVC) has thus become
a major pillar of the Chinese economy. The value chain mainly involves coalmining as
the upstream; coking and thermal-power generation as the midstream; and metallurgy
as the downstream. Due to the energy-intensive nature of the sub-sectors along the
value chain, the rapid expansion of China’s CMVC has been widely identified as a
central factor contributing to the rising industrial energy intensity, the declining energy
efficiency of the whole economy and the surge of the country’s GHG emissions (see

Figure 4 on the following page).'8

18 For example, see Zeng et al., (2014); Zha et al., (2009); and Zhao et al., (2010).
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Figure 4 Average Energy Intensity of China's Major Industrial
Subsectors between 2000 and 2008
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CMVC starts at the coalmining sector. Coal supplies are mainly dependent on
coalmining that involves exploitation and preliminary processing of raw coal from both
surface and underground coalmines. Globally, industrial energy consumption is mainly
concentrated in four sub-sectors, namely power and heat generation, metallurgy,
chemical production and building materials (OECD/IEA 2007a, pp. 291-296). Similarly,
China’s annual raw coal production has been primarily consumed in two ways. About
50 percent of coal is thermal coal consumed by the power sector, and another 17
percent is consumed by the metallurgical industry, such as iron and steel, and non-
ferrous metal manufacturing as coking coal. In terms of indirect coal consumption via
coal-based electricity consumption, metallurgy emerges as the single largest industrial
coal end-user. The metallurgical sector consumed 18.2% of China’s electric power
produced in 2012. If calculated in tons of coal equivalent (tce) energy, the metallurgical
industry accounted for as high as 13 percent of China’s total energy consumption in
2012, representing the single largest industrial energy consuming sector in the whole
Chinese economy. Coal use in other sectors such as the residential sector collectively

accounts for the remaining 20 plus percent of raw coal consumption.*®

Coal-based electric power generation, or conventional thermal power
production, is a primary way to convert fossil fuel, mainly raw coal, into electric power.
As the largest coal consuming industrial sector in the Chinese economy, the electric
power sector accounts for about half of China’s total coal consumption throughout the
2000s. Over the past three decades, coal-based power generation has constantly
accounted for 70 percent of China’s power capacity mix, 28 percent higher than the
world’s average (CPNN 2014). Although accounting for half of the raw coal use, the
coal-based electric power sector is not a major final user of coal, but primarily an
energy converter and transmitter. More importantly, under current technological
conditions, electricity cannot be stored large scale upon generation. Industrial
electricity can only be consumed in real time upon generation. The physical attribute of
electricity, and the huge fixed-asset investment requirement for power generation-
transmission capacity-building, together determine the development of coal-based

power sector needs to be driven by downstream demand for electricity. For this reason,

19 Data of China’s energy situation in this chapter are calculated by the author primarily based on
statistics from NBS (2013a) and NBS (2013b) unless otherwise indicated.
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this study takes the coal-based electric power sector mainly as a midstream energy

converter-and-transmitter that serves its downstream power users.

Among the downstream coal and power demand sectors, iron and steel,
aluminium, chemicals, pulp and paper, and cement are the biggest industrial energy
consumers. These five sectors account for more than half of the global industrial energy
use and energy consumption represents a large portion of their production costs
throughout the world (EIA 2013, p.128; 11ASA 2012, p.516). Iron and steel making and
aluminium making are the two major sub-sectors of metallurgy, which are highly
energy-intensive manufacturing industries that mainly rely on coking coal and
electricity to operate.?’ Metallurgy can be broadly understood as the production of
metal from ore.?! It includes both ferrous (iron and steel) and nonferrous (aluminium,
copper and zinc) operations. Due to the huge demand for fossil fuel to process iron ore,
ferrous operations are also accompanied by emission of large quantities of carbon and
sulfur oxides, and particulate pollutants (USEPA 2014). According to the IEA, the iron
and steel industry accounts for the largest share — approximately 27 percent — of carbon
dioxide emissions from the global manufacturing sector (China Energy Group 2014).

In China, metallurgy constitutes the major downstream sector of the coal-based
industrial value chain. Ferrous metallurgy has played a pivotal role in China’s
industrialisation and has been a major driver of coal and electric power production.
Since the 1950s and 1960s, China’s industrialisation strategy has focused on metallurgy
capacity building, mainly due to iron and steel’s fundamental role in supporting the
country’s rapid industrialisation. This was summarised in China’s industrial policy as
“gongye fazhan yigang weigang” (Steel as the Central Sector of Industrialisation)
(Yuan 2007, p.3). Because of the strong input-output industrial linkages, China’s
central planners paid serious attention to coordinating the development of the coal
sector and metallurgy during the planned economy era. By 1981, metallurgical energy
consumption accounted for around 22 percent of China’s total industrial energy

consumption, including 38.6 million tonnes of metallurgical coal, 15.8 million tonnes

20 Metallurgical coal, also known as coking coal, is the kind of raw coal with chemical composition
suitable to produce coke as a major source of heat for ironmaking.

2L The metallurgical industry can be broadly divided into primary and secondary metal production
operations. Primary refers to the production of metal from ore. Secondary refers to production of alloys
from ingots and to recovery of metal from scrap and salvage. See USEPA (2014).
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of thermal coal and 30.2 billion kwh of electricity (Lin 1996, p.140).2? As the world’s
largest iron and steel producer and exporter, around 13 percent of China’s raw coal is
directly consumed as metallurgical coal used in the iron & steel manufacturing process,
making it one of China’s largest industrial energy consumers. In terms of non-ferrous
metallurgy, annual energy consumption of non-ferrous metal manufacturing increased
rapidly during economic reform. Non-ferrous metals are produced because of desirable
properties such as the low weight of aluminium.?®> Worldwide, more than half of the
energy used in non-ferrous metals is for the highly electricity intensive aluminium
production process (OECD/IEA 2008). The electricity cost alone comprises 35 percent
of aluminium production costs. Both the electricity intensity and the share of electricity
cost are the highest among all metallurgical sub-sectors (The Aluminium Dialogue
2012). Hence, in economies where coal-fired power plants generate most of the
electricity, the boom of aluminium manufacturing often significantly drives thermal

coal demand through power consumption.

Although other industrial sub-sectors such as the chemical and crude oil-based
petrochemical industries are also energy-intensive relative to light-manufacturing and
service industries, their influence on China’s overall energy efficiency is much less
compared to the metallurgical sectors due to their smaller scale relative to the whole
economy. Therefore, compared with other economic sectors and industrial sub-sectors,
the scale of the metallurgical manufacturing industry is a key variable to determine the
Chinese economy’s overall energy efficiency (see Figure 5 on the next page). The key
role of metallurgy in influencing China’s energy efficiency has been clearly
demonstrated by the structure of industrial energy users included in China’s Top-1,000
Enterprises project during the 11th FYP. Among the 997 enterprises selected to
participate in the ambitious programme, metallurgical enterprises added up to 334,
accounting for more than one-third (ferrous 26%, and non-ferrous 7%), representing the

22 Thermal coal was mainly used for heating boilers, sintering and pelletizing, coal gas generation and
blast furnace injecting; electricity was used for the rolling and forging of steel, transportation, ferroalloy
production, steelmaking in electric arc furnances, and mineral process. See Lin (1996) for more details.

2 In metallurgy, a non-ferrous metal is any metal, including alloys, that does not contain iron in
appreciable amounts.

46



biggest industrial sub-sector targeted by China’s energy efficiency policy (see Figure 4

below).?*

Figure 5 Mix of Industrial Enterprises in China's Top-1,000 Project
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In sum, the hyper-growth in the metallurgy sector has significantly driven the
demand for coal and electric power, and profoundly influenced China’s industrial
energy intensity as well as the energy efficiency of the whole economy since the early
2000s. As of 2012, about 49.4% of the country’s raw coal production was thermal coal
consumed by the power sector, and another 17 percent was consumed by the steel
industry as coking coal. In terms of indirect coal consumption through power
consumption, the metallurgy is the largest industrial end-user of power among all
manufacturing industries. It used 18.2% of China’s total electric power produced in
2012 (industrial power consumption currently accounts for around 75 percent of
China's annual electricity consumption) (NBS 2013a; NBS 2013b; EIA 2013). If
calculated in tons of coal equivalent (tce) energy, the metallurgical industry accounted

for as high as 13 percent of China’s total primary energy consumption (Ma et al. 2012,

24 Author’s calculation based on NDRC (2006).
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p.44), representing the No.l1 industrial energy end-user in the economy.?® Such an
input-output linkage closely connects the coalmining sector with the downstream
metallurgy market, making the coalmining, power generation, and metallurgy the
largest and the most important coal-based industrial value chain that influences the

whole economy’s energy efficiency.

The Oil-Petrochemical Value Chain (OPVC) and China’s energy security

As the second largest primary energy source, crude oil production also leads to
a series of downstream industries. Compared with the CMVC, the Oil-based
Petrochemical Value Chain (OPVC) is more commonly known due to the influence of
vertical-integrated International Oil Companies (IOCs) such as BP and Royal Dutch
Shell. Contemporary oil-based petrochemical industries across the world are
characterised with major IOCs and NOCs whose business portfolios include part or the
whole OPVC. The OPVC starts at the upstream of crude oil exploration and production
(E&P). Crude oil production needs to be processed in petrochemical refineries and
manufactured into a variety of products. The refining process is often referred to as the
midstream of the value chain. Most products are different kinds of fuel and lubricants
used in powering combustion engines for transportation or industrial purposes; certain
products are the principal feedstock for chemical industries. Thus, the oil products and
petrochemical feedstock are subsequently distributed to retailers or industrial users. The

distribution section is often referred to as the downstream of the value chain.

The OPVC starts with the upstream crude oil E&P. Crude oil E&P is a key
mining sector. It firstly involves identification of suitable geological sites for oil (and
gas) reserves. If the reserves were proved to be economically exploitable, engineers
will drill for full-scale production, followed by the building of infrastructure to connect
the oil wells to refining facilities. Crude oil is not a homogeneous material. Modern oil
consumers, such as gas and diesel engines, aviation turbojet engines and ship bunkers

need fuels manufactured to precise specifications (Tordo et al. 2011, pp.109-112).

25 Coal-fired power generation accounted for 56 percent of the marginal increase in coal use between
2000 and 2005. Between 1990 and 2007, growth in thermal coal use for power generation was followed
by growth in coking coal use for steel making (18 percent), the end-use of coal for production of building
materials (mainly cement, 6 percent), delivered heating (residential district heating, 6 percent), and
chemical production (3 percent) as the largest growth drivers. See Aden et al., (2009, p.7).
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Therefore, crude oil almost always needs to be refined and manufactured into

petroleum products or feedstock.

Oil refining is the process of converting crude oil into finished petroleum
products. It is a major manufacturing sub-sector and the backbone of petrochemical
industry. Refineries can consist of a number of different process units that undertake
separation, conversion and treatment of oil. The output of these conversion units is then
treated or blended for distribution (Tordo et al. 2011, pp.109-112). Refineries are
usually categorized by size and configuration. The configuration or sophistication of a
refinery refers to the technical capabilities and flexibility to process different kinds of
crude feedstock into a large number of different petrochemical products. There are
primarily two categories of production out of the refining process — fuel and
petrochemicals. The main categories of fuel are fuel oil (residual fuels), gas oil,
jet/kerosene, gasoline, naphtha and liquefied petroleum gases (LPG). The three main
energy-related uses for these oil products are heating, power generation and
transportation (Tordo et al. 2011, pp.109-112). Beside fuel, petrochemicals are a second
important output from the refining process. Petrochemicals are chemicals made from
crude oil and natural gas and account for approximately 40 percent of the world’s
chemical market (Devold 2013). The oil industry became involved in petrochemicals
from the 1920s, since naphtha (from refineries), natural gas and natural gas liquids
constitute the principal feedstock. Chemical products based on these base materials are
the basis for a wide range of manufacturing products such as car tires, pipes, and

electronic components (Tordo et al. 2011, pp.109-112).

The marketing and distribution of refined products could be in forms of
domestic industrial wholesale or retailing, or exported as industrial commodity. For the
fuel products that account for the majority of refining products, road transportation
fuels are primarily distributed at retail stations, heating oil is usually delivered to
residential and industrial customers, kerosene is purchased directly by individual
airlines and airports, and residual fuels are also sold directly to shipping companies,
utilities and industrial plants (Tordo et al. 2011, pp.109-112). In terms of international

trade, both crude oil and major petrochemical products such as gasoline are important
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commodities in the global energy and chemical market. The global petrochemical
market is estimated in 2013 to be valued at USD $3 trillion in terms of trade volume
(Platts 2015). International trade of petrochemical products has been a major way to

achieve industrial value-add in the midstream petrochemical sector.

China had little crude oil production and petrochemical capacity when the PRC
was established in 1949. Crude oil was mainly imported from the Soviet Union.
Because crude oil and petrochemical products play an important role in national
defence, transportation and chemical industries, the building and development of
China’s OPVC has been closely linked to national security from the very beginning. In
the 1960s, the Sino-Soviet rift made the Chinese top leadership fully realise the
strategic role of oil. Mao himself ordered the People’s Liberation Army to launch a
“Great Oil Campaign” (shiyou da huizhan) in search for oil fields in 1960 (Zhang 2004,
pp.71-74). This search subsequently discovered several major oil fields in Eastern
China in the early 1960s. Increasing domestic crude oil production and the abundant
coal reserve brought China energy self-sufficiency, which became a pre-eminent
symbol of Mao’s ‘self-reliance’ doctrine. In 1963, the crude oil production from
Daqing oil field along reached 9 mmt (Kambara and Howe 2007, p.24). In the mid-
1970s, the first oil shock turned China into a major oil exporter (Kambara and Howe
2007, p.24). In 1978, China’s crude oil production reached a historical high volume of
100 million tons (Zhang 2004, p.77).

However, in the 1980s the surging energy demand rapidly eroded China’s oil
surplus. China’s crude oil exports peaked in 1985, reaching 30 mmt. In 1993, the
country became a net oil products importer and by 1996 became a net crude oil
importer (Zha 2006). Although the Chinese government and NOCs adopted a series of
measures, including investment heavily in both onshore and off-shore E&P, which has
enhanced domestic crude oil production by about 54 percent over the past two decades
and put restriction on oil exports, it has not kept pace with demand growth. In the 2000s,
China’s crude oil imports increased rapidly. In 2007, China overtook Japan to become
the world’s second largest oil importer behind the United States. In 2009, the country’s
oil imports dependence surpassed 50 percent. As of 2011 when the 12th FYP was made,

China’s oil dependence rate reached 58 percent (State Council 2012).
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With successful upstream E&P, midstream petrochemical capacity also
expanded rapidly and becomes a highly-profitable sector of the economy. On the eve of
economic reform in 1978, China’s petrochemical sector produced 70 million tons of
fuel products and 388,000 tons of ethylene (Zhang 2004, p.77). In the post-reform era,
petrochemicals expanded quickly to become a major manufacturing industry, creating
industrial value-add for the whole economy. Petrochemical demand for crude oil
became a key driver of China’s energy security policies in the 9th and 10th FYPs’
period. At the beginning of the 9th FYP in 1996, China became the world’s fourth
largest oil refiner and the fifth largest ethylene producer. By the end of the 9th FYP
period in 2000, petrochemical sales revenue reached RMB 1430 billion which accounts
for about 18 percent of China’s total industrial revenue of that year. It contributed RMB
108 billion net profit (25 percent of total industrial profit) and 397 billion industrial
value-add (17 percent of total industrial value-add) in the year 2000
(ChinaPetrochemcial 2005). These numbers made the petrochemical manufacturing
industry become one of China’s most profitable industrial sub-sectors at the turn of the
9th and 10th FYP in 2000-2001.

Due to sluggish domestic oil production, the Chinese petrochemical industry has
become increasingly dependent on oil and petrochemical feedstock import to feed its
rapidly expanding capacity in the 2000s. This considerably erodes the industry’s
profitability and exposes the sector to external supply risks and price volatility. Before
the making of the 11th FYP in 2004, China became the second largest oil refiner and
the third largest ethylene producer with 300 mmt and 5.6 mmt per annual capacity (Cao
2004). In the same year, the domestic upstream E&P sector only produced 160 mmt of
crude oil. Crude oil and feedstock imports accounted for a large share of the industry’s
production cost and brought a huge trade deficit. In 2004, Chinese petrochemical
industry made USD 41 billion export revenue, but it spent USD $118 billion on crude
oil and petrochemical feedstock imports, making the bulk of China’s trade deficit.?®
This trend has continued over the past decade as the Chinese petrochemical industry
grows. At the beginning of the 12th FYP in 2012, China became the world’s second

largest petrochemical manufacturer. Its oil refining capacity reached 710 mmt per

2 Crude oil imports accounted for 52 percent of the USD $77 billion trade deficit; the rest was made by
processed petrochemical feedstock such as polyethylene. See Feng (2005).
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annum, accounting for 12.4% of the world’s total capacity; ethylene capacity has also
reached 17.4 mmt per annual, accounting for 11.2 percent of the world’s total (Wang
2014). In contrast, the domestic upstream E&P sector only produced 204 mmt crude oil
in 2012. To feed the petrochemical capacity, China imported 282 mmt, making the
country’s oil dependence reach 58 percent. The USD $252 billion cost accounted for
3.2% of its GDP, much higher than other major energy consumers like the US and EU
(EIA 2013).

The downstream distribution sector is very important to achieve the industrial
value-add in the up-and-midstream of the OPVC in domestic market due to the
profitability of fuel products. The OPVC’s downstream includes both fuel and other
petrochemical product trade internationally as well as wholesale and retail domestically.
Due to the high sales revenue net profits and tax attached to the products, the
downstream sector of the OPVC has been a focus of industrial interest distribution
between the central and local government, and between the state sector and private

sector during economic reforms in China.

In sum, by examining the industrial basis of China’s energy policy, this section
investigates the major downstream industries of the two largest primary energy sources
— raw coal and crude oil — and conceptualises the Oil-based Petrochemical Value Chain
(OPVC) and the Coal-based Metallurgical Value Chain (CMVC) as China’s two major
energy-based industrial sectors based on detailed energy and industrial data. It then
explains why the CMVC is the central factor in determining China’s energy efficiency;
and why the OPVC has been at the heart of the country’s energy security. The inter-
linkage of China’s energy supply sectors and its downstream industries as well as the
major differences between the two major energy-based industrial value chains is the
key to understand the fact that the priority of China’s energy policy has systematically
shifted from the security of overseas oil-supply to the efficiency of domestic industrial
energy consumers. As such, it constitutes the basic analytical approach to organise the
case studies. See Figure 6 on the following page for an overview of China’s two

energy-based industrial value chains.
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Figure 6 Overview of China's Two Energy-based Industrial Value Chains
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Chapter Summary

This chapter presents a basic context on the shifting national energy policy priorities in
the FYPs and their relationship with the country’s two major energy-based industrial
value chains. It illustrates the role of energy policy as a fundamental component of
China’s socio-economic development policy and the traditional policy priority of
energy supply security focusing on oil dependence in the 9th and 10th FYPs (1996-
2005). However, from the 11th FYP made in 2005/2006, energy policy priority and
focal point have systematically shifted away from the oil-centred supply security to
coal-based industrial energy intensity through the introduction of obligatory energy
efficiency targets and new policy mechanisms. However, as analysed in Chapter One,
the shift in priority from energy security to energy efficiency at a time of increased oil

import dependence is not well explained in current studies.

In the second section, detailed analysis of China’s basic energy situation and
two major energy-based industrial value chains demonstrate that, in the Chinese policy
context, energy security as a key policy objective mainly concerns the OPVC; and
energy efficiency as a key policy objective mainly targets the rising industrial energy
intensity due to the rapid expansion of CMVC. By examining the industrial basis of
China’s energy policy, this chapter distinguishes the OPVC and CMVC as the two
major energy-based industrial value chains that underpin the two major energy policy
objectives. This dichotomy highlights the cross-sectoral feature of China’s energy
policy shift. It also constitutes a basic method to organise the case studies in Chapters
Five and Six. In the following chapter, the focus is on investigating the first
fundamental question of China’s energy policy shift: the mechanism of policymaking in

today’s China.
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Chapter Three: Ideational Dynamism in
China’s National Policymaking

This chapter aims to examine China’s policymaking mechanism at the national level.
The first section examines the top party-state leadership’s growing capacity to generate
an ‘ideational system’ to guide China’s reform and development. The first section will
investigate why and how the ideational system emerges and how it could evolve to
display dynamism over time. The focus of analysis will be on the profound influences
of Jiang-Zhu leadership’s ‘Reform-to-Grow’ strategy, and the Hu-Wen leadership’s
‘Scientific Development’ strategy, on China’s reform strategy in the 1990s and
development strategy in the 2000s. The second section will look into how China’s
socio-economic policymaking structure and process has been modified by a stronger
top party-state leadership over the past two decades. A central point of this section is to
identify how China’s reforms and the making of its FYPs are influenced by top party-
state leadership’s ideational systems. By doing so, this chapter provides an important
update to the conventional assumptions and models of policymaking at the national
level. Such an updated policymaking mechanism would further direct the study to
capture and examine the underlying forces that have induced the cross-sectoral policy
priority shift that have been overlooked by literature using conventional models of

policymaking.

3.1 Chinese Party-State Leadership and Their Ideational
Systems

After China entered the ‘transition era’ or ‘reform era’ in the late 1970s, even though
the ‘Mao Zedong Thought’ stressing the communist ideology continued to be a guiding
ideology of the CPC, the party-state’s ‘ideological purism’ has been increasingly
replaced by ‘ideational pragmatism’ (Dittmer 2003) that is based on a series of
ideational innovations (linian chuangxin). The ideational innovations started from the
rise of Deng Xiaoping Theory on Socialist Market Economy and have been carried on
firmly by the third and fourth generation leadership through their development of
ideational systems to guide China’s development and to legitimise the CPC’s reform

course.
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3.1.1 Institutionalisation of the Party-State Leadership in the Post-
Reform Era

Since the beginning of the Deng Xiaoping era in 1978, politics at the top level of
China’s political-economic institutions have undergone deliberate and incremental
institutionalisation. The dynamics and mechanism of leadership transition have
changed in favour of a much more predictable rule-based process. Such impetus for
institutionalisation of political leadership has derived directly from the revision of the
CPC’s fundamental task in post-Cultural Revolution China and the beginning of the

country’s open-up and reform strategy.

Leadership transition in China is not institutionalized as explicitly as in
democratic countries. Instead, it has been decided through informal and factional
politics, with inevitable conflict and instability as a result, in particular from the 1950s
to the late 1980s. Political conflict after the Great Leap Forward in the early 1960s,
political chaos during the Cultural Revolution in the early 1970s, and political
instability during the 1980s were all directly or indirectly related to the issue of under-
institutionalised leadership transition. Once back in power in the late 1970s, Deng
Xiaoping and his reformist leaders decided to institutionalise the top leadership
selection and transition to guard against the concentration of dictatorial authority that
Mao had achieved. Deng openly raised the issue of reforming the party-state leadership
at a Politburo meeting in August 1980. Deng enforced a limit of two five-year terms for
the party and state leaders. He also enforced the retirements of a whole generation of
veteran incumbents who were over certain age limits. By the time of the 14th Party
Congress in 1992, the Advisory Committee composed of elder party leaders with life-
time tenure had been abolished and a retirement system established. Deng also
succeeded in stage-managing the CPC’s first orderly pre-mortem succession, with
himself ceding all formal power in 1989 although his informal influence was not
relinquished until his death (Lee 2010; Vogel 2013).

Deng’s agenda of institutionalising party-state leadership was carried on and
became increasingly evident over the following three decades with the normalisation of
major party-state events. From the 11th National Party Congress in 1977, the Party

Congress has been held every five years without exception. At the same time, since
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1978, the National People’s Congress (NPC) has been held regularly every year, and
reconstituted every five years without exception. Regular convening of major party-
state organizations has contributed tremendously to the institutionalisation of leadership.
(Miller 2008; Li 2012). Recent leadership changes at the CPC’s 16th (2002), 17th
(2007) and 18th (2012) Congress have clearly demonstrated this trend in Chinese

politics.

As Deng’s hand-picked successor and the core of the third generation of party-
state leadership, Jiang Zemin continued Deng Xiaoping’s efforts to institutionalize
leadership tenure. Jiang quite successfully managed leadership transition from the third
to the fourth generation in the early 2000s. At the 16th Party Congress in November
2002, all the members of the Standing Committee of the Politburo, except Hu Jintao,
were prohibited from running for re-election at the Central Committee. Fourteen of the
24 full members of the Politburo were replaced, and more than half of the Central
Committee members were phased out in accordance with age restrictions. With Jiang’s
efforts, informal and factional politics continue to diminish compared to the increasing

formal rules at the top level of Chinese politics (Lee 2010).

As the core of the fourth generation leadership, Hu Jintao has endeavoured
further to institutionalise political leadership since he took over the position of General
Secretary of the CPC in 2002. At the first Politburo meeting after the 16th Party
Congress, Hu emphasized the importance of preserving the normative rules and
procedures of collective leadership in decision-making processes, and demanded a
strengthening of the rule of law and the Constitution. At the 18th National Party
Congress in 2012, Hu Jintao himself demonstrated such a course by passing both the
position of General Party Secretary and the chairmanship in the CPC Central Military
Affairs Commission to Xi Jinping, which completed the leadership transition to the
fifth generation in one stroke. Such ‘full retirement’ of China’s paramount party-state

leader was unprecedented (Xinhua News Agency November 15, 2012).

China is some distance away from having transparent and predictable political
processes, but the country has already made great headway in institutionalising political
leadership transition. A most important consequence of such institutionalisation of

Chinese politics is the changing dynamics and processes in its reform and socio-
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economic development policymaking at the national level. First, stable and predictable
rules allow the recent two generations of leadership to concentrate on institutional
reforms and economic development; second, stable and predictable power transition
allows the top leadership to tighten control over the actors and process of socio-

economic policymaking.

3.1.2 Deng’s Legacy: Socialist Market Economy Theory and Ideational
Innovation

In the late 1970s, when Deng became China’s paramount top leader after Mao’s death,
he and his reformist-minded colleagues found that the CPC’s guiding ideologies must
be shifted from the Maoist class struggle doctrine. As the de-facto paramount leader of
China from the late 1970s to the early 1990s, Deng developed a series of innovative
ideas and concepts, which were later systematically theorised as “Deng Xiaoping
Theory on Building Socialism with Chinese Characteristics” (commonly known as The

Deng Xiaoping Theory).

Deng argued that as a developing country China was at “the preliminary stage
of socialism”, during which the country’s primary goal was to build an economic
material base and rapidly achieve a prosperous and strong socialist state as a key step
towards the ultimate goal of communism. With the success of the spontaneous local-
government “household contract responsibility” experiment that greatly improved
China’s agricultural output in the early 1980s, a consensus emerged among the
leadership that administrative and fiscal decentralisation should allow local initiatives
of reform experiments to greater political-economic transition. Based on such
judgement, Deng further raised a series of innovative concepts that were embodied in
famous slogans such as “the white cat and black cat” theory, and “crossing the river by
groping the stones”, to legitimise and encourage the economic reforms. By adopting the
Household Responsibility System and encouraging the development of rural Township
and Village Enterprises (TVEs), China’s reform first broke through in the rural-
agricultural sectors. Later in the urban-industrial sectors, the central government
adopted a dual-track pricing system to encourage greater efficiency in urban industrial
SOEs. Such an experimentalist and gradualist reform approach was famously

summarised by Naughton (1995) as “growing out of the plan”.
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Hence, during the entire 1980s till the early 1990s, China’s reform and
development proceeded, featuring decentralised reform. This empowered policymaking
by intermediate level policy bureaucracies in the central government and local
government autonomy to experiment with reforms, without an overarching reform idea
or a clearly defined transition agenda (Naughton 2007, pp. 90-111). Then, in the early
1990s, following the Tiananmen incident and with the collapse of the Soviet Union in
sight, the conservatives within the CPC central were able to halt Deng’s reforms by
criticising that they led to the decline of the party’s role in governing the state. In
November 1989, Deng stepped down to pass his power to Jiang Zemin. As Deng’s
successor, Jiang was also under heavy pressure and compromised with the
conservatives. Jiang compromised by claiming that “class struggle would continue for a
considerable period of time within certain parts of China”, which contrasted markedly
with Deng’s economic development and reform ideas. As a result, Deng felt that reform
by increment or by default was insufficient. It was necessary to clarify China’s overall

reform objective and agenda (Saich 2004, p.75).

In his ‘Southern Tour’ in 1992, Deng made a famous speech to define that the
central objective of the CPC was to build “socialism with Chinese characteristics”
primarily through constructing a “socialist market economy” (Vogel 2013). The focus
of the CPC’s work was to put economic construction as the absolute priority with two
principles. On the one hand, China must continue to open-up to the world and take
advantage of all economic forms, including capitalist elements and market institutions,
to achieve rapid economic growth. On the other hand, the CPC must maintain effective
political leadership and state ownership must be maintained in key sectors of the
economy to guarantee the socialist nature of the Chinese state. Such ideational system
was systematically summarised at the 14th Party Congress at the end of 1992 as ‘Deng
Xiaoping Theory’ of building socialism with Chinese characteristics. Then, at the 15th
National Party Congress in 1997, the Deng Xiaoping Theory was formally written into
the CPC’s constitution, following Marxism-Leninism and Mao Zedong Thought (Guo
2013).

Deng Xiaoping and his socialist market economy theory profoundly impacted

China’s overall transformation in the following two decades in two ways. First, to build
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a ‘socialist market economy’ through systematic institutional reforms became
paramount to Deng’s successors in the 1990s and marked the beginning of China’s
“deep reform” (Dittmer and Liu 2006). Some fundamental political-economic
institutions that organise the polity and economy, which had barely been touched by the
gradualist reforms in the 1980s and early 1990s, could be drastically re-arranged under
a strong leadership with a more coherent and overarching reform agenda. Second, the
introduction of Deng Xiaoping Theory initiated a convention of ‘ideational innovation’
for later two generations of party-state leadership, which helped hugely to strengthen
the CPC’s legitimacy and the authority of the leadership. After Deng, the third and
fourth generations of leadership all managed to develop their own ideational systems to
assert their updated political visions on China’s reform and development, and to guide

the country’s socio-economic policymaking.

3.2 Reform-to-Grow: The Jiang-Zhu Leadership’s Strategy in
the 1990s

3.2.1 Growth-Oriented Institutional Reforms

Marked by the introduction of Deng Xiaoping Theory, China’s overall transformation
began to enter a new phase of reforming fundamental economic institutions with
overarching objective and coherent agenda in a top-down manner. In order to push
forward market economy reform, Deng Xiaoping publicly commented during his
southern tour that, “Those who do not continue the reform course must step down (from
the leadership)”, which was commonly regarded as a warning to Jiang Zemin’s
conservative turn (Vogel 2013). With acknowledgement that Deng was still the de-
facto paramount leader of Chinese party-state, Jiang submitted self-criticism in 1992
and marginalised the conservative-minded State Council Premier Li Peng to form a

new alliance with the reform-minded Vice-Premier Zhu Rongji.?’

27 Zhu Rongji became State Council Premier at the 15th Party Congress in 1997. Due to his central role
in making the reform policies throughout the 1990s, this study takes the third generation leadership
mainly as the Jiang-Zhu leadership between 1993 and 2002.
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Jiang-Zhu’s agenda: reform, growth and stability

Rising out of the political chaos in the late 1980s that severely damaged the
party’s legitimacy, the Jiang-Zhu leadership realised that economic growth was the key
to maintaining the regime after 1989. At the second Plenum of the Eighth National
People’s Congress in March 1994, Jiang argued that “Reform, Growth and Stability”
should be on top of the CPC’s working agenda in the 1990s (Chen 2011). According to
Jiang, “economic growth is the central objective”, “reform is the powerhouse of
economic growth”, and “stability is perquisite to both growth and stability” (Chen
2011). Rapid growth must be achieved by ‘deep’ institutional reforms to build a
socialist market economy. The political vision of the relationship between “Reform-
Growth-Stability” can be found in Jiang’s important speeches and the Party’s
documents throughout his tenure. It constituted the backbone of Jiang-Zhu leadership’s
ideational system on the basis of the Socialist Market Economy theory over the first
five years of their tenure (1992-1996) (Chen 2011; Party Literature Research Center
2005). With Deng’s urging and full support during the last years of his life, the Jiang-
Zhu leadership in the early 1990s was able to systematically reform China’s
fundamental political-economic institutions, especially those at subnational level, and
to design institutional infrastructure for the socialist market economy (Saich 2004,
p.24).

Indeed, during the Jiang-Zhu leadership, China experienced rapid growth thanks
to a series of institutional reforms that unleashed the power of the market from the old
command economy. At the centre of these reforms were two policies targeting to adjust
China’s two fundamental institutions governing the relations between the Chinese
central government, its local agencies, and the state-owned industrial sector. One was a
“grasping the large and letting go the small” (zhuada fangxiao) themed reform on the
SOE institution that decentralised and liberalised the majority of urban industrial
sectors from the mid-1990s; the other was reform China’s Central-Local
intergovernmental institution, marked by the introduction of a new fiscal system in
1994.28 Due to the vital role that these two sets of institutions play in China’s socio-
economic development, this study sees the introduction of the two institutional reforms

as a critical juncture in China’s history between the early 1990s and the early 2010s.

28 For a brilliant analysis on the fundamental role of these two sets of institutions in the Chinese history,
see Xu (2011).
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The critical juncture of China’s transition - institutional reforms in the 1990s

The State-Owned Enterprise Institution had been at the heart of the Chinese
economy from the 1950s to early 1990s. However, SOE’s role as production units in a
command economy determines its low efficiency compared to market-based economic
actors. Consensus emerged among the second generation of reformist leaders headed by
Deng that urban industrial institutions must be reformed. Over the past three decades,
Chinese urban SOEs since the early 1980s can be divided into two phases based on
different strategies adopted (Li and Putterman 2008; Lin et al. 1998; OECD 2009). In
the first phase of reform, from the early 1980s to the mid-1990s, SOE reform was
characterised by introducing market mechanisms to improve state sector efficiency.
After the introduction of Socialist Market Economy, the reform entered a new phase as
the Socialist Market Economy theory clarified China’s economic reform. In 1995, the
Jiang-Zhu leadership decided to push SOE reform forward by introducing a “grasping
the large and letting go the small” (zhuada fangxiao) strategy. Such strategy is two-fold:
‘grasping the large’ meant that a small number of large-SOES in industries in ‘strategic
sectors” of the national economy, such as petroleum, electricity, defence, and
telecommunications, must be controlled by the state, especially the central
government.?® ‘Letting go of the small’ means to ‘dispose of’ the loss-making SOEs
that are not in the vital areas of the national economy through delegation, ownership
diversification or complete privatisation (Garnaut et al. 2006). Such an SOE reform
strategy profoundly shaped the face of the Chinese industrial economy in the following
one and half decades. On the one hand, it reduced the relative weight of the state sector
in the whole economy, causing the state to retreat from many sectors the Chinese
economy and leaving much development space for the booming non-state economies;
on the other hand, it caused the state’s assets to concentrate on a number of highly

profitable ‘strategic sectors’ that were important to the whole economy.

Another institution that is fundamental to Chinese political economy has been
the institution governing China’s central-local intergovernmental relations. Being a
unitary and authoritarian state after 1949, Chinese local government at provincial level
is the major subnational agency of the central government under the top party-state

leadership. Since 1949, a personnel-fiscal two-dimensional intergovernmental

2 In the mid-1990s, the Chinese leadership headed by Jiang Zemin and Zhu Rongji decided to retain
ownership of 500 to 1,000 large SOEs and let the rest go. See Garnaut et al., (2006).
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institution has been established in China. During the decentralised reforms from the late
1970s, local government mainly at the provincial level was granted much political and
fiscal autonomy to initiate reforms and develop the local economy. However, the
decentralised reform strategy caused China serious problems in the late 1980s and early
1990s with an over-heated economy and political chaos. As the Jiang-Zhu leadership
was installed, to restore political and economic stability by reforming the central-local
intergovernmental relation became an urgent task. On the political side, the party-state
centre tightened control over local cadre and official evaluation & promotion system;
on the economic side, by introducing a tax-centred fiscal reform from 1994, the central
government began to control the majority of state revenue to steer the macro-economy,
and significantly remodified the local government’s relationship with the industrial
sector (Tao and Yang 2009). The state sector of the economy kept declining, which in

turn facilitated non-state economies such as the private sector and foreign firms.

Largely as a result of the two reforms that systematically rearranged some of the
most fundamental institutions of political-economic development, China was able to
achieve hyper-growth with unprecedented political stability in the decade 1992-2002 in
spite of external shocks such as the Asian Financial Crisis. The country’s GDP growth
averaged 8.9%. Since the re-launch of reform in 1992 till the 1997 Asian Financial
Crisis, China’s annual GDP growth averaged a staggering 12.1%. Even during the
Asian financial crisis, China’s growth dwarfed the world’s major economies with the
average of 7.6% between 1997 and 2001 (NBS 2009). In an article published in
People’s Daily in 2006, Vice-Premier Zeng Peiyan, who was in charge of China’s
urban economic development, hailed the Jiang-Zhu leadership’s major contribution to
China to lead the country to realise the dual-target of doubling total GDP and GDP per
capita based on the 1980 level (Zeng August 20, 2006).

3.2.2 Passing-on Ideational Innovation: the ‘Three Represents’

The Jiang-Zhu leadership also carried on ideational innovation to legitimise their
reform course in the 1990s and early 2000s. Under the Jiang-Zhu leadership, the
institutional reforms and the hyper-growth created a mixed economy that significantly

changed China’s socio-economic structure. China started to become a more pluralistic
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society, with an emerging middle class made up of a growing group of elite
entrepreneurs. The third generation of party-state leadership sensed an increasing
tension between such reality and the CPC’s communist/socialist nature. Following the
‘ideational pragmatism’ convention set by Deng Xiaoping, Jiang and his advisors
developed a “Three Represents” concept to adapt to the emerging non-State social-
economic dynamics after two decades of economic reforms. The formal statement,
made by Jiang at the 16th CPC Congress in 2002, stipulated that the CPC is
representative of advanced social productive forces, advanced culture, and the interests
of the overwhelming majority. It aims to update the Communist Party from its old
image of a vanguard of the proletariat, to an all-inclusive party with the pragmatic
objective of economic development and national rejuvenation (Shambaugh 2008).
Consequently, the “Three Represents” was written into the CPC constitution at the 16th
Party Congress in 2002 and into the state constitution by amendment at the 10th NPC
in 2004.

Although Jiang’s ‘ideational innovation’ has been criticised as a political legacy
project with the main purpose being to equate himself with former leaders Mao Zedong
and Deng Xiaoping, the official endorsement of “Three Represents” profoundly
influenced Chinese politics by reaffirming the legitimacy and effectiveness of the party-
state leadership’s ideational innovation. With the demise of communist ideology and
the passing away of charismatic strong men such Mao and Deng, following generations
of the CPC leadership have had to increasingly rely on theorisation and ideational
innovation to adapt the CPC to changing social-economic environments, and to produce
a coherent and overarching reform agenda to manage China’s transformation,

especially in the face of daunting challenges from within and without.

In sum, with Deng’s ideational innovation that helped the Chinese party-state to
break Mao’s ideological constraints and set an overarching reform objective, the Jiang-
Zhu leadership further developed an institutional reform agenda and carried on the
CPC’s ideational innovation course. When Hu Jintao stepped up as the core of the
fourth generation leadership in 2002, the CPC had largely been transformed from a
‘revolutionary party’ with Communist ideology to a ruling party with a pragmatic

ideational system of reform and development.
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3.3 Scientific Development: Hu-Wen Leadership’s Updated
Strategy in the 2000s

With the institutionalisation of the party-state leadership and the ideational innovation
convention started from Deng and passed down on by Jiang, the fourth generation
leaders were able to develop rather coherent reform ideas at an early stage of their
tenure to guide both China’s overall transition and specific social-economic
policymaking during 2003-2012. The Hu Jintao—Wen Jiabao leadership’s ideational
system was characterised by the core concept of “Scientific Development” (kexue

fazhan).

3.3.1 Hu-Wen'’s Scientific Development Outlook in the 2000s

Reaching ‘Harmonious Society’ through ‘Scientific Development’

Hu and his colleagues’ ideational innovation targets reorient China’s reform path from
a largely single-minded ‘reform-to-growth’ model to a ‘Scientific Development’ path
emphasising “comprehensive, coordinated and sustainable” development (Chen 2011;
Shambaugh 2008). In the early 2000s, after a decade of rapid growth under Jiang-Zhu
leadership, the single-minded pursuit of economic growth and an achievement-based
legitimacy began to be viewed as deficient in their moral and philosophical foundation,
being overshadowed by social and economic problems including social injustice,
regional disparities, and emerging environmental problems. The fourth generation
leadership quickly realised that efficiency without equity was unsustainable. But in
theory, instead of emulating a western model of a welfare state, they turned to a
traditional Confucian idea of a Datong society with, social harmony as the defining
characteristic (Guo 2013, pp.107-108).

Hu-Wen’s “Harmonious Society” (hexie shehui) concept marks a shift away
from the growth-at-all costs agenda of the Jiang-Zhu era (Shambaugh 2008). Hu’s
vision of a Socialist Harmonious Society first appeared at the 4th Plenary Session of the
16th Party Congress in September 2004 as one of the five aspects indicating the CPC’s
overall governing capacity. In 2005, Hu Jintao expounded upon this concept in a speech
delivered to the Central Party College. The 17th Party Congress quickly elevated this

new concept and added this new tenet into the CPC’s constitution in 2007. Nevertheless,
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some developments in the second half of the Hu-Wen administration 2007-2012
revealed a subtle waning of the concept in the Party and government policy discourse.
The formal concept of Socialist Harmonious Society (shehui zhuyi hexie shehui) was
systematically removed from the 12th FYP National Guideline and replaced by a rather
common term of “social harmony” (shehui hexie), which is in stark contrast with the
2006 11th FYP guideline that dedicated the whole social policy chapter to elaborate the
concept (NPC 2006; NPC 2011). Also, although the 17th Party Congress had already
adopted the “Socialist Harmonious Society” and incorporated it into the Party
constitution, it was only put as one of the CPC’s five governing goals (Hu October 15,
2007; CPC News October 21, 2007). In contrast, it is the ‘means’ to achieve the
harmonious society — the “Scientific Development Outlook™ (kexue fazhan guan) that
was elevated in parallel with Mao Zedong Thought, Deng Xiaoping Theory and Jiang’s
“Three Represents” in the Party Constitution amendment on the 18th Party Congress in

2012 (Hu November 18, 2012).

Such a change indicates, as an admirable but a relatively distant idea from
China’s reality, that the Socialist Harmonious Society concept is difficult to be
achieved in short-to-medium term that can enshrine the Hu-Wen leadership along with
their predecessors in the party and state history. Instead, as a more tangible and
substantial economic development strategy, the Scientific Development Outlook

eventually prevailed to become the cornerstone of Hu-Wen’s ideational system.

The Prevailing of Scientific Development

The Scientific Development Outlook was raised by Hu at the very beginning of
his tenure in 2003. Hu first stated his view on ‘comprehensive development’. Later in
the year, Hu further elaborated his theory on differentiating ‘development’ and ‘growth’
by putting forward a “comprehensive, coordinated and sustainable” (quanmian Xxietiao

kechixu) development model. Hu stressed that,

We acknowledge that ‘development’ is the absolute priority of our Party’s
governance, but here ‘development’ is by no means limited to economic

growth, it means whilst taking the economic construction as our central task,
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we must strive to achieve comprehensive development on the basis of

growth (Party Literature Research Center 2005, p. 396).

In October 2003, Hu defined Scientific Development as representing a
“comprehensive, coordinated and sustainable” development model (quanmian Xietiao
kechixu) at the Third Plenary Session of 16th Party Congress (Party Literature Research
Center 2006, pp.60-61). With the Politburo’s formal endorsement of the “Scientific
Development Concept” at the end of 2003, Hu Jintao and Premier Wen Jiabao, along
with the party’s research institutions such as the Central Party College, systematically
elaborated the Scientific Development concept in the following two years. Hu
crystalized his perception of China’s development problems and the alternative
‘scientific development’ in the early 2000s by making a series of important speeches

(Party Literature Research Center 2006).

Hu and his colleagues theorise The Scientific Development Outlook as an
economic engineering programme to manage the growing structural problem, which is
summarised by Hu and Wen as an “unbalanced, uncoordinated and unsustainable”
development path (Hu 2005, p.483). Such a growth model is believed predominately
embedded in the conventional path of achieving growth by expanding scale of
production, especially in the resource-energy-intensive heavy manufacturing industries,
which is argued to be inherently against China’s long term development interest during
its transformation (Party Literature Research Center 2006, p.310). To transform such
‘growth by quantity path’ to a more efficient ‘growth by quality’ one requires an
alternative development model. According to Hu and Wen, a key method to achieve the
development model shift is to improve overall economic efficiency through structural
adjustment. For instance, at a CPC Central Committee’s Conference in 2005, Hu
stressed that the economic structure issue is one of the biggest problems facing China’s
development at this stage. The Chinese state would suffer heavy and unrecoverable
losses to allow the economy to continue growing rapidly with a distorted structure
where the low-efficient and highly-polluting industries contribute a major share of

growth. Hu commented that “the fundamental solution would be profound adjustment

67



to the existing economic structure by fully adopting the ‘Scientific Development
Outlook’, and to transfer to a new model of economic development” (Hu March 12,
2005). Later, on various occasions before and during the drafting of the 11th FYP in
2005-06, Hu and Wen put economic structure adjustment as a central idea of the

Scientific Development Concept (Party Literature Research Center 2006).

3.3.2 Scientific Development: Development Model and Economic
Structure

Some core ideas of the Scientific Development Outlook, such as the stress on economic
structure and efficiency, had actually appeared since the commencement of China’s
transformation in the early 1980s. But the difference made by Hu and Wen was that
they structure those ideas into a coherent and clearly-articulated ideational system and

actually used the system to guide China’s economic policymaking during their tenure.

From growth to development: altering China’s development model

The Party-state leadership’s concern about China’s development model first
emerged in the emphasis on industrial efficiency during the sixth and seventh FYPs
(1981-1990). In the 1980s, the Chinese economy was predominately state-owned and
was characterised by the large share of heavy industries such as mining, metallurgy,
and chemicals. To cope with the rampant resource waste that plagued the SOEs’
operation at the time, the sixth FYP was made with a central objective of promoting the
efficiency of SOEs by upgrading industrial technology and improving management
mechanism, which is also a part of early industrial reform experiment. Premier Zhao
Ziyang suggested in 1985 that ‘energy consumption for per unit of industrial product’
should be adopted as a key economic indicator to assess SOEs’ industrial efficiency
(Zhao 1982; Zhao 1985). In 1995, Premier Li Peng framed industrial efficiency
improvement as the primary means to “transform [China’s] economic growth from a
mass production-based model (cufang xing) to a conservation-oriented model (jiyue
xing)” (Li 1995). In 2000, Zhu Rongji also raised the issue of “improving economic

efficiency through strategic adjustment of economic structure”. He argued that the
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Party central’s vision of ‘strategic adjustment of economic structure’ was to upgrade
the quality of three economic sectors (primary/agricultural sector, secondary/industrial
sector, and tertiary/service sector) with a focus on optimising the industrial structure by
reducing the share of resource-intensive industries and promoting the share of

technology-intensive industries (Zhu 2000).

Nevertheless, the previous conceptualisations were either shattered by political
instability in the late 1980s or marginalised by ‘reform-to-growth’ in the 1990s. The
economic structure adjustment ambition was largely only an ideal picture of China’s
optimal development model, with the daunting task of domestic institutional reforms

and the challenge from external shocks such as the Asian Financial Crisis 1997-1998.

Unlike the previous leaderships, the Hu-Wen leadership took the structural
challenges seriously from the early 2000s by theorising and integrating the Scientific
Development Outlook into policy making. An assessment of the economic policy
guidelines, macro-economic objectives and specific policy priorities set by the Annual
Central Economic Working Conference (ACEWC) (zhongyang jingji gongzuo huiyi)
clearly demonstrates China’s evolving priorities of overall economic policy from 1993
to 2012.3° As showed in Table 1 on the next page, Hu-Wen’s “Scientific Development
Outlook” provided a distinctive revision and departure from Jiang-Zhu’s reform-to-
growth agenda. Through the intense ideational innovation efforts at the first three years
of their tenure, Hu and Wen successfully reoriented China’s economic policy agenda
from ‘growth’ to ‘development’. By 2005 when the 11th FYP was drafted, the
Scientific Development Outlook had grown to become a fully-fledged ideational

system to guide policymaking in the following decade.

% The ACEWC is China’s highest level of annual economic policy working conference. It has been
jointly sponsored by the CPC Central Committee and the State Council in December of every year since
1992. According to the People’s Daily website, the central objective of this event is to summarize the
past year’s economic work and to plan the central government’s work in the coming year based on the
economic policy in the current FYP and the changing domestic and international economic situations.
See People's Daily (2012).

69



Table 1 Overview of China’s Macro-Economic Objectives 1993-2011

Year Leadership | Economic Policy Macro-economic Annual Policy Priorities
Guideline objectives
1993 Jiang-Zhu | Socialist Market Reforming Fiscal and financial system
. reform

1994 Economy economic Deepening SOE reform

1995 Transition institutions;

1996 Rapid & healthy

(9th FYP) economic growth

1997 SOE reform: grasping the large

1998 and letting go the small

1999

2000

2001 SOE reform: building large SOE

(10th FYP) groups
2002 Leadership Economic Structural Adjustment
Transition
2003 Hu-Wen Scientific Economic structural | Strengthening  macro-economy
. management capacity; Resource
Development | adjustment; growth | anq energy conservation
model transition;

2004 industrial efficiency

2005 improvement Resource and energy conservation
as primary means of economic

2006 structure adjustment; Improving

(11th FYP) the social welfare system

2007 To avoid economic overheat;
Energy conservation, emission
reduction through energy
efficiency improvement (jieneng
jianpai)

2008 Pro-active fiscal and financial
policy to stimulate domestic
demand; To control industrial
overcapacity and GHG emission
by energy efficiency
improvement

2009 To improve institutional
arrangements for effective

2010 economic structural adjustment

2011

(12th FYP)

Data Source: People’s Daily (2012)
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The focus of economic structure and the role of energy efficiency

In the Scientific Development concept that aims to adjust the economic
structure, energy efficiency is regarded as a key indicator. As analysed in Chapter Two,
one of the most striking characteristics of the Chinese economy in the early 2000s was
the weight of energy-intensive heavy industries, which consume large amounts of
energy and raw material but contributed only limited added-value compared to other
sectors such as the light industries, high-technology-based manufacturing and service
industries. Between 2000 and 2004, industrial output accounted for 62 percent of
China’s annual GDP growth. In contrast, the service sector contributed 30 percent and
agriculture only 8 percent (NBS 2005). As many scholars have discovered, although the
absolute industrial energy intensity in China has kept declining since the early 1980s,
the whole Chinese economy was increasingly shifting away from light industries such
as garment manufacturing, towards heavy industries such as metallurgy, making the
whole economy less efficient in terms of resource and energy use per unit of GDP
created (Andrews-Speed 2009; Price and Wang 2007; Rosen and Houser 2007; Zhao et
al. 2010).

Under such circumstances, whether the Hu-Wen administration could transfer
the Scientific Development Outlook into substantial policies to effectively govern
China’s energy efficiency became a major test of their leadership. As Ma Kai, the
founding Director of the State Council’s NDRC, stressed, “energy efficiency and GHG
emission reduction (jieneng jianpai) becomes the breaking point to adjust economic
structure and to alter the economic growth model” (Xinhua News Agency December 14,

2006).

3.4 Turning Ideas into FYPs - Evolving Policymaking Actors
and Process at the National Level

From the beginning of China’s ‘deep reform’ in the 1990s to the present day of 2010s,
walking hand in hand with the Party-State leadership’s ideational innovations has been
their growing capability to integrate ideational systems into China’s socio-economic
policymaking, especially the Five Year-Plan/Programme. China’s economic reform and

development policymaking has been increasingly guided and coordinated by the top
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party-state leadership. This has been achieved mainly through adjustments on two
aspects of China’s policymaking at the national level: streamlining of central
government policy bureaucracies, and top leadership’s effective control over policy
agenda setting.

3.4.1 Streamlining Central Government Policy Bureaucracies

As a highly centralised country with vast territory and the world’s largest population,
the central government has played a crucial role in state building and governance since
the imperial dynasties and republic era. As the PRC was founded in 1949, the building
of a massive and complicated central government went hand in hand with the
establishment of a Soviet style centrally-planned economy. Although in the Maoist era,
most central state and party bureaucracies were systematically paralysed and abolished
during the Great Leap Forward and the later Cultural Revolution, they were restored
quickly when the economy recovered under Deng’s leadership. The number of
government agencies reached its peak in China by the end of 1981. There were a total
of 100 agencies at the central government. These included 52 ministries and 43
ministry or bureau ranked agencies directly attached to the State Council (Burns and
Zhou 2010, p.4). During the early reform era of the 1980s and early 1990s, the national
policymaking problems caused by incongruence between a complicated bureaucracy
structure and an increasingly market-based economy was accurately captured by a
group of China scholars to develop the classic “fragmented authoritarianism” [FA]

model of Chinese policymaking.

In order to keep pace with the changing socio-economic reality and to improve
the effectiveness and efficiency of governance, past generations of Chinese leadership
have initiated several rounds of central government restructuring to streamline the
massive central government bureaucracies and to reform their functions from business-
owner and industry-administrator to market regulator and macro-economic controller.
From the early 1980s to the mid-1990s, there were three rounds of central government
restructuring, which took place in 1982, 1988 and 1993. However, the restructuring

only produced a “trapped cycle” that saw the State Council departments go back to
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their original scale not long after each restructure (Kong 2005). For example, in the five
years from 1993 to 1998, the State Council departments (guowuyuan gongzuo bumen,
including ministries and sub-ministerial ranked departments that directly report to the
State Council) grew quickly from 59 to 72; the number of central government
employees exceeded that of the pre-1993 reform. This is largely because of the
persistence of economic planning and industrial administration functions of the State
Council’s commissions and ministries. As long as economic commissions and
industrial ‘line ministries’ still directly oversee a large number of SOEs, real
streamlining is difficult to be achieved. However, when Zhu Rongji became Premier in
1998, real change began to take place in the central government. Thanks to the socialist
market economy objective and the subsequent ‘grasping the large and letting go the
small’ themed SOE reform, hundreds of large SOEs that used to be managed by the
State Council’s commissions and ministries were either delegated to local government
or privatised (see Chapter 4 for details). Such divestiture of industrial administration
functions from central government bureaucracies paved the way for a new round of

streamlining in 1998.

Zhu Rongji’s restructuring programme in 1998 aimed to transition the Chinese
central government’s function from commanding and administration to macro-
economic governance. Zhu reduced the number of central government ministries from
40 to 29 and total state council departments from 72 to 53, with staff size trimmed by
nearly half. The heaviest axe of the restructuring fell on the industrial line ministries
that had been the backbone of the planning system (Yang 2004, p.37). Many industrial
ministries, especially those concerned with energy and heavy manufacturing that used
to oversee a large number of SOEs and controlled the bulk of the Chinese economy,
were abolished, downgraded or corporatized into SOEs. For example, the Ministry of
Electric Power surrendered its regulatory powers to the State Development Planning
Commission and became the State Power Corporation. The Ministries of Coal Industry,
Machine Building, Metallurgical Industry, Internal Trade, and Forestry, as well as the
National Councils of Light Industry and Textile Industry, were streamlined and

downgraded to become state bureaus (guojia ju, sub-ministerial state council
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department) under the supervision of the State Economic and Trade Commission
(SETC) in 1998. By early 2001, eight of these state administrations under the SETC
had been completed abolished, with their functions absorbed into SETC (Yang 2004,
p.37). Streamlining and downsizing also occurred within the remaining ministries, and
the number of internal departments in ministries decreased by more than 200. Much of
the streamlining and reintegration was aimed at promoting the unity of administrative
authority and curbing the bureaucratic fragmentation that China scholars have long

noted (Zhang 2004, p.102).

As many State Council departments lost their independent turfs in the 1998
reforms, the bureaucratic line-up of the Chinese government became much like those
found in other East Asian economies. The State Planning Commission, renamed as the
State Development Planning Commission (SDPC), retained its functions in heavily
regulated areas such as energy and grain but shifted its main duty to that of forecasting
the medium and long-term macro-economy situation. Much of the day-to-day
macroeconomic steering, including industrial policy implementation and regulation of
investments in technical renovation projects, was housed in the powerful State SETC.
The SETC and SDPC were joined by the Ministry of Finance and the People’s Bank of
China as the central institutions of economic governance (Yang 2004, p.40). This
bureaucratic line-up was matched by the transformation in economic philosophy
marked by the “socialist market economy” idea. As the State Councillor Luo Gan
enunciated in his report to the National People’s Congress on the 1998 restructure, the
main duties of government agencies such as the SETC and SDPC should be focused on
maintaining macro-economic balance, curbing inflation, and optimising the economic

structure, instead of economic planning and commanding (Yang 2004, p.41).

In spring 2003, with Wen Jiaobao succeeding Zhu Rongji as the State Premier,
Wen announced a new round of streamlining. Again the bulk of the changes were about
economic policy bureaucracies. Building on the 1998 reform plan and the reforms that
had been taken from 1998 to 2002, the 2003 plan was more about rationalising and fine

tuning than about downsizing (Yang 2004, p.61). The focus of the 2003 restructure was

74



to reduce institutional conflicts of interests, blurred responsibilities, and to improve
bureaucratic coherence. The most significant part of the 2003 restructure was the
dismemberment of the once powerful SETC, and the subsequently strengthened SDPC
(later adapted into the National Development and Reform Commission, NDRC). In the
2003 restructure, the SETC’s industrial policy and regulatory functions were handed
over to the NDRC, and its domestic trade regulatory function was incorporated into the
Ministry of Foreign Trade and Economic Cooperation (MOFTEC) to build a new
Ministry of Commerce (MOC). Meanwhile, the remnant of the former State Economic
System Reform Commission (SESRC), which had in 1998 been downgraded to a
modest office under the State Council, was merged into the NDRC, making China’s
economic transition an integral part of macroeconomic policymaking and
implementation (Yang 2004, p.62). The disappearance of the SETC and the takeover of
its economic policymaking functions by the NDRC made the latter a powerful
department, much like Japan’s MITI (now METI), playing an important role in

promoting the coherence of national economic policymaking and implementation.

Besides streamlining and fine tuning, the 2003 restructure also marks the rise of
another powerful economic bureaucracy — the State Assets Supervision and
Administration Commission (SASAC). While most of the SETC power transferred to
NDRC, the state enterprises owned by the SETC were transferred to SASAC. The
SASAC is ministerial-ranked and it reports directly to the State Premier. As a massive
institutional device to ‘own’ and govern a group of elite central government-owned
enterprises (yangqi), which are the largest and most profitable among China’s
thousands of SOEs, SASAC became a powerful instrument to strengthen the top
leadership’s control over state-owned industrial sectors. Also merged into the SASAC
were a part of the Ministry of Finance that acted as de facto equity owner and had
power to register and approve equity transactions, such as mergers, as well as the
former Central Enterprise Work Committee, which oversaw the appointment of top
managers and supervisory boards in large central SOEs (Yang 2004; Naughton 2008).
Hence, with the SASAC looking after the yangqi fleet, the NDRC became more even-
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handed in its policymaking and regulatory functions and its capacity to formulate

policies and strategies with the entire economy in mind.

The 2003 restructure was followed by two smaller scale restructures in 2008
and 2013, seeking to consolidate the result of the 2003 restructure. As a result, the
Chinese central government in the 2000s has largely been changed from a ‘bureaucratic
labyrinth’ (Lieberthal and Oksenberg 1988), comprised by a large number of equally-
ranked economic planning bureaucracies with often overlapping responsibilities and
conflict of interests, into a set of increasingly well-coordinated ‘hierarchical’ policy
institutions. As Bell and Feng (2013, p.115) find, “the horizontal bargaining that
characterised the fragmented authoritarianism has been declining and a hierarchical
policy system emerged in Chinese central government in the 2000s”. Behind the rounds
of central government restructuring has been the growing power of the top party-state
leadership. Unlike the assumption of a passive, re-active leadership in the bureaucratic
politics model, the new generation of top leadership plays a vital role in this new
hierarchical structure of policymaking by asserting their ideational system to guide and

coordinate the state’s major socio-economic policymaking in the 2000s.

3.4.2 Top Party-State Leadership’s Increasing Control over
Policymaking

Along with the consolidation of governance authority structure came an improved
policymaking process, which enabled the party-state leadership to transfer their
ideational innovations into substantive socio-economic policies. According to the
classic FA theory of Chinese politics, the top leadership was preoccupied with
administrative and policy disputes among central government policy bureaucracies. The
role of top leadership was more of passive dispute arbitrator and policy broker than
decision-maker (Lieberthal and Oksenberg 1988). Indeed, during the planned economy
era and at an early stage of reform in the 1980s, policy decision-making tended to be
plagued by delays and inefficiency, while the agenda of top party-state leaders was
overloaded with what would have been trivial matters in a market-based economy
(Yang 2004, p.29). Streamlining of central policy bureaucracies in the late 1990s and
early 2000s significantly changed central government policy structures and processes.
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The top leadership was able to tighten its grip on the national economic policy agenda
setting and effectively turn their ideas into systematic and substantial economic policies.
As Naughton (2005) notes, the making of the 11th FYP started to feature “a controlled
consultation process” under the Hu-Wen leadership, so that .. .the authoritarian aspects

of the system are stronger today than they were in the 1980s.”

Policymaking in the 1980s and 1990s

As the most important socio-economic policy system of contemporary China,
the making of the FYP has long been characterised by intense bargaining between a
variety of political actors, including formal policymakers such as party Politburo
members, ministers, and key stakeholders, such as top managers from major SOEs. As
Saich (2004, p.76) notes, “the fixing of FYPs are always times of tense debate in China.
Once a document that will dictate policy for the coming five years has to be written
down, it becomes more difficult to paper over the cracks within the government.”
Influential Chinese scholars like Yan Yilong, Wang Shaoguang and Hu Angang
demonstrate how the national policymaking model has experienced several different
models between the 1950s and 1990s (Yan et al. 2013). During the 1960s and 1970s,
decision making on the development priorities and targets of the second, third and
Fourth FYPs, from 1958 to 1975, were largely subject to Mao’s personal preferences
under a “Dictatorial Decision Making Model”. This model was largely responsible for
the economic disasters of the Great Leap Forward and later the economic chaos caused
by the Cultural Revolution (Yan et al. 2013). When Deng gradually took over the
leadership from Mao’s hand-picked successor Hua Guofeng in the late 1970s, national
economic policymaking was largely restored to an “Intra-Government Collective
Consultation Model”, similar to the first FYP in 1953. Under such a model,
policymaking was heavily influenced by planning agencies and a large number of

ministries.

From the 7th FYP made in 1985/1986 — the first Five-Year Plan made in the
reform era — to the 9th FYP made in 1995/1996, each FYP was largely made under an
Intra-Government Collective Consultation Model similar to the core tenets summarised
by the FA theory. According to the State Planning Commission’s FYP drafting
guideline published in 1991, the drafting of national FYP was primarily coordinated by
the State Planning Commission under the State Council. Due to the fragmentation of
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economic governance and regulatory power, the SPC had to rely on other central
planning agencies such as SETC, and a large number of central line ministries or state
council departments to formulate specific plans and targets within their own areas of
economic governance (Li 1991). Prior to the drafting of a National FYP Guideline, the
SPC will publish the basic guidelines and macro-economic targets for the next five
years to let industrial line ministries and provincial governments to assess and comment.
Once receiving feedback, the SPC would process these data and work towards drafting
a comprehensive national FYP. During the drafting process, the SPC will repeatedly
“consult and negotiate with due departments and local governments” (Li 1991, p.37) to
reach consensus between the leadership’s ideas, the specific industrial/regional plans
and targets proposed by a variety of different departments and provinces, as well as the
macro-economic targets set by the SPC itself. Once consensus was reached and a FYP
draft completed, the SPC will submit the draft to the State Council for review. Then the
State Council Premier will introduce the draft to the CPC Central Committee at its
plenary session at the end of the year to formulate the CPC central’s “suggestions” and
bring the revised draft to the next year’s NPC session for approval (Li 1991, p.37).
Once approved, the FYP draft becomes national policy to be implemented by ministries,

SOEs and local governments in the next five years.3!

Although in formal policy process the top leadership holds the power to review
and revise the draft, such power was rarely used to significantly influence the FYP
making process in the 1980s and early 1990s, largely due to the lack of an overarching
reform objective and strategy as well as the absence of independent ‘in-house’ policy
research institutes that could directly advise the top leadership without being subject to
bureaucratic interests and bias. Under the planned economy, policy research institutes
were mostly housed in central government policy bureaucracies, and largely made
policy proposals based on the interests of their home bureaucracy. National level
macro-economic research institutes existed only in planning agencies such as SPC and
SETC, but with only limited research capacity (Zhu 2013). In 1992-1993, the SDPC
was comprised of 32 departments; among them were only 8 research institutes, with

limited staff specialised in areas such as macro-economy, investment, energy,

31 For detailed analyses on China’s FYP making process in the 1980s and 1990s, see Song and Li (1991)
and Li (1991).

78



transportation, and land resources (Xinhua News Agency 1992). In such circumstances,
the fragmented authority structure and consensus building policy process made the

FYPs little more than the sum of various bureaucratic and departmental interests.

Policymaking in the 2000s

The large central government restructurings in 1998 and 2002, and the
improved policy process that characterised the making of the 11th and 12th FYPs in
2005/2006 and 2010/2011, meant that the national economic policymaking process was
significantly changed to allow for increasing influence of the top leadership over both
the general policy agenda and the setting of specific economic policies. Chapter 48 of
the 11th FYP guideline, published in 2006, specifically promulgates the FYP making
process, marking the formal establishment of China’s hierarchical policymaking

structure at the national level (NPC 2006).

According to Chapter 48 of the 11th National FYP Guideline, the new National
FYP Guideline process is comprised of six stages, with party-state leadership playing a
decisive role in setting the national policy agenda and policy priorities in key areas of
reforms and development. The first step is a mid-term review on the implementation of
the previous FYP. The NDRC authorises research institutes such as Centre for China
Studies of Tsinghua University, the Development Research Centre (DRC) of the State
Council and the World Bank Office in Beijing to conduct the review. Following the
mid-term review of the previous FYP, the NDRC identified key areas and issues to be
researched in-depth before drafting the next FYP. The organizations and experts
involved in the research were selected through a bidding process by calling for tenders
organised by the NDRC. For example, as many as 56 research institutes won the
bidding for key policy research in dozens of areas of the 11th FYP in 2003 (NDRC
December 2, 2003). In 2008, the scale of policy research for the making of the 12th
FYP doubled to more than a hundred external research institutes (Hu March 6, 2011).
Based on reports produced by those institutes, the NDRC then works to create the first
draft of a ‘basic policy initiatives’ (jiben silu), which is submitted directly to the CPC
Central Committee and the State Council. The Politburo Standing Committee will then
deliberate to determine the policy priorities over the next five years. A FYP Drafting

Small Group, headed by the State Council Premier and including members from the
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State Council's Development Research Centre (DRC) and the NDRC, works to create a
formal policy ‘outline’ (#i‘gang) based on the leadership’s decisions and to formulate a
‘draft of policy recommendations’ (jianyi gao). During the annual CPC plenum
meeting prior to the next General Assembly of the National People’s Congress (NPC),
the CPC Central Committee will issue a formal document titled “The CPC Centre’s
Policy Recommendations to the Making of Five Year Programme”, presented by the
State Council Premier, who is also a key member of the Politburo Standing Committee.
During the Party plenum, the draft was discussed further and more opinions for revision
were collected from senior Party officials. The feedback is then passed on to the NDRC
to produce a final draft of the National FYP Guideline. The State Premier will then
introduce the final draft on behalf of the State Council to the 3000-plus representatives
at the NPC’s General Assembly held every five years. Once the final draft is approved
(usually with only minor revisions) by voting in the General Assembly, it is officially
titted as The National Five-Year Programme Guideline of Socio-Economic
Development and becomes a national policy (Hu March 6, 2011; Moffat July 10, 2014;
NPC 2006).

The highlight of this new policymaking process is the greater influence of the
party-state leadership on policy agenda setting, with the assistance of in-house research
institutes like the DRC, and the bureaucratic champions like the NDRC which emerged
out of the central government restructurings. During the making of the 11th and 12th
FYPs, the Hu-Wen leadership took advantage of their power to suggest and revise the
FYP drafts to systematically integrate the Scientific Development Outlook into the
FYPs and China’s annual macro-economic policy agenda setting on the ACEWCs (see
Table 1 on page 70 and Table 2 on the following page). Meanwhile, with the assistance
of both in-house and external independent research institutes, the party-state leadership
is able to advance their preferred policy priorities from the beginning of the FYP
drafting process and to oversee those targets to be operationalised by research institutes.
In other words, the party-state leadership is now capable of controlling both the overall
policy agenda setting and the formulation of substantive policies, especially in key

areas of economic policy such as energy policy.
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Table 2 Formulation and Implementation of Energy Efficiency Target
Responsibility System in the 11th FYP

Time Line Policy Actor Policy Document Objective/Measure
2005 Oct  CPC Central Committee The CPC Centre’s Policy To cut energy intensity
Recommendations to the 11th FYP by 20% by 2010

2005 Dec  State Council; NDRG; Proposal on Establishing Energy Operationalization of
DRC; external research  Intensity Evaluation System national energy
institutes intensity target

2006 Mar  State Council; NPC The 11t National FYP Guideline Formal adoption of the
General Assembly 20% energy intensity

target

2006 July  NDRC (authorized by Signing Energy Efficiency Agreement Decentralized policy

State Council) with China’s 30 provincial implementation at local
governments & 14 centrally-owned government and major
enterprises yangqi

Adapted from Ma et al. (2012, p4)

Chapter Summary

Differing from the exogenous view under the Rational Policymaking Model and the
static view with a Bureaucratic Politics Model, this chapter finds that China’s
policymaking in the late 1990s and 2000s has been characterised by the top party-state
leadership’s tightening control over central government policy bureaucracies to
advance their ideational systems of reform and development. On the one hand,
ideational systems developed by the top party-state leadership have been increasingly
important to define key national policy objectives and priorities. On the other hand,
core ideas in the two ideational systems developed by the recent generations of
leadership have differed markedly, making China’s ideational-based policymaking a

dynamic process.

These findings provide an important update to China’s policymaking mechanism

and offer new insights to factors and forces that have induced the policy change beyond
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the conventional views. With the ideational dynamism of national policymaking, more
emphasis on energy efficiency is firstly a consequence of the country’s overall
development strategy reorientation. However, as analysed in Chapter Two, what makes
China’s energy policy change special is the move-up of energy efficiency targets over
the energy security concern on the national policy agenda. In other words, while an
updated ideational system could direct more emphasis on energy efficiency targets, it
does not necessarily come at the cost of the de-prioritisation of the energy security
objective, especially at a time when the country’s energy security seems in trouble.
Therefore, it is necessary to further examine both sides of the policy change to capture
the underlying political-economic forces that led to the cross-sectoral policy priority

shift.

In the Historical Institutionalism approach of policy studies, a major way to
account for the dynamics of policy change has been by tracing the asymmetrical power
relations between major policy actors and by examining the impact of long term
institutional legacies for policymaking. In the case of China, when political actors on
the national level monopolize policymaking power and are prone to develop new
ideational systems, there is a strong probability that the specific pattern of policy
change is driven by a mismatch between evolving ideational systems and the
persistence of certain interest-seeking behaviour among political actors embedded in
lower level institutions. Thus, in the following chapters, the study will move on to
investigate the power relations between China’s major energy-based industrial value
chains and major subnational political actors mainly on the provincial level, in order to

examine whether an idea-interest ‘mismatch’ exists.
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Chapter Four: Institutional Reforms and
an Imbalanced Structure of Industrial
Development

This chapter provides analysis of the 1990s institutional reforms under the Jiang-Zhu
leadership and how it crafted an imbalanced structure of industrial development
through shaping asymmetrical state-industry power relations at national and subnational
levels. Section 4.1 examines the State-Owned Enterprise (SOE) as a fundamental
institution to organise China’s industrial economy. This section first provides an
overview of China’s SOE reform with a focus on the “grasping the large and letting go
the small” (zhuada fangxiao) strategy in the mid-1990s and the subsequent creation of a
fleet of centrally-controlled SOEs (yangqi) in some ‘strategic sectors’ of the economy.
The vital role of oil and petrochemical yanggi in China’s “grasping the large” strategy
is a focus. Section 4.2 highlights China’s central-local relations as the other
fundamental institution to organise China’s decentralised economic growth during the
transition era. This section first examines how the reform of the central-local fiscal
system, along with heated political promotion competition, provided incentives and the
imperative to local government to create revenue through local economic growth
following the introduction of the 1994 fiscal reform. Then in Section 4.3, the study
looks into why and how the long term effect of the two reforms in the 1990s produced
the unintended consequence of encouraging and empowering a decentralised heavy-
industrialisation by building local governments’ strong institutional connections to
major coal-based and energy-intensive industries. The chapter overall illustrates how
the differential SOE reform created an imbalanced structure of industrial development
where some national interests were effectively managed by centrally-controlled
industries, but the realisation of other national objectives were significantly hindered by
local governments’ interest-seeking behaviour shaped by the reformed central-local

relations.
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4.1 SOE Reform and Central Government Control over
‘Strategic Sectors’

Studies on China’s state sector reform generally agree that reform on the urban
industrial SOEs since the early 1980s can be divided into two phases based on different
strategies adopted. The first phase of reform from the early 1980s to the mid-1990s.
SOE reform in this phase was characterised by expanding individual enterprise’s
autonomy and the introduction of market mechanisms to improve state sector efficiency.
From the mid-1990s, reform entered a new phase of ‘grasping the large and letting go
the small’. Chinese central government restructured the core assets of its massive SOE
fleet and created an elite group of yangqi (centrally-controlled SOES) in certain areas
that are considered as strategic and highly profitable. The central government could
effectively control these sectors through powerful agencies such as the State Council’s
SASAC.

4.1.1 China’s SOE-based Industrial Sector and Early Reforms

Building industry with SOEs

Following the establishment of the People’s Republic of China (PRC) in 1949, the
Chinese government inherited a war-torn agrarian economy in which 89 percent of the
population resided in rural areas and the industrial sector contributed only 13 percent to
the national income (Lin and Tsai 2004, p.341). With the example of the Soviet
industrialisation and the international embargo and isolation since the 1950s, the clear
choice for the country to safeguard national security was a Soviet-style industrialisation
strategy supported by a highly centralised command economy (or a ‘centrally-planned
economy’). The new communist leadership headed by Mao was determined to
concentrate the country’s limited resources on the heavy-industrial sectors producing
energy, metallurgy, chemicals and machinery (Naughton 2007, p.55). Between the
1950s and 1970s, China pursued a development strategy giving overwhelming priority
to channelling the maximum feasible investment into heavy industries.®? Such industrial

ambition naturally requires an institution of state-owned industrial enterprises as the

32 For example, Li Fuchun, Vice-Premier and head of the State Planning Commission (SPC), stressed in
the report on the first FYP in 1953 that “socialist industrialisation is the primary task of our country in
the transitional period. The key component of socialist industrialisation is to give priority to the
development of heavy industries.” See Lin et al. (2003, p.36).
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basic micro-economic actor to support a command economy and state-led
industrialisation path (Lin and Tsai 2004).

Therefore, from the early 1950s the CPC began to systematically transfer the
country’s private industries into state ownership, initiating the construction of a large
number of new industrial projects. Collectively-owned rural agricultural production
cooperatives and urban handicraft business cooperatives were also established in the
1950s to provide food and capital for the country’s rapid industrialisation. With the aid
from the Soviet Union, the first FYP (1953-1957) focused on the construction of 156
key industrial projects and another 694 important projects, which would lay the
foundation for China’s industrialisation in the following decades (Lin et al. 2003, p.36).
The Chinese economy started to feature total state-ownership in major industrial sectors.
Most SOEs were directly administered by the central government’s economic
commissions and ministries, especially those large enterprises in heavy-industrial
sectors such as defence, energy, metallurgy, heavy-chemical and machinery.3 These
SOEs represented the bulk of the economy in terms of revenue, output and employment.
At the subnational level, the local governments also established and controlled a
considerable number of SOEs. However, these local SOEs tended to be medium or
small-sized enterprises in sectors and industries that were not vital to the whole

economy (Naughton 1995).

The distribution of industrial SOE ownership and administration between the
central government and local government is often referred to as the “tiao-kuai” (line-
block) relations, which determine the fundamental institutional connections between
the government and the industry at national and subnational level. Tiao (line) represents
the central government’s vertical control over SOEs through the State Council’s
economic planning commissions and industrial ministries. Kuai (block) refers to local
governments’ control over SOEs (Tang 1983). China’s industrial institutions during the
planning era were characterised by constant adjustments between the tiao-kuai in

search of equilibrium between central control and local autonomy over the development

3 These SOEs are often referred to as ‘the central state-owned’, or ‘centrally-controlled enterprises’,
zhongyang guoqi, or yanggi in short. Those SOEs owned by the local government down from provincial
level are referred to as the ‘local state-owned’ or ‘the locally-controlled enterprises’, defang guoqi, or
digi in short.
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of China’s industrial economy. 3* Between 1950s and early 1980s, the central
government’s vertical control of major industrial SOEs prevailed most of the time. This
was largely determined by the nature of the centrally-planned economy, in which the
central government maintained control over the general direction of local development
and imposed blanket controls over the whole economy (Naughton 1995, p.43). The
local government had either political incentives or fiscal conditions on the development
of their local industries. For example, as will be analysed later, China’s central-local
intergovernmental fiscal system during the planned economy featured “unified revenue
and unified expenditure™ (tongshou tongzhi). Under such a fiscal system, SOEs were
the main source of state revenue and therefore an integral part of state budgeting.®
Most SOE financing needs were covered by the central government, and profits and

losses were directly included in the central government budget.

After nearly three decades of development, SOEs were at the heart of state-
owned industry institution and the Chinese economy just before China’s reform in the
late 1970s. In 1978, SOEs represented 77 percent of overall industrial production. SOEs
accounted for 76 percent of gross industrial output and 57 percent of industrial
employment. SOEs’ profit remittance was 57. 2 billion RMB, accounting for 50.5% of
total government revenue (OECD 2009; Li and Putterman 2008). From central to
provincial level, government imposed strict personnel and operational control over the
SOEs they respectively supervised. SOEs were assigned responsibility for meeting
specific output targets with an agreed number of employees and payroll, and with
assigned allocations of raw materials, energy, capital goods and other intermediate
inputs from state planning. Individual enterprises and their manager’s performance
were not judged by profitability, but by the capability to fulfil their assigned roles (Li
and Putterman 2008).

34 There were two rounds of SOE decentralisation and delegation during the Great Leap Forward and
Cultural Revolution which saw hundreds of SOEs delegated from central government to local
governments. However, decentralisation-delegations were often followed by SOE re-centralisation due to
the economic chaos created by an over-decentralised and fragmented industrial economy. See Naughton
(1995) and Huang (1996).

3 Due to the negligible role of non-state business, the SOEs’ profit remittance to the government was the
major source of state revenue in the planned economy. Before 1984, Chinese SOEs had to remit all the
profits to the state with no more that 10 percent returned as reward funds. See Chen (2009).
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SOE reforms in the 1980s and early 1990s

At the outset of economic reform in the early 1980s, most Chinese SOEs
functioned as passive agents of the central planning agencies and the industrial line
ministries they subordinated (Jefferson and Rawski 1994). This system was proved to
be inefficient and unsustainable in the late 1970s. SOES’ role as production unit in a
command economy determine its low long-term efficiency compared to market-based
economic actors in the long term. It was a consensus among the second generation of
reformist leadership headed by Deng that urban industrial institutions must be reformed

following the successful experiments on the rural agricultural sector (Lin et al., 2004).

The SOE reform started from expanding enterprise autonomy (Naughton 1995,
p.99). During the famous third Plenum of the 11th Central Committee in 1978, Deng
called for relaxation of the state’s control over SOEs. Between 1979 and 1984, a series
of mandates and regulations were issued by the central government to grant more
autonomy to the SOEs. In 1982, an “industrial production responsibility system” (or
‘industrial production contracting’) that draws on the successful experience of the rural
“household responsibility system” were implemented to cover 80 percent of industrial
SOEs nation-wide. In 1984, at the third plenum of the 12th CPC Central Committee,
the party-state leadership decided to establish a “dual-track pricing” system to further
reform the planned economy towards a market-influenced one. Enterprises were
encouraged to sell above-plan output and to obtain out-of-plan inputs in market-type
transactions at unregulated prices: hence the enterprises’ production decisions would be
responding to market forces (Naughton 1995). In the following decade, the share of
SOEs’ activity based on plan targets and input provision kept declining, and the share
based on autonomous decision making and market prices kept steadily increasing. Also,
in 1983 and 1984, SOEs’ profit remittance to the state was changed to Enterprise
Income Tax (EIT). All of these reforms in the early 1980s helped to grant SOE
managers increasing autonomy to determine the enterprises’ operation and development

strategy (Li and Putterman 2008).

Two factors which emerged in the mid-1990s required further changes to
fundamentally reform the SOE institution rather than introducing limited market
incentives as had previously been the case. The first was the CPC’s adoption of the

Socialist Market Economy objective. The second was the declining profitability and
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growing debts of SOEs. Chinese SOEs were facing increasing financial difficulty from
the late 1980s. The proliferation of more competitive non-state firms, ranging from
rural collective firms to emerging private business and foreign enterprises, brought
intense competition in many industrial sectors. Because of their greater exposure to
market forces, greater flexibility and general hard-budget constraints, the non-state
economy performed significantly better than the majority of SOEs in terms of
profitability and efficiency. In contrast, the majority of SOEs in the early-to-mid 1990s
were struggling to survive with state subsidies (Naughton 2007). For instance, Chinese
SOEs had after-tax profits of 40.2 billion RMB in 1991, but the loss-makers
collectively lost 36.7 billion RMB, making the net profit only 5.3 billion yuan, not
accounting for government subsidies (Tao and Yang 2008). Hence, the huge number of
soft-budget-constrained SOEs became an increasing heavy fiscal burden to the state
(Garnaut et al. 2006).

4.1.2 “Grasping the large” and the Formation of Centrally-Controlled
SOE Fleet

In 1995, the Jiang-Zhu leadership pushed SOE reform forward by adopting a “grasping
the large, let go of the small” (zhuada fangxiao) strategy.>® As analysed in Section Two
of Chapter Three, ‘Grasping the large’ meant that a small number of large-SOES in
industries at the commanding heights of the national economy must be restructured and
controlled by the state.®” ‘Let go of the small’ meant to encourage governments from
the central to local to ‘dispose of” the loss-making SOEs that were not in the vital areas
of the national economy through downward delegation, ownership diversification or

complete privatisation (Garnaut et al. 2006).

As a result of “let go of the small”, between 1995 and 2000 some 82 percent of

a total of 59,410 SOEs nation-wide, which together accounted for about 33 percent of

3 In 1994, the State Economic and Trade Commission (SETC) sent a report titled, "Guanyu gaohuo
xiaoxing guoyou giye de jianyi" (Suggestions on Revitalizing Small State-owned Enterprises), to Vice-
Premier Wu Bangguo, who was in charge of enterprise reforms. In September 1995 the policy was
formally announced by the Central Committee of the Chinese Communist Party in one of its plenaries
and went forward as a suggestion for the 9th FYP (1996-2000). See Garnaut et el. (2005).

37 In the mid-1990s, the Chinese leadership headed by Jiang Zemin and Zhu Rongji decided to retain
ownership of 500 to 1,000 large state firms and ‘let the rest go’. See ibid.
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overall SOE output, underwent systematic restructuring. At the central government
level, up to 2004 a total of 725 centrally-controlled SOEs were delegated to the local
governments, mainly at provincial level. The central government provided a total of
RMB 63 billion Yuan subsidy to relevant local governments to restructure these assets
and dismiss their 1.9 million employees (Qi 2006). At the local government level, more
than 80 percent of state and collective firms at the level of the county or below had
gone through fundamental restructuring, involving direct privatisation in most cases by
the end of 1998 (Li and Putterman 2008). In 1998, industrial SOEs’ output still
accounted for almost half of the whole economy; by the end of the 10th FYP period in
2004, this share was estimated to be only about 30 percent (OECD 2009). Nevertheless,
the ‘let go’ of a great number of loss-making SOEs contributed hugely to alleviating the
state’s fiscal burden, which allows the state, especially the central government, to focus
on a group of well-equipped, well-financed large SOEs in sectors that are highly
profitable and strategic to the whole economy. The result is summarised as “less

ownership, more state control” (Mattlin 2009).

Restructuring centrally-controlled SOEs

In the late 1980s, as the local non-state economy was booming with a
decentralised reform strategy, there were increasing voices within the top party-state
leadership calling for a “national team” of large, centrally-controlled enterprises groups
(these SOEs are often referred to as “yangqi”, the centrally-owned SOES) to strengthen
the influence of the state over the macro-economy. “Grasping the large” strategy was
largely derived from such a call (Nolan 2001; Sutherland 2003). When Hu Yaobang
and Zhao Ziyang were steering China’s reform with Deng’s endorsement in the 1980s,
much emphasis was put upon administrative and fiscal decentralisation to facilitate the
development of medium-and-small sized state or collectively-owned local enterprises.
Such strategy was disputed by some party-state leaders headed by Chen Yun and Li
Peng, who favoured large industrial SOEs in maintaining the socialist nature and
technological advancement of Chinese industry (Eaton 2013). With Hu Yaobang’s fall
and Zhao Ziyang’s purge in the late 1980s, the state sector reform strategy that favours

large SOES began to increasingly appear on the centre’s reform agenda. In 1989 when
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Jiang Zemin was appointed, he announced at the Fourth Plenum of the 13th Party
Congress that: “We must do everything possible to revitalise large and medium-sized
SOEs. They are the backbone and foundation of our socialist economy” (Eaton 2013,
p.67). During the short Jiang Zemin-Li Peng leadership from the early to mid-1990s,

policy experiments were initiated and broadened to support large SOEs’ development.

In 1991, the State Council decided to select a number of 100 SOEs nation-wide
as a pilot project. Each of these enterprises would be brought under the discrete
planning system and given broadened international trade privileges, rights to access
preferential loans and expanded enterprises autonomy. By 1995, a total of 56 SOEs
were selected and put into trial. As ‘grasping the large’ was officially adopted in 1995,
120 enterprises were selected as members of the ‘national team’ by 1997 (NBS October
8, 2002). In the late 1990s, as the Chinese economy was increasing integrated into the
global market and with the accession of the GATT (later WTO) in sight, the large
enterprise strategy was also increasingly reviewed so as to prepare China in the global
market. The Chinese leadership explicitly expressed their admiration of other East
Asian economies’ success in “picking winners” by developing systematic industrial

policy to form large and internationalised enterprise conglomerates (Nolan 2001).

When Zhu Rongji became Premier in 1998, he continued such strategy of
grasping the large with new policies. Instead of only focusing on the most prominent
elite SOEs, Zhu Rongji also set the target of “getting major SOEs out of trouble in three
years” (sannian tuokun) at the 15th CPC National Party Congress, which aimed to bring
a number of 6,599 loss-making medium-to-large SOEs out of debt between 1997 and
2000 (NBS October 8, 2002). Restructuring accelerated from 1998. Strategies were
implemented such as huge layoffs, debt reduction, debt-equity swap, and technology
improvement support (OECD 2009). With the improved central fiscal capability since
the 1994 fiscal reform and banking system reform, both the ‘national team’ strategy and
the ‘three-year’ target achieved success in the early 2000s (Eaton 2013, p.70). By the
end of the 10th FYP in 2005, the state-owned part of the economy was producing solid

profits, with SOE profits multiplying both in absolute terms and relative to the whole
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economy and government revenue. By 2003, the number of industrial yangqi under the
management of the State Council’s SASAC was only 196,% but their proportion of
asset, revenue and total profit represented 52 percent, 51 percent and 64 percent
respectively (OECD 2009).3° The ‘grasp the large’ strategy has disproportionally
benefited the Chinese central government and strengthened the central government’s

control over key areas of the national economy.

SASAC and central government control over yangqi

As a consequence of the “let go of the small” and the central government
restructuring between 1998 and 2003, the central government lost many planning and
commanding tools to directly intervene in the economy for macroeconomic adjustment.
The elite group of yangqi in strategic sectors of the Chinese economy thus became a
key instrument to guide the macroeconomy. However, in the late 1990s, ownership and
management over those yangqi were dispersed among a constellation of central
government departments and a series of the Party’s reform leading groups. As dozens
of economic commissions and industrial line ministries were disbanded in the two
rounds of central government restructuring between 1998 and 2003, how to effectively
manage these elite group of SOEs became a salient issue for the Chinese leadership at
the time. At the 16th Party Congress in November 2002, the party-state leadership set
the goal of reforming the management system for state assets. It was agreed that the
management of yangqi should be put under a unified institutional framework within the
State Council (Jiang November 8, 2002). As a result, the State Council established

SASAC in June 2003 as a key component of the 2003 central government restructuring.

Officially, SASAC is defined as a ministerial rank “special organisation”
reporting directly to the State Council (guowuyuan zhishu teshe jigou). Incidentally,
SASAC is the only organ in this organisational category, which appears to have been

established exclusively for it (Mattlin 2009). According to the State Council’s mandate

38 The number of central SOEs, including their local and overseas subsidiaries, was reported as about
21,000.

39 In 2005, the entire state-owned sector made a net profit of RMB 644.7 billion See NBS (2006).
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to establish SASAC, the State Council itself, on behalf of the Chinese central
government, has the government ownership over individual yangi and authorises its
SASAC to take specific investor and administrative responsibilities over yangqi
(Naughton 2008). In relevant sections of China’s new Company Law which took effect
in January 2006, SASAC is defined as the organisation that wields ultimate power in
matters related to yangqgi. In May 2009, the Law on Enterprise State Assets (qgiye
guoyou zichan fa) came into force, confirming SASAC’s role as the State Council

department designated to handle issues related to state assets (Mattlin 2009).

Upon its establishment in 2003, the State Council SASAC took over the most
elite 196 yangqgi from a variety of State Council departments. According to Li
Rongrong, the founding director of the SASAC, the 196 centrally-owned enterprises
controlled over 90 percent of the state assets in China’s ‘strategic industries’, such as
oil-petrochemical, electric power and defence (Xinhua News Agency August 12, 2010).
Although the SASAC’s responsibilities do not extend to yangqi’s day-to-day operation,
it holds the majority of shares of central SOEs and has executive control over corporate
policy and executive appointment. Its main priority is to ensure efficient company
performance through the control of its board of directors and setting of the company’s
main strategy agenda (Szamosszegi and Kyle 2011). As state asset investor, the
SASAC exercises strategic ownership rights over yanggi’s assets. SOEs’ investment
strategies, financial planning, corporate development and asset and equity management
are ultimately controlled by the SASAC. This includes all transactions involving assets
and liabilities of both parent company and NOC subsidiaries. The SASAC also
exercises regulatory powers over the remuneration allocation, disposal of assets and
restructuring plans regarding mergers and acquisitions. The SOEs could not mobilise
capital, file bankruptcy or issue company bonds without the SASAC’s approval.
Moreover, the defining and registering of property rights, appraising, verifying and
taking stock of state assets and liabilities, together with supervising and managing
property rights trading of NOCs, are also under the supervision of the SASAC
(Naughton 2008; Mattlin 2009).
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One of the most notable jobs that SASAC does to strengthen the central
government guidance over yangqi is to assist the Central Organisational Department of
the CPC (zhongzu bu) to effectively control the appointment and removal of their top
management staff. As Naughton (2007, p.316) observes, the party-state holds tightly on
its appointment power through SASAC and shapes the career paths and incentives of
large state enterprise managers. SASAC has the power to appoint members of boards of
directors and establish procedures for appointing managers. In particular, the Party
Committee of SASAC (guoziwei dangzu) plays a key role in assisting the Central
Organisational Department in managing the promotion and demotion of the Party’s
cadre corps in yangqi, since most of the executives and managers are also senior party
members and retain bureaucratic ranks equivalent to central government officials. Thus
their posts are also on the central nomenklatura list managed by the central Party
Organisational Department (Bradsgaard 2012). The Organisational Department
retained the direct appointment power for the top jobs of 53 of the 196 enterprises
managed by SASAC and has delegated significant appointment power for the
remaining top jobs to the Communist Party Committee within SASAC (Naughton 2007,
p.316; Naughton 2008).

Therefore, this combined ownership and management power effectively makes
SASAC the first central government agency that enjoys such a concentrated power of
SOE governance since the commencement of SOE reform. Although the yangqi have
much more operational autonomy than the SOEs under the command economy, the
strategic and administrative control imposed by SASAC significantly limits their
capacity to pursue business and commercial interests that may be divergent from
national interests. The central government is assured that national interests defined by
the party-state leadership are closely followed by the increasingly wealthy and

influential yangqi groups.

4.1.3 Yangqi as means of Controlling Strategic Sectors
Energy industries as the core of ‘strategic sectors’

From the early 2000s, the Chinese economic policy discourse is full of terms that

denote the importance of the state’s control over enterprises in certain sectors of the
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economy, such as “economic lifeline” (jingji mingmai), “strategic industry” (zhanlue
chanye), “pillar industry” (zhizhu chanye), “key area” (guanjian lingyu) and “backbone
enterprises” (gugan giye). On December 5, 2006, a Guiding Opinion on Promoting the
Adjustment of State-Owned Capital and the Reorganization of State-Owned Enterprises,
drafted by the SASAC, was approved by the Premier (State Council 2006[97]). This
document, together with the comments of SASAC’s leading officials, provides good

ideas of the top party-state leadership’s view on the “strategic sectors”.

In the document, the SASAC specifically named four areas considered
strategically important to the Chinese economy, in which the state has to maintain
absolute control through either sole ownership or an absolute controlling share. The
four areas include industries that concern national security, key infrastructure and
mineral resources, industries that provide important public service and public goods,
and ‘backbone’ large SOEs in the pillar industries and some high-technology industries
(State Council 2006[97]). In an interview with Xinhua News Agency, Li Rongrong
specified that seven sectors are considered strategically important by SASAC, including
oil and petrochemicals, defence, power generation and distribution, coal mining and
processing, aviation and shipping, and telecommunications. The state, especially the
central government, would maintain sole ownership or absolute control over those
strategic industries. Some other industries, such as high-end equipment manufacturing,
auto, information technology, construction, iron and steel, non-ferrous metals,
chemicals, and surveying and design, were seen by SASAC as “pillar industries”.
Central government and local government at provincial and municipal level should
together hold a relatively strong control position over the pillar industries (Xinhua
News Agency December 18, 2006).

With such a view of the state sector, SASAC has been doing an impressive job
in improving its yangqi fleet’s profitability and directing their business portfolio to
concentrate on those strategic sectors and lifeline industries of the Chinese economy
(Naughton 2007, p.367). The number of firms in SASAC’s fleet dropped from 169 in
2003 to 116 by the end of 2013 through a series of mergers. Although the State Council
SASAC’s yangqi comprise only a tiny number out of a total of nearly 120,000 SOEs

owned by governments in various levels and regions nation-wide (including
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subsidiaries of SOEs where government has controlling share), their size and
importance to the national economy in many respects surpasses that of all the other
SOEs combined. Many of the yanggi monopolise key areas of the Chinese economy or
enjoy oligopolistic status along with several other yangqi with overlapping business

portfolio. The most typical are the oil-based energy industries along the OPVC.

The State Council’s document and Li Rongrong’s explanation clearly reveals
the vital role of the energy sector in China’s centrally-controlled strategic sectors.
Among the three major energy sectors, namely oil and petrochemical, coalmining and
processing, and power generation, the oil and petrochemical are undoubtedly the most
‘centralised’ energy-based industrial sector, with the whole Oil-Petrochemical Value
Chain under central government control. In contrast, although the SASAC also wished
to control the coalmining and power sectors by the early 2000s, these two sectors had
been much more decentralized and fragmented and were subject to strong local
influence (see analyses in Section 4.3 and Chapter Six). Through a series of restructures
between 1998 and 2001, the upstream, midstream and downstream of China’s OPVC,
which used to be dispersed and controlled by a variety of national and subnational
actors such as local governments and local private business, have been systematically
vertical-integrated and centralised under a few yangqi, which immediately became the
largest and wealthiest ‘industrial champions’ in SASAC’s yangqi fleet. Indeed, as an
intended consequence of the “grasping the large”, a centrally-controlled oligopolistic

structure began to feature in China’s OPVC development from the late 1990s.

The vital role of OPVC in centrally-controlled strategic sectors

China’s OPVC development can be traced back to the ‘Great Oil Campaign’ to
search for domestic onshore oil fields in the 1960s and the establishment of The
Ministry of Petroleum Industry (MPI). The MPI represented the whole upstream crude
oil E&P and a considerable share of midstream petrochemical capacity in the planned
economy. As economic reform spread to the urban industrial sector in the early 1980s,
in 1983 the State Council decided to put over 90 percent China’s crude oil refining
capacity under a centrally-controlled petrochemical SOE — Sinopec. A year earlier, the
China National Offshore Oil Company (CNOOC) was already established under the

MPI to advance international cooperation in offshore E&P. In 1988, the MPI was
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restructured into the China National Petroleum Corporation (CNPC), which inherited
most of MPI’s upstream crude oil assets. Thus, China’s three major National Oil
Companies (NOCs), designed to separate commercial functions from a number of
industrial line ministries, came into shape. At the same time, the fuel and petrochemical
products marketing and sales function was assigned to more than 30 provincial oil
companies owned by the local governments. Thus, by the late 1980s, China’s OPVC
became vertically-separated between several SOEs, and between the central and the
local governments. In the early 1990s, as the Socialist Market Economy was adopted as
the paramount objective, deepened marketization and liberalisation reform was
extended to the oil and petrochemical sector. China’s OPVC began to become
progressively decentralised and fragmented, like the coalmining and electric power
sectors. Between 1992 and 1997, a series of sectoral reform policies were introduced to
encourage non-central actors, including local government, private firms, and foreign
enterprises, to invest along the whole OPVC from upstream offshore E&P to
downstream products marketing and retailing. However, this OPVC marketization and
liberalisation trend was drastically reversed as China became a net crude oil importer in
1996 and the introduction of “grasping the large, and let go the small” SOE reform

strategy occurred in the same year.

As China’s economic growth accelerated in the 1990s, Chinese policymakers
from State Council’s departments to the top party-state leadership all sensed that the
oil-based industries would be strategic to China’s development based on western
countries’ experience of the post-war development and during the 1970s’ oil shocks. As
the country’s oil imports climbed rapidly in the late-1990s, it was commonly perceived
by the government officials and policy analysts that China was at a serious
disadvantage in accessing a stable and affordable foreign oil supply mainly because of
the lack of internationally-competitive large oil companies to advance the national
interest in an unfamiliar global energy market. With a historical contingency that
“grasping the large” SOE reform started to be introduced by the Jiang-Zhu leadership
from 1995, the OPVC was regarded as a strategic sector that must be controlled firmly
by the central government. Therefore, with the State Council’s direct mandate, China’s
OPVC underwent major restructuring in 1998 and has since become vertically-

integrated and highly-centralised.
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In 1998, the State Council initiated a large-scale assets swap between CNPC
and Sinopec. Some core upstream crude oil E&P assets owned by CNPC were handed
to Sinopec in exchange for the latter’s midstream petrochemical assets. Meanwhile,
another crude oil E&P yangqi — China National Offshore Oil Company (CNOOC) —
was allowed to develop its own petrochemical capacity and distribution networks.
Moreover, international oil trade permits that used to be monopolised by SinoChem
during the planned economy, and had been gradually liberalised to allow local and
private petrochemical enterprises to import foreign oil from 1992, were also revoked by
the State Council. Only the three vertically-integrated OPVC yanggi and a handful of
other centrally-owned trade firms were allowed to take part in international oil trade.
Moreover, the central government also issued a series of mandates and regulations that
practically banned the development of non-central OPVC firms between 1998 and 2003,
causing the booming oil business owned local governments, private firms and foreign
enterprises to be systematically ‘squeezed out’ from China’s OPVC from the late 1990s.
With the central government’s support, the three NOCs, namely CNPC, Sinopec and
CNOOGC, rose to dominate China’s domestic OPVC and became a rising power in the
international energy market. By the time that the State Council SASAC was established
in 2003 and took over the three NOCs, they had already become national champions

and an icon of the central government’s control of strategic sectors.

When SASAC was established in 2003, the 196 yangqgi under its governance
earned an estimated 300 billion RMB of profits, which equals to 2.2% of China’s GDP
that year. In just four years in 2007, yangqgi earned RMB One Trillion Yuan in profits,
over four percent of Chinese GDP that year (Naughton 2008). Moreover, within the
central enterprise fleet, the bulk of the profits are disproportionally generated by a
handful of enterprises headed by the three NOCs. In 2005, the top-40 most profitable
yangqi accounted for 95 percent of all profits made by the yangqi fleet, while the
twelve most profitable firms made 79 percent of all central enterprise profits (Mattlin
2009). The three NOCs reside at the very top. According to a latest survey conducted
by China’s Ministry of Finance (MOF), the total revenue of CNPC, Sinopec and
CNOOC accounted for almost half of all SASAC’s yangqi fleet and the three’s net
profits together accounted for 70 percent of all yangqi’s profits combined (Fu
September 6, 2014).
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With their huge oligopolistic profits made at home and with central
government’s support, they also actively expanded their business overseas to become
the spearhead of China’s “going-global” (zouchuqu) strategy. By the end of the 10th
FYP period in 2004 the three NOCs had concluded 61 oil projects in more than 25
countries around the world (Jiang and Sinton 2011). By the end of the 11th FYP in
2009, they had invested USD $18.2 billion on merger and acquisition deals, accounted
for 13 percent of total global oil and gas acquisitions (USD $144 billion), and for 61
percent of all acquisitions by national oil companies around the world (USD $30 billion)
(Jiang and Sinton 2011). At the beginning of the 12th FYP in 2011, the profit of
PetroChina, CNPC’s major subsidiary, reached USD $21.1 billion, compared with USD
$29.8 billion for Royal Dutch Shell and USD $24.8 billion for BP (Nolan 2014).
International analysts such as Naughton (2008) and Nolan (2014), by tracking the
profits made by some of the most internationalised Chinese yanggi in comparison with
their western counterparts, have all argued that China’s “grasping the large” strategy
and the central government’s control over strategic sectors of the economy has largely

succeeded over the last one and half decades.

In sum, the Jiang-Zhu leadership’s “grasping the large and let go the small”
SOE reform strategy initiated in the mid-1990s has turned out to be successful on the
central government’s side. By building a group of elite yanggi in key areas of the
Chinese economy and guiding their development through the State Council SASAC,
the Chinese central government has significantly strengthened its control over certain
strategic sectors of the economy, such as the oil and petrochemical industries along the
OPVC, in the 2000s.

4.2 Central-Local Institution Reform and Local Government’s
‘Growth Imperative’

Besides the reform of China’s SOE institution, the other set of institutions that has
played a fundamental role in shaping Chinese political economy has been the institution
of Central-Local intergovernmental relations. Being a unitary state, Chinese local

government is a subnational agency of the national government under the top party-
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state leadership.®® As a vast country with almost 30 provincial level local governments
whose size and population are comparable with those of an average sovereign state, to
search for the equilibrium between the central and the local has been a constant theme
of Chinese politics. In the reform era, a good intergovernmental institution arrangement
should, on the one hand, provide the localities with political incentives and economic
interests to promote decentralised development; on the other hand, the central
government must preserve political control over the localities to keep them in line with
the central government’s reform and development guideline as embodied in the top
party-state leadership’s ideational systems. Since 1949, a two-dimensional
intergovernmental institution has been established in China as the political-economic
basis of the country’s command economy between the 1950s and late 1970s, and to

promote the decentralised economic growth in the reform era.

4.2.1 The Political & Economic Dimensions of Central-Local Relation
Political dimension: growth-oriented local official evaluation & promotion

China’s central-local intergovernmental institution first features the political dimension
of the party-state’s local official evaluation & promotion system. Such cadre system has
been regarded as a Chinese variant of the Soviet nomenklatura system (Burns 1989).
The relative success and stability of the Communist Party’s rule in China has evoked
much debate on the unusual robustness of the CPC in contrast to the collapsed Soviet.
Many have argued that the party-state centre’s tight control and effective management
over the local cadre with leading positions (lingdao ganbu) in local government is a
central factor contributing to the CPC’s relatively stable rule and China’s rapid

economic growth (Landry 2008; Shambaugh 2008; Bredsgaard 2012)

40 China is a unitary state and its political system is composed of four layers of state administration at
subnational level: provincial level, including 23 provinces (sheng), 4 municipalities (zhixia’shi), 5
autonomous region (zizhi’qu), and 2 special administration regions; prefecture level, including
prefecture/city (shi) and region (di’qu); county level, including county (xian) and some city’s suburbs
(qu); and finally, townships (xiang). The 31 (excluding 2 SARs) provincial level units play a pivotal role
in China’s political system. Thus, when analysing Chinese local government, this study mainly focuses
on the governments on the provincial level.
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In all Communist-Leninist states, the ruling communist party and the state are
closely intertwined and their functions are largely combined into one body, featuring
the tight control of the party through its organisational apparatus, for which the term
“party-state” is created (Huang 2009, pp.27-37; Guo 2013, p.135). At the apex of the
party-state is the national Party organization headed by the Standing Committee of the
Politburo, the Politburo, and the Central Committee. At provincial, municipal, and
county levels there are similar leadership bodies (CPC committees) and staff offices.
Every agency of the national, provincial, and county governments has within it a Party
Committee (dang wei), usually made up of the Party Secretary, key members of the
Party apparatus, head of local government and head of key departments of the local
government (Lieberthal and Lampton 1992). In this sense, the CPC’s cadre
management system lies at the heart of the Chinese polity. The Chinese leaders have
attached considerable importance to the organisational capacity of the ruling party,
especially its monopoly over the appointment of officials at all levels of the country’s
vast bureaucracy. The CPC controls the selection and promotion of 10.5 million
officials posted in 307,000 work-units, among whom 508,000 are high ranking cadres

“above the county level” (Landry 2008, p.16).

Especially after 1989, the party-state leadership fully realised the consequences
brought by the over-decentralised administrative system, especially the party’s relaxed
control on the leadership selection at local government level. A key lesson learnt from
the collapse of the USSR was that the Soviet Communist Party had allowed its
organisational capacity to atrophy. Subsequent surveys by the CPC during the 1990s on
its own organisational status and cadre management were showing alarming signs of
deterioration (Shambaugh 2008). During Jiang Zemin’s tenure, the CPC undertook a
series of systematic and comprehensive programmes intended to improve the party’s
governing capacity with the focus on strengthening local cadre management (jiagiang
ganbu duiwu jianshe), including the introduction of a civil servant system and the
party’s ‘one-level down’ cadre appointment mechanism. The introduction of these two
personnel management mechanisms in the 1990s significantly strengthened the political
dimension of China’s central-local intergovernmental institution. Under the Jiang-Zhu

leadership’s Reform-to-Grow strategy, one of the most important functions of such
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institutions is to provide sufficient political incentives for decentralised economic
growth.

Chinese scholars observe that in the 1990s and early 2000s, decisions on
promotions of leading local government officials in most regions have been primarily
based on an evaluation of local economic performance. Thus, a defining feature of
China’s central-local political relations has been a “tournament competition” of local
government official promotion (Li and Zhou 2005; Chen et al. 2005). Such ‘tournament
competition’ of local cadre promotion is built on three characteristics of the Chinese
political system. First, personnel control is centralised in the hands of the party-state
centre and the economic performance of provincial leaders is a crucial indicator in
personnel evaluations. Second, a “M-form” structure of the Chinese economy makes
each provincial leader’s performance individually distinguishable and comparable and
thereby allows for a sensible link between performance and turnover.* Third,
government officials move up in an internal political labour market and there is

virtually no outside opportunity (Qian and Xu 1993; Maskin et al. 2000).

The tournament competition of political promotion has made local government
officials operate within a well-defined career structure inside the CPC’s ‘one-level
down’ cadre management system. Promotion (or demotion) decisions for provincial
officials are made by the party-state centre, and opportunities that lie ahead include
membership of the State Council, the vice-premiership, the premiership and
membership of the Politburo. Maskin et al. (2000) find that the political status of a
Chinese province (measured by the number of Central Committee members) is
correlated with the provincial economic ranking. It is also well-documented that lower
levels of local government also control ‘one level-down’ county and township officials
by linking their performance to promotion (Whiting 2000; Tsui and Wang 2004; Burns
and Zhou 2010; Heberer and Trappel 2013). It is common that local party secretaries
sign performance contracts with lower-level party and government officials. In these
contracts, lower level officials pledge to achieve targets established by the superior
officials, and are held personally responsible for attaining those targets. Performance

targets are ranked as ‘soft’ targets (or anticipated targets) and ‘hard’ targets (or

1 The “M-form” of the Chinese command economy was different from a “U-form” of command
economy in the Soviet Union, where subnational regions were assigned with different priorities of
economic development by the central planners. See Maskin et al. (2000).
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obligatory targets) (Heberer and Trappel 2013). Fulfilling hard targets, which are
usually economic ones, is fundamental for political promotion and bonuses (Edin 1998;
Edin 2003; Xu 2011). It has been well-documented that regional Gross Domestic
Product (GDP) record and government revenue have been increasingly adopted as hard
indicators of performance evaluation across Chinese local governments since the mid-
1990s (Burns and Zhou 2010; Heberer and Trappel 2013).> Apart from promotions,
terminations, including early retirement and demotions, can also serve as a strong
incentive mechanism (Li and Zhou 2005). In this way, local government officials’
concerns about their prospect of promotion and termination become a major political

incentive to promote local growth.
Economic dimension: central-local fiscal system

Besides the growth-oriented local official management, a second dimension is
the fiscal system that determines the local government revenue. Between the 1950s and
early 1980s, China adopted a highly centralised intergovernmental fiscal system,
usually known as a system of “unified revenue and unified expenditure” (tongshou
tongzhi) as the fiscal basis of the planned economy. According to Lin et al. (2003), a
highly centralised intergovernmental fiscal system was necessary to achieve rapid
industrialisation in a capital-scarce and underdeveloped economy like China. Such a
system was characterised by tight central government control on local revenues and
expenditures. The accounting system of provincial government was directly
incorporated into the central government budget. Local governments did not have
independent budgets and fiscal interest. Thus, Chinese local government in general had
little autonomy and few incentives to promote local economic development during most
of the planned economy. Such a fiscal system had operated, with minor modifications,
from the 1950s to the late 1970s and is considered as a major institutional factor in

causing the low-efficiency of the planned economy.

42 Such obsession with economic growth has also been increasingly criticised by Chinese academics and
media from the early-2000s as local government officials’ “GDP worship”, namely promoting local
economic growth at the expense of other values such as social harmony and environmental protection.
See Jiang (2004).
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Given the fundamental role of the intergovernmental fiscal system in shaping
the economy, fiscal reform was regarded as a “the breakthrough point” to push China’s
economic transition (Shirk 1993, p.149). Throughout the 1980s, several revenue
sharing schemes that divide government revenues into central-fixed revenues, local-
fixed revenues, and shared revenues were introduced and experimented to provide
fiscal incentives of local development. The most influential was the ‘fiscal contracting
system’ between 1988 and 1993. Based on the experience of previous fiscal reforms in
the early 1980s, the State Council introduced a fiscal contracting system in 1988. The
State Council negotiates fiscal contracts with each province on revenue remittances to
the centre, permitting most provincial governments to retain the bulk of newly-
generated revenues. Six variants of revenue-sharing contracting were experimented
with over the period 1988-1993. This system also required each provincial government
to contract similarly with its subordinate level of governments to meet certain revenue

and expenditure targets on an annual basis (Shen et al. 2012).

Fiscal reforms in the 1980s, especially the 1988 fiscal contracting system,
successfully mobilised local enthusiasm to develop the economy. Many China political
economy scholars attribute the country’s economic ‘miracle’ in the 1980s to the
decentralised fiscal system and argue that a ‘market-preserving federalism’ was
practised in China in the 1980s to the early 1990s.*® Nevertheless, many associated
problems also followed with such fiscal decentralisation, especially the overheating of
the whole economy due to local governments’ uncoordinated and unrestricted
investment decision-making (Huang 1996). Many local governments rushed to an
investment fever because they could keep most revenues at their disposal under the
fiscal contracting system. Local governments expanded their investment in the then-
highly lucrative sectors that produce the household applications which were in constant
shortage during the command economy (Tao and Yang 2008). Such excessive
investment caused nation-wide inflation and shortages in energy and raw material
supply. Also, as provincial investment concentrated on the most profitable industries,

duplication of industrial structure and convergence of production pattern among

43 For example, see Montinola et al. (1995); Jin et al. (2005); and Lin and Liu (2000).
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different provinces became increasingly serious from the early-1990s, which caused
vicious inter-provincial competition and rampant local protectionism over resources
and markets, described by scholars as “dukedom economics” (zhuhou jingji) (Shen and
Dai 1990; Montinola et al. 1995). When Zhu Rongji was appointed as Vice-Premier, he
realised that the central government had lost control over China’s macro-economy.
With the introduction of the Socialist Market Economy objective in 1992, the central

party-state leadership began to consider a redesign of China’s national fiscal system.

4.2.2 Fiscal Reform and ‘Growth Imperative’ at Subnational Level

The 1994 fiscal reform

In 1994, Zhu Rongji pushed a major fiscal reform to strengthen the central
government’s fiscal control over the localities. The centrepiece of the re-designed
system was the introduction of a Tax-Sharing System (fenshui zhi). Such Tax Sharing
System clarifies the centre and the localities’ respective revenue-collecting powers and
expenditure responsibilities. The central government regained the majority of national

fiscal revenue, while the local governments’ fiscal position was significantly weakened.

For decades prior to 2011, Chinese government revenue had come from two
major sources: Extra-Budgetary Fund (EBF) and Tax Revenue. For EBFs, SOEs’ profit
remittance contributes the bulk due to the dominant role of SOEs in China’s command
economy. * For instance, SOEs contributed 80 percent of the 1990’s total EBFs
collected by all levels of government (Saich 2004, p.168). However, as the
“Remittance-to-Tax” reform was implemented in SOEs from 1983-1984, taxes became
increasingly important to government revenue. By the mid-1990s, as the state sector’s

efficiency and profitability kept declining, and with the non-state economy continuing

4 Between 1994 and 2011, Chinese government revenue by law was comprised of two major
components: the unitary budget and the extra-budgetary funds (EBFs) for all levels of governments. The
unitary budget is subject to formal annual budgeting by the central government. It comprises taxes, fees
and other revenues. The Ministry of Finance provides the central supervisory role together with the local
authorities. The EBFs covered officially sanctioned charges such as profit remittance from SOEs run by
various levels of governments, surcharges from taxes and public utilities, as a variety of administrative
service fees. In 2011 EBFs were abolished by China’s Ministry of Finance (MOF). See Wedeman (2000),
and People's Daily (Feburary 10, 2012).
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to grow, tax replaced the EBF to become the most important government revenue
source. In 1994, the State Council initiated a major overhaul of the tax system. The
reform attempted to re-modify China’s central-local fiscal relations by arresting the
central government’s revenue decline, and to modify revenue and expenditure
assignments to different levels of government (Wong 2000; Dabla-Norris 2005).
Government expenditure responsibilities were defined by the State Council’s Mandate
on the Tax-Sharing System that came into effect on 15 December 1993 (State Council
December 15, 1993). The Budgetary Law which came into force in January 1995
defines the items and sources of government revenue. On the basis of these two
documents the central government established a new fiscal system, often referred to as
the ‘1994 fiscal system’, which has governed China’s central-local fiscal relations over

the past two decades.

Under the 1994 fiscal system, the most significant change is that the central and
local taxes under the fiscal contracting system are merged into three major forms:
Value-Added Tax (VAT), Enterprise Income Tax (EIT) and Personal Income Tax (PIT).
VAT is especially important and accounts for over 60 percent of total taxes collected by
all levels of government in the 1990s. The new tax system requires local governments
to hand over 75 percent of their VATS to the central government, which significantly
altered the central-local fiscal situation (Lin 2001, p.95). Together with the fiscal rules
defined by the law and regulation, the 1994 fiscal system is also institutionalised by the
reform of tax administration systems. Separated central and local tax administrations
were established. The State Administration of Taxation (SAT, guo 'shui) is responsible
to collect central taxes and shared taxes, mainly VAT and consumption tax. The Local
Administration of Taxation (LAT, di shui) is responsible to collect local taxes. The new
system instantly raised central government revenues. The ratio of the central
government budget to GDP and the ratio of centrally collected revenue to total budget
revenue have risen steadily since 1994. The centre’s share of budgetary revenue was
doubled from 2.8% of GDP in 1993 to 6.2% in 1998. From 2001, centrally collected
government revenue began to exceed that of locally collected — 52.4% as opposed to

47.6%, and has continued to increase over the past decade (Saich 2004, p.169-170).
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Fiscal reform, political competition and emerging ‘local growth imperative’

For Chinese local governments, the situation got worse as local expenditure
increased sharply under the 1994 fiscal system. The delegation of public service
responsibilities to local government is another major consequence of the 1994 fiscal
reform (Qian and Weingast 1997). According to the State Council’s mandate in 1993,
the central government expenditure includes national defence and armed police, the
central government departments’ administrative and operational expenses, investments
on national socio-economic projects, and the expenditure to adjust the macro-economy,
such as through inter-regional and inter-sectoral development coordination (including
the centre’s fiscal transfer to the local governments). The expenditure of the local
governments includes mainly the local government departments’ administrative and
operational expenses, the expenditure for local economic projects, infrastructure
construction and local SOE’s technological innovation; local expenditure also includes
a wide range of social service expenditure, such as rural and urban public utility
maintenance, price subsidies for consuming products, medical and education, etc (State
Council December 15, 1993). The relatively coherent definition on central expenditure
and ‘murky’ definition on the local expenditure effectively makes the subnational
governments bear an expanding range of public spending that is increasingly
disproportional to their fiscal revenue growth. In the early 2000s, local governments
accounted for over 90 percent of total spending in culture, education and health, and for
virtually all the social relief and welfare expenditure, including pension payments

which are decentralized all the way down to the county level (Dabla-Norris 2005).

From the mid-1990s, an increasing number of influential studies have noticed a
mismatch between subnational governments’ expanding responsibilities and their
shrinking revenues (Saich 2004, p.171) (see Figure 7 on the following page). Many
have noted that under the 1994 fiscal system Chinese local governments tend to stress
revenue mobilisation at the expense of other distributional and growth objectives. As

Park et al. (1996, pp.751-752) argue:
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“Heightened pressures on revenue starved local governments may lead to
over-investment in revenue generating industrial enterprises, [encourage]
bureaucratic predation of enterprise resources and regional protectionism,

and [divert] attention away from long-term development strategies.”

Figure 7 Chinese Local Government Revenue & Expenditure
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Tsai (2004) asserts that the re-design of China’s central-local fiscal institution
has led to a series of unintended consequences to the whole Chinese political-economy

in the following decades through examining the local governments’ development
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behaviours shaped by the 1994 fiscal system. The most widely noticed and analysed
was the proliferation of local government’s illicit EBFs other than traditional sources
such as SOE profit remittance, which ultimately caused the central government
abolishing EBFs in 2011 (People's Daily Feburary 10, 2012). According to Huang
(2002), some landlocked western provinces derived as high as 80 percent of their
educational funding from EBF in the late 1990s. Wong (2000) estimates the EBFs to
amount to 12 percent of national GDP as compared to an official budget of 14 percent
in the year 2000. Saich (2004, p.173) also notices that the financial pressures led to the
preference for a development plan that maximizes short-term revenue over longer-term
needs. It had largely resulted in a desire to expand TVEs in the mid-1990s as a first
priority, as TVESs are seen as the most stable sources for local income. It has later led
many inland provinces to set up similar manufacturing industries as in the more
developed coastal provinces, irrespective of whether there is the necessary production

factors and market for the product itself.

As analysed in the last section, local economic performance has increasingly
become government officials’ major concerns about their prospects for political
promotion and termination. Thus, the growing fiscal revenue-expenditure mismatch
under the 1994 fiscal system, together with the heated competition for political
promotion focusing on local economic performance, have effectively forced most
Chinese local governments striving to boost local economy growth to expand local
revenue sources. Such updated ‘local growth imperative’,* shaped by the reformed
central-local intergovernmental institution from the mid-1990s, has profoundly
influenced the development behaviour of Chinese local government in the following

two decades.

4 The author thanks Professor Dali Yang for making this point during a discussion on the China 2014
Update Symposium at the Australia National University. Prof. Yang contends that the 1994 fiscal reform,
together with the declining performance of local SOEs and the financial tightening in the mid-1990s,
shaped Chinese local governments’ ‘revenue imperative’ to encourage them to broaden the local tax base
and to nurture new EBF sources. See Tao and Yang (2009).
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4.3 Emerging Post-Reform Heavy-Industrialisation at
Subnational Level

At the subnational level, the combination of SOE reform and central-local
relations reform changed the linkage between local government and the local industrial
economy. The two institutional reforms profoundly shaped the local government’s
development behaviour by structuring incentives and opportunities to develop heavy
industries as a means to promote local economic growth. As a result, the Chinese

economy started to become increasingly energy-intensive from the early 2000s.

4.3.1 SOE reform and Local Proliferation of Energy-Intensive
Industries

Delegation of heavy-industrial SOEs

During the “grasping the large, let go of the small” SOE reform from 1995 and the
1998 central government restructuring that aimed to separate government
administration and SOEs’ operation, many of the State Council’s industrial line
ministries that used to administrate a large number of heavy-industrial SOEs were
either dismissed or downgraded. According to the State Council SASAC, a total of 725
SOEs that used to be administered by State Council’s industrial line ministries in areas
such as coalmining, metallurgy, and heavy chemicals were delegated to the local
governments, mainly at provincial and municipal level. By 2004, the central
government had provided a total of RMB 63 billion subsidy to the local governments to

restructure these state assets and their 1.9 million employees (Qi 2006).

As the Ministry of Coal Industry (MCI) was downgraded and merged into the
SETC in 1998, the administration for all of China’s 94 centrally-owned large coalmines
were transferred to 23 provincial and municipal governments along with all their
mining assets, employees and affiliated service units.*® The fiscal auditors to these coal

enterprises were also assigned from the local governments and taxes generated by these

6 The only exception was the centrally-owned Shenhua Group, which owns several large coalmines in
Inner Mongolia and Shaan'xi province. See Chapter Five for details.
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coal enterprises going to local governments (Thomson 2003, p.165). These coalmines
together produced 40 percent of China’s raw coal with relatively advanced technology,
equipment and coal-processing capacity. As a result, compared to the local small
coalmines typically as Township-and-Village Coalmines (TVCs), a much higher share
of raw coal produced from these large mines can be utilised by industrial consumers as
thermal coal for power generation and coke for metallurgical manufacturing. Thus, the
Chinese coal sector, which has been the “No.1 Commodity” (Wong 1985, p.262) for
China’s heavy-industrial value chains, has been almost completely decentralized. The
central government now focused more on regulation regarding environment protection

and safety (Peng 2009).

A similar situation also happened in the downstream energy-intensive
manufacturing industries such as metallurgy. During the 1998 central government
restructuring, the Ministry of Metallurgy Industries (MMI) was also downgraded and
merged by the SETC between 1998 and 2002, and was later abolished in 2003. As a
result, operational control of all but four of China’s largest iron & steel SOEs (Baosteel,
Anstell, Wusteel, and Pansteel) were handed over to dozens of provincial governments
(Zheng and Abrami 2011, p.391-393).” For the nonferrous sectors administered by
MMI, three nonferrous yangqi were established. However, they were disbanded only
one year later, and most nonferrous plants were handed over to local governments

following the iron and steel sector’s example.

Delegation of Industrial Investment Review authority

Together with this decentralisation of industrial SOEs was industrial regulatory
authority delegation, which had significantly reduced the central government’s control
over local industrial development in the early 2000s. Before the SOEs reform in the
1990s, the central government exerted relatively strong control over national industrial
investment through planning agencies such as SPC, SETC and a variety of industrial
line ministries. With economic reform rapidly spread from the rural agricultural sector

to the urban industrial sector in the 1980s and 1990s, Chinese local government has

47\When the SETC was replaced by the NDRC in 2003, the State Bureau of Metallurgy was disbanded
and part of its regulatory function was taken over by two industrial associations - China Iron & Steel
Industry Association, and China Nonferrous Metals Industry Association.
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increasingly replaced the central government as the predominant investors in industrial
sectors such light and textile industries, construction, and urban public utilities (Huang
1996). Nevertheless, the central government maintained strong control over the fixed-
asset investment regarding large-sale heavy industrial projects. A comprehensive Fixed
Asset Investment Review & Approval System (guding zichan touzi shenpi zhidu) was
built upon a series of administrative regulations issued and enforced by the State
Council’s and provincial government’s departments. Such an investment approval
system inherited an old investment planning system. The investment approval system
was particularly important to manage the development of heavy industrial projects
involving land use, commodity and energy supply, and large-scale construction work.
Non-central government investors, including local government, local SOEs, and private
and foreign firms, must get approval from relevant central government departments
before initiating new projects. For instance, according to the Beijing Municipal
Government, before 2002 any industrial fixed-asset investment made by private firms
needed to obtain approvals from more than 30 local government departments (Xinhua
News Agency May 9 2002).

However, this system had been significantly weakened in the mid-1990s, with
most investment approval authority delegated to lower levels of government, in
particular provincial government. For the investment approval authority that remains at
the hands of central government, the approval process was not as strict as before due to
lack of regulation-enforcement and supervision agencies following the central
government restructuring between 1998 and 2003. Such regulatory authority delegation
largely facilitated the booming local private business to access the development of
heavy-industrial sectors. Due to non-state investments’ growing influence in building
revenue-generating industries, and the fact that key heavy-industrial production factors,
especially land, transportation, and energy supply, were mostly at the local
government’s discretion, private industrial interests began to ‘marry’ the local
government’s growth imperative from the late 1990s. As a result, massive investment-
approval evading at a local level emerged across the country from the early 2000s. A
considerable number are illegal projects, often referred to as “weipi xianjian” (project
constructing without lawful approval), which has been repeatedly criticised and

sanctioned by the State Council throughout the 2000s (State Council 2009[38]). These
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new industrial projects construction and expansion of existing projects have been
explicitly or implicitly facilitated by local government without finishing the lawful
review and approval process, causing the central government increasingly to lose
control over local heavy-industrial projects. As a result, China’s total investment in
fixed assets jumped from 36 percent to 47 percent of GDP over the three years 2002 to
2005 (Rosen and Houser 2007). By the end of the 10th FYP in 2005, China became
firmly established as the world’s largest producer of steel (35 percent of world output),
aluminium (28 percent of world output), cement (48 percent of world output), and flat

glass (49 percent of world output) (Rosen and Houser 2007).

4.3.2 SOE Reform, Central-Local Institution Reform and Changing
Dynamics of Local industrialisation 1980s-2010s

Local Light-Industrialisation 1980s-mid 1990s

A fundamental factor causing the Chinese economy’s poor performance under the
planned economy was a Soviet style heavy-industrialisation strategy that ignored
China’s comparative advantages (Lin and Tsai 2004). Rather than choosing a
development strategy in line with its natural endowments (rich in labour, poor in capital
and technology) as other Asian economies had done, the Communist leaders dragged
China in pursuit of rapid heavy-industrialization. As economic reforms spread to the
industrial sector in the early 1980s, the previously suppressed light industries in the
planned economy, such as consumer goods manufacturing ranging from bicycles and
household appliances like television, and the burgeoning service sector were boosted by
the development of the non-state-owned economies, especially with firm support from
local governments (Su et al. forthcoming; Tao and Yang 2009). International energy
experts like Smil (1990) and Kambara (1992) note that the Chinese economy was
structurally shifting away from energy-intensive industrial subsectors to more energy-
efficient ones throughout the 1980s and early 1990s, which was a major factor to cause
China’s energy intensity to decline over this period.*® According to influential studies

on the Chinese political economy over the past two decades, the fiscal contracting

48 With regard to the breakdown of the contributions, 50 percent of energy savings during the period
1981-88 were attributed to structural adjustments, while strengthening energy management and
technologies transformation were responsible for 40%, with the remainder covered by imports of energy-
intensive products. See Smil (1992).
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system in the 1980s and early 1990s played a key role in bringing about such light-

industrialisation.

It has been well documented that China’s economic success in the 1980s and
1990s was largely based on the utilisation of China’s comparative advantage to develop
labour-intensive light-industries through the rapid expansion of rural collective
economies (Oi 1992; Wong 1992; Qian and Weingast 1997). It is argued that the
structure of fiscal incentives was coupled with a set of transitional economic
characteristics. These characteristics include the high pent-up demand arising from the
traditional shortage of consumer goods typical of planned economies, and relatively
high prices for consumer products as well as dual-track pricing. They encouraged
Chinese local governments to make business investments, especially in supporting
collective economies featuring light manufacture industries, with their growing revenue
under the fiscal contracting system.*® The 1980s fiscal contracting system served to
provide strong fiscal incentives for local governments to benefit from the local growth
they promoted. Local collectively-owned industries in the form of Township-and-
Village Enterprises (TVES) became the engine of economic growth and pushed the
economy to shift away from energy-intensive industry.

As a non-state economy, TVEs must purchase inputs according to market prices
under the dual-track pricing system; they cannot obtain low-interest loans from the
state-owned banks and face harder budget constraints than the SOEs. Therefore, their
gross increase of tax was largely equivalent to the net increase of tax revenue to the
state, whereas the net increase of tax revenue from SOEs was calculated after deducting
government subsidies and discounted loan interest (Lin et al. 2003, p.199). Between
1990 and 1994, Chinese national tax revenue increased by RMB 204.2 billion, of which
RMB 80.4 billion was from TVEs, accounting for 39.3% of the total. Also, TVEs
constituted one of the major sources of local government EBFs in China. According to
Lin et al. (2003), at least one-third of Chinese local government EBFs had come from
TVEs in the mid-1990s. From 1985 to 1990, the increase of the Gross National Product
in manufacturing and tertiary industries was RMB 709.1 billion, of which RMB 213.4
billion was contributed by TVEs, accounting for 30.1% of the total. From 1990 to 1994,
these two figures were RMB 2,205 billion and RMB 1,186 billion, with the TVEs’

49 Scholars like Jean Oi coined the term “local state corporatism” to describe this phenomenon. See Oi
(1992).
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share standing at 53.8%. By the mid-1990s, the rapidly-growing TVEs had become the
major force in the growth of rural areas as well as of overall national economic growth
(Lin et al. 2003, p.199).

The booming non-state sector led by the TVEs pushed the Chinese economy
away from a heavy-industry-oriented structure to a more balanced structure that
features consumer-goods manufacturing and a growing service sector. The declining
energy intensity between the late 1970s and early 2000s serves as a good indicator to
such trends (see Figure 1). In the planned economy featuring Soviet-style heavy-
industrialisation from the 1950s and the early 1980s, the majority of resources available
at the time were directed out of the rural agriculture sector and into heavy industries
like metallurgy, heavy chemicals and machinery. Between 1949 and 1978, industry’s
share of economic output grew from 18 to 44 percent, and the amount of energy
required to produce each unit of economic output tripled (Lin 1996, p.23). Within the
industrial sector, heavy industry, whose energy intensity is many times that of light
industry, contributed to over half of gross industrial output (Lin 1996, p.25). Only a few
economies were in the same range of intensity of energy use as China in the early
1980s (Sinton and Levine 1994; Lin 1996).°° However, as the booming of local
collective economies in the 1980s and 1990s, by 2000 Chinese economic activity
required two thirds less energy per unit of output than in 1978, a huge economic
efficiency improvement. Energy intensity reducing on this scale was unprecedented for
a large developing country, and meant that China in the year 2001 accounted for only
10 percent of global energy consumption, rather than 25 percent based on a business-

as-usual scenario (Rosen and Houser 2007).

Local growth imperative and local heavy-industrialisation in the 2000s

The mid-1990s saw the acceleration of privatisation as part of the ‘letting go of
the small” SOE reform strategy. Local government-owned SOEs and most collective
firms were divested and privatised on a massive scale, and the importance of the private
sector has steadily grown (Garnaut et al. 2006; Xu 2011). More importantly, the 1994

%0 In the early 1980s, the Chinese economy’s energy intensity was one of the highest in the world.
According to the World Bank, energy consumption per dollar of GDP was 2.13 kilograms standard coal
equivalent (kgsce) in China, compared with 0.51 kgsce in Japan, 0.57 kgsce in the United Kingdom, 0.61
kgsce in Brazil, and 1.05 kgsce in the US and India. See Lin (1996, p.23).
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fiscal reform significantly diluted the connections between local government and local
collective economies. Under the fiscal contracting systems before 1994, TVEs were
taxed primarily by local government at variable rates depending on the product type
and their connections with local authorities. The product tax rates ranged from 3
percent to 60 percent (Bird and Wong 2005). Since 1994, the highly variable and
complicated tax rate systems were replaced by a VAT for all manufacturing activities at
the rate of 17 percent. The VAT was shared between central and local governments at
the ratio of 75-25. This package of tax and fiscal reforms significantly altered the
incentives for government involvement in industries. As they could no longer rely on
profits and taxes from local collective firms to fill the gap between local revenue and
local expenditure, most Chinese local governments have become more interested in
developing those ‘revenue-generating industries’, especially heavy manufacturing

sectors that depend on coal and power supplies.®!

Beside industrial VAT, the ‘spill-over effect’ based on the forward and
backward linkages of manufacturing value chain provided strong incentive for local
government to promote those heavy industries passed down from central government
and encouraged private and foreign firms to invest in related industries (Su et al.
forthcoming). Once heavy-industrial factories are built and start to operate, their
backward linkages could also drive demand for industrial commodities such as coal,
iron ore and construction material, which have been decentralised and delegated to the
local government. A large amount of fixed assets investment to build urban
manufacturing value chains could also boost local infrastructure buildings, such as
energy supply, transportation, and telecommunications. What also appeals to local
governments is the fact that the agglomeration of urban manufacturers will spill over
and foster downstream industries and the service sector in the long run. Therefore, from
a revenue perspective, urban industries do not only generate VAT and income taxes,
but also contribute to a growing stream of Enterprise Income Tax (EIT) and Personal

Income Tax (PIT) assigned solely to local governments between 1994 and 2011.

5 Investments in manufacturing generate two kinds of tax revenue: the VAT and EIT. Under the 1994
fiscal system, local governments receive 25% of VAT, and all of the EIT, as well as the personal income
tax paid by employees. Under the 1994 fiscal system, VAT and EIT together constitute the bulk of local
budgetary revenue and have been the most stable revenue sources. The local retention rates for the
enterprise and personal income taxes were adjusted in 2002-2003. Since 2003, local governments are
allowed to retain the 2001 base amount plus 40% above the base amount while the central government
receives 60% percent of the income taxes above the 2001 base amount. See Liu (2010).
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Additionally, local governments are eager to tap into new sources of EBFs, such as land

lease fees and various administrative levies.*?

Such enthusiasm to develop heavy industries is particularly evident in China’s
majority of landlocked central and western provinces. Those less-developed provinces
have fewer choices of revenue-generating industries than their more developed coastal
counterparts, who can benefit from matured private business and increasing FDI from
the mid-1990s. However, many of them, such as Inner Mongolia, Shanxi, Shann’xi,
Hebei and Henan, are blessed with abundant coal reserves, which are essential inputs
for a wide range of heavy industries such as metallurgy, heavy chemicals and
construction material. With the industrial decentralisation and deregulation in the late
1990s, heavy-industrial sectors featuring mining and energy-intensive manufacturing

have become increasingly accessible and profitable to local government.

Besides the growing revenue imperative, the political dimension of central-local
intergovernmental relations added extra weight for local government officials’
enthusiasm to promote rapid industrialisation. With heated competition for political
promotion focusing on local economic performance, Chinese local government reports
or provincial yearbooks often contain detailed information on the relative rankings of
the provincial performance, ranging from GDP growth, to steel production, and to miles
of road constructed (Li and Zhou 2005). For example, in an evaluation scheme for
provincial leading officials, 60 percent of these leaders were assigned to targets related
to economic growth (Tsui and Wang 2004). According to a handbook issued by the
CPC party centre, ‘work achievement’ focusing on economic achievement accounts for
60 to 70 percent of the evaluation of regional officials, while other aspects, such as
political integrity, competence and diligence together account for the remaining 30 to
40 percent (Edin 2003; Xu 2011, pp.1092-1094). At a time when the 1994 fiscal reform
has significantly diluted fiscal interest linkage between local officials and local business,
political promotion becomes increasingly important in local government officials’

incentive structure.

52 In fact, Chinese local government has been using local land lease as an important financing measure
since the 1994 fiscal reform. See Lu and Sun (2013).
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At last, around 2000/2001 a new round of commodity boom began with the
passing of the Asian Financial Crisis and China’s accession to the WTO. Heavy-
industrial business such as coalmining and metallurgy became increasingly lucrative.
The decentralisation of heavy industrial SOEs and growing profits provided both strong
fiscal-political incentives and opportunities for local government’s deep involvement
(Tao and Yang 2009). As a result, It has been well-documented by international experts
that the last three years of the 10th FYP from 2002 to 2005 were marked by an
impressive boom in economic growth and a surge in the output of heavy industry in
China (Naughton 2007, p.140-175). The national energy efficiency gains made during
the 1980s and 1990s were reversed from 2002. As energy intensity rose, the production
and consumption of all forms of energy accelerated and levels of emissions of both
carbon and other pollutants also surged (Andrews-Speed and Dannreuther 2011, p.15).

Chapter Summary

This chapter provides analysis on the 1990s institutional reforms under the Jiang-Zhu
leadership and find they have created an imbalanced structure of industrial development
at the subnational level from the early 2000s, which proudly impact the development of
the country’s energy sectors and their downstream industries in the following decade.
The ‘imbalance’ of this structure mainly refers to the asymmetrical pattern of State-

industry institutional connections at the national and sub-national level.

At the national level, through “grasping large” SOE reform, the central
government has successfully strengthened its close institutional connections with
industries in the strategic sectors of the economy. Such connections are established and
consolidated by the formation of the centrally-controlled yangqi fleet and by the State
Council SASAC’s effective yangqi management mechanism to assure that vital
national interests defined by the party-state leadership are being closely followed by the
major SOES. A typical case has been the restructured NOCs that monopolise China’s
OPVC on behalf of the central government. At the subnational level, however, the
central-local relations adjustment drastically remodified institutional connections
between the government and industry, first by shaping local government political-fiscal
interest to promote local economic growth. More importantly, the SOE reform has put

the previously centrally-controlled heavy industries and investment regulatory power in
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the localities’ hands, which caused uncontrolled heavy-industrialisation in many
provinces. Such an imbalanced structure emerging out of the historical reforms in the
1990s has served as an institutional foundation for China’s energy-based industrial
development in the following one and half decades.

In the following two chapters, the two cases of CMVC and OPVC will be
investigated to see how this imbalanced structure affected China’s energy-based
industrial development asymmetrically, benefiting China’s national energy security but
at the same time causing severe energy efficiency problems that challenged the national
strategy of Scientific Development from the early 2000s.
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Chapter Five: Case Study I - CMVC
Restructure in the 1990s and China’s
Energy Efficiency in the 2000s

Chapter Five and Chapter Six provide two contrasting cases of CMVC and OPVC.
These two cases aim to examine how this imbalanced structure affects China’s energy-
based industrial development asymmetrically by benefiting China’s national energy
security but causing energy efficiency problems that challenge the national strategy of

Scientific Development from the early 2000s.

Chapter Five analyses the development of China’s CMVC over the past several
decades as a case of local government’s growing influence, and the central
governments’ losing control, over China’s coal-based heavy industries after the 1990s’
institutional reforms. The focus of the analysis is how the reforms reshaped institutional
connections between Chinese state and the CMVC, which profoundly impacted the
country’s overall energy efficiency situation in the 2000s. Section 5.1 briefly reviews
the building and reform of CMVC and examines how the central government and the
CMVC were closely inter-linked by mechanisms of economic planning and
administrative control. Section 5.2 explores how the 1990s’ SOE reforms re-shaped the
connections between the state and the CMVC by ‘diluting’ the central government’s
control over the CMVC at the national level, and at the same time allowing local
government to build institutional connections with the value chain at the subnational
level. How industrial decentralisation and sectoral deregulation in the 1990s enabled
local governments and private sector to access and influence the CMVC since is the
focus of this section. Section 5.3 sheds light on Chinese provinces’ role in the hyper-
growth and expansion of CMVC in the 2000s with a focus on the energy-intensive
metallurgy sector. And finally, Section 5.4 will point out the economic structure and
efficiency problem caused by the hyper-expansion of decentralised CMVC heavy-
industries as a major unintended consequence of the 1990s’ institutional reforms, and
why the central government under a new generation of leadership had to react by

introducing energy efficiency targets to tackle the problem in the 11th and 12th FYPs.
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5.1 Formation of China’s CMVC and Industrial Energy
Efficiency in the 1980s

5.1.1 Formation and Development of China’s Centralised CMVC 1950s-
1980s

Since a centrally-planned economy was established in China in the mid-1950s, the
development of coal mining, electric power production and metallurgy have been a
constant priority of China’s industrial development policy in FYPs. These sectors were
fundamental to the CPC’s industrialisation ambition not only because of the vital role
they play in defence industry, but also because of the inter-industrial linkages that
connect them with a wide range of industries in the Chinese economy. As a result, in
the planned economy era and the early reform years in the 1980s, the China’s CMVC
was highly centralised, featuring the central government commissions and ministries’

operational control.

Coalmining sector

Due to coal’s fundamental role as a major primary energy source for
industrialisation, the newly established PRC quickly nationalised most foreign
coalmines and the Nationalist government coalmines and put them under the central
government’s supervision after 1949. Coalmining and coal distribution were put as a
central component of the commaodity planning system. In 1949, state-owned coalmines
accounted for 68 percent of China’s total coal production. By 1954 when the first FYP
began to be implemented, state-owned coalmines already accounted for 93 percent of
national total coal production (Peng 2009). In the following three decades, the central

government-owned major state coalmines met the bulk of China’s coal consumption.

In 1955, the Chinese leadership felt it was necessary to set up an independent
ministry in charge of the coal sector.>® Thus, the Ministry of Coal Industry (MCI) was
established by separating the coal sector planning and administrative functions from the
Ministry of Fuel Industry, to grant the coal sector greater autonomy and a more

coherent planning structure. Similar with the Ministry of Petroleum Industry (MPI), the

53 There were 24 coalmining projects within the 156 key projects designed with aid from the former Soviet Union in
the first FYP from 1953-1957.
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Ministry of Coal Industry (MCI) was given proposed output targets which were
communicated to all the various sub-units, mainly its regional coal-administrative
bureaus that were built to manage major state owned coalmines across the country. The
coal sector planning also involves a series of complicated balance tables to command
the annual production and consumption of coal across regions and sectors of the
economy, and to schedule the mode and route of transportation for raw coal production.
Under the supervision of the State Council’s general economic planning agencies, such
as the SPC and SEC, the MCI oversaw the development of coalmining, coal processing
and related coal capacity building, such as special railway lines for coal transportation
(Thomson 2003).

China’s coalmines under the planning economy were divided into three main
categories according to types of ownership: Major State Coalmines (guoyou zhongdian
meikuang), the Local State Coalmines (guoyou difang meikuang), and Township and
Village Coalmines (TVCs) (xiangzheng meikuang). Major State Coalmines were
directly administered by the MCI and were under the supervision of other central
planning agencies such as SPC. The Local State Coalmines were operated either by
provincial, prefectural, or county governments, while TVCs were operated by
townships, communes, or collectives. Although the Local State Coalmines were usually
administrated by Provincial Coal Industry Bureau, their output was also generally under
unified distribution planned by the MCI and other central planning agencies, which
means their raw coal production must be sold to certain industrial users designated by
the centre at state planning prices. The provincial Industry Bureau usually functioned as
regional planning agency to manage raw coal production from TVCs (Thomson 2003;
Peng 2009). Over the three decades from the early 1950s to the early 1980s, raw coal
production from the unified distribution coalmines met most of China’s coal demand.
In 1978, over 80 percent of raw coal production was contributed by the unified
distribution coalmines (Peng 2009). Chinese central planners fully recognised the coal
sector’s importance to its downstream industries, especially electric power and
metallurgy. During most of the time from the 1950s to the early 1980s, coal was seen as
a ‘category one’ commodity, over which the state exercised particularly strong control

(Wong 1985). Even during the 1980s’ price reforms that applied market-based pricing
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applied to most commodities, the price for unified coal distribution was tightly
regulated by SPC and set very low to boost downstream power generation and

metallurgical production, as well as to prevent inflation.
Coal-based power sector

As the midstream of CMVC, the Chinese power sector was a vertically
integrated state utility sector with complete central government control until 1985.
Power generation, transmission, distribution and retail were all planned, managed, and
owned by the central government. The Ministry of Electric Power (MEP) was the
primary controller of the whole power sector and was supported by the regional,
provincial, municipal, and county power bureaus at the local levels (Yeoh and
Rajaraman 2004). It ran both the country’s generating plants and the major power grids
that connected power plants with industrial power consumers. Nationwide, the large
and modernised coal-based thermal power plants were virtually all owned and under
the direct management of MEP. For local government, only some provincial
governments had very limited power capacity (Lieberthal and Oksenberg 1988, pp.94-
102).

The MOE and its subordinate units had close liaison with the upstream
coalmining sector and downstream industrial consumers such as metallurgy. This is
demonstrated by the low thermal coal price and the low power price for industrial users
during the planned economy and the early stage of reform in the 1980s. Before the
price reform was introduced in the 1980s, thermal coal used for power generation (dian
mei) was seen as vital to the operation and expansion of China’s power capacity. Thus
its price was kept very low to boost power generation.>* The central planners also kept
electricity for industrial use very low to facilitate the downstream industrial SOEs’
development. As summarised by Lin and Tsai (2004), this systematic distortion of price

was perceived to be necessary to achieve industrialisation in a command economy.

% In fact, the state’s price control over dianmei was not totally eliminated until 2002 when China started
a new round of power sector reform. See Xu (2011).
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Metallurgy sector

In the downstream metallurgy sector, iron and steel making and aluminium
making are the two most important sectors in terms of energy consumption and metal
output. Iron and steel making was pivotal to a modern state’s national defence and
development. However, in 1949, China’s national total production of pig iron was only
250,000 tonnes, and the steel production was 158,000 tonnes, accounting for a mere 0.2%
of the world’s total steel production and ranking No.26 in the world (Song and Liu
2012, p.2). One of the central objectives of the CPC’s heavy-industrialisation ambition
was to boost China’s metallurgical output to catch up with major industrialised
economies. The early Chinese top leadership, in particular Mao himself, had strong
sense for developing metallurgical industries in China. “gongye fazhan yigang weigang”
(steel is the principle of industrialisation) became China’s industrial development
policy guideline between the 1950s and 1970s (Yuan 2007). One of the central
objectives of the Great Leap Froward in 1958 was to boost Chinese iron and steel
production to catch up with that of the UK and US within a decade. Thus, from the
beginning of its industrialisation, China’s industrial and financial resources were
disproportionally poured into heavy industries such as metallurgy (Lin 1996; Rosen and
Houser 2007).

Due to the strong inter-industrial linkages between the CMVC sectors,
development of metallurgy heavily depends on energy and raw material inputs. Thus, a
Ministry of Heavy Industries (MHI) was established in 1949 and expanded in 1954 to
administer and coordinate the development of coalmining, metallurgy and other heavy-
chemical industries. Thus, the MHI became one of the earliest industrial line ministries
under the State Council and was the predecessor of most heavy-industrial line
ministries merged in the following decades. During the first FYP 1953-58, eight major

metallurgical projects were constructed. China’s metallurgical output, especially the

%5 A “Great Iron & Steel Campaign” (dalian gangtie) was initiated as the central component of the Great
Leap Forward (1958-1961). It targeted to boost China’s iron & steel production by building millions of
‘backyard steel furnaces’ to catch up with Western countries’ steel production within a decade. Although
the campaign hardly produced any qualitative metal and brought huge damage to the ecological system,
it nonetheless proved the Chinese leadership’s resolution to build a strong metallurgical industry in a
short time. See He (1999).
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iron & steel output, began to grow rapidly. When the MHI was abolished in 1956, the
Ministry of Metallurgical Industries (MMI) was established.®® The core function of the
MMI was to plan, administer and regulate the state-owned metallurgical sector. Its
Ferrous Metal Bureau and Non-Ferrous Bureau were the two core departments of the
ministry. Under the planning and administration of the MHI/MMI, the central
government built and upgraded several iron & steel projects during the first FYP 1953-
1957 and laid the foundation of China’s metallurgical industries. Between 1958 and
1970, three very large centrally-owned steel enterprises (Anshan Steel, Wuhan Steel
and Baotou Steel), five large centrally-owned steel enterprises (Taiyuan Steel,
Shijingshan Steel, Chongqing Steel, Hunan Steel and Ma’Anshan Steel), and 18
province-owned medium-to-small steel manufacturers were established. These 26 iron
and steel manufacturers represent virtually all of Chinese iron and steel productivity
during the planned economy (He 1999). Besides the steel manufacturing, due to the
irreplaceable role of non-ferrous metals in providing raw material to key sectors such as
defence industry and telecommunication, non-ferrous metal manufacturing also
developed quickly under the planning of MHI and MMI. There were 31 non-ferrous
projects constructed during the first FYP 1953-58, with 16 non-ferrous ore-mining
enterprises and 15 non-ferrous metal manufacturers. These state-owned mines and
plants made the backbone of China’s non-ferrous industry during the planned economy.
Among the non-ferrous metal productivity, aluminium manufacturing has consistently

accounted for more than half of the output (He 1999).

After three decades of rapid industrialisation, the industry sector’s share in the
output of the Chinese economy reached 44 percent and the amount of energy required
to produce each unit of economic output tripled in the early 1980s. Within the industrial
sector, heavy industries contributed to over half of gross industrial output (Lin 1996,
p.25). By 1981, metallurgical energy consumption accounted for around 22 percent of
China’s total industrial energy consumption. This mainly included around 38.6 million

tonnes of coking coal, 15.8 million tonnes of thermal coal, and 30.2 billion kwh of

% Several industrial line ministries, such as the Ministry of Metallurgical Industries (MMI) and the
Ministry of Chemical Industry (MCI), were established in 1956 to take over its industrial planning
functions. See ibid.
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electricity (Lin 1996, p.140).>” China’s limited industrial and financial resources were
disproportionally allocated to heavy industries, making its industrial energy intensity
one of highest in the world and the whole economy’s energy efficiency very low

(Rosen and Houser 2007).%8

5.1.2 Central Government Control over Industrial Energy Intensity in
the 1980s5°

Institutional basis of central government’s industrial energy control

Besides the structural shift of the Chinese economy due to the growth of light-industry-
focused rural collective economies, another factor contributing to China’s industrial
energy intensity decline in the 1980s and 1990s was the Chinese central government’s
energy intensity management system (Liu et al. 1994; Sinton and Levine 1994). Such a
system was built on a command economy to monitor and improve the production
efficiency of state-owned heavy industries. Over the sixth and seventh FYPs’ period
(1981-1990), the central government had established a nation-wide system thanks to the
majority of centrally-owned SOEs in the urban industrial sector in the 1980s and early
1990s. Nevertheless, when China’s economic transition deepened from the early 1990s
with large-scale SOE reform and intergovernmental relations adjustment, such system
of energy efficiency governance lost the institutional basis it was built upon and most

mechanisms ceased to work from the early 1990s.

China’s industrial energy intensity control system in the 1980s was constituted
by a series of agencies and industrial actors from the central to the local government,
and extended to directly cover individual major energy-consuming SOEs. The highest
government body of the system and the paramount energy efficiency regulator was the
State Council Energy Conservation Office (SCECO, guowuyuan jieneng'ban). The

SCECO played a vital role in making overall energy efficiency policy guidelines

5 In metallurgy, coking coal was used to produce coke, which was then fed into blast furnaces for
ironmaking. For the use of thermal coal and electricity in metallurgy, see footnote no. 22 on page 46.

%8 Also see footnote no. 50 on page 114.

% The historical data on China’s industrial energy intensity governance in this section were all collected
during the author’s internship in China Shenhua Group over January-February 2013 unless otherwise
indicated.
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directly supervised by the State Council Premier. With the office’s sponsor, the State
Council used to hold an annual Energy Conservation Working Conference in every
December between 1985 and 1993. Hosted by the Vice-Premier in charge of urban
industrial development, the country’s most important industrial planners and regulators
were gathered to coordinate energy efficiency polices and projects in the following year.
In 1986, the SCECO summarised the successful energy efficiency governance
experiences during the Sixth FYP (1981-1985) and issued two regulations that laid the
foundation for systematic energy efficiency governance in the Seventh FYP (1986-
1990).%°

With the two regulations, the SCECO established a centralised top-down
national energy efficiency governance system. All industrial line ministries and
provincial governments must establish energy intensity standards for major industrial
products under the guidance of the SCECO. Major energy-consuming SOEs’ energy
efficiency performance in relation to these standards will affect their energy supply
quotas and the award of financial bonuses to SOE managers. Under the guideline set by
the SCECO, the SPC and industrial line ministries were responsible for working out
more specific policies and industrial regulations. The SPC Bureau of Energy
Conservation was established at the beginning of the Sixth FYP to carry out national
energy conservation policymaking and planning. Industrial line ministries were
responsible to issue energy conservation regulations applied to subordinate SOEs. The
Ministry of Machinery and Electronic Equipment, for example, developed and
manufactured more than 2,000 items of energy conservation equipment, published 11
official lists of energy-intensive products that should be phased out, and promoted
adoption of 13 electricity-saving technologies across the country (Liu et al. 1994).
Provincial governments also worked pro-actively to issue their own energy efficiency
regulations that applied to local government-owned SOEs. Between 1983 and 1988, the
SPC Bureau of Energy Conservation sponsored the annual Working Conference of

National Energy Conservation that aimed to push local governments’ energy

80 In 1986, with the advocate of SCECO, the State Council passed two key regulations — Temporary
Regulations for Energy Conservation Management, and Decision Regarding Strengthening Industrial
Enterprises Management. The regulations summarise the successful energy efficiency governance
experiences during the Sixth FYP (1981-1985) and laid the foundation for systematic energy efficiency
governance at local government and major SOEs in the Seventh FYP (1986-1990). See Liu et al. (1994).
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conservation. For example, at 1984’s conference, a total of 110 local officials from 28
provincial governments who were in charge of local energy conservation work attended
the conference to study the State Council’s guidelines on energy conservation and
discuss their localised implementation. As a result, almost all the provincial
governments passed their own energy efficiency regulations by the mid-1980s. Besides
institutional arrangements, the central government during the Sixth Five-Year Plan
poured funds equal to about 11 percent of energy supply budget into energy

conservation projects.

Such state commitment and fiscal investment in industrial energy efficiency was
very remarkable especially given the central government’s deteriorating fiscal situation
under the 1980s fiscal contracting system. As a result, in the 1980s China had
systematically incorporated industrial energy intensity management in the country’s

industrial development in a way that few countries could parallel (Sinton et al. 1998).
The central role of metallurgy sector

The effect of government energy intensity management was particularly evident
in heavy industrial sectors. In the 1980s, the country’s three most energy-intensive
industrial sectors were metallurgy, chemicals, and building materials (mainly cement-
making). They respectively accounted for about 20 percent, 17 percent and 15 percent
of China’s energy end-uses consumption in 1990 (Liu et al. 1994, p.18). The net energy
conserved in the industrial sector over the seventh FYP period alone totalled 608 Mtce.
Half of the total savings were contributed by energy efficiency improvements in the
three sectors (Liu et al. 1994, p.18). Especially in the downstream sector of CMVC,
strict national and local industrial efficiency regulations and standards were
promulgated, and administrative mandates were given by energy conservation agencies
to eliminate inefficient equipment and processes, and the adoption of efficient ones

were supported by government funding.

In ferrous metals manufacturing, the iron and steel industry accounted for
roughly 16% of China’s total energy end use in industry by 1990. Energy conservation
projects significantly reduced the energy intensity of ferrous metals manufacturing:
nearly one-third of the increase in steel production resulted from conservation

investment that increased its energy and raw-material utilisation efficiency (Liu et al.
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1994, p.v.). Government regulations and investments helped reduce steel and iron
production energy intensity by 1.6% annually during the seventh FYP period (1986-
1990). Some government-funded technological renovations, including more efficient
coal injection in blast furnaces, continuous casting and rolling processes, and renovated
boilers and furnaces, have brought some of China’s major iron and steel manufacturing
SOEs to levels comparable to those of the developed world for the first time (Liu et al.
1994, p.v.).

Energy conservation gains in the non-ferrous sector mainly came from
electricity conservation at aluminium manufacturing during the seventh FYP. In 1987,
the SPC and SEC jointly promulgated levels of annual electricity allocation quota to
those power-intensive SOEs. Electricity consumed in excess of the quota was to be
priced at 5 to 10 times the normal price. For electricity saved within the annual quota
there were awards for SOEs and its managers. SOEs, on the other hand, could sell the
quota of electricity they conserved to raised energy conservation funds. This document
further required key power-intensive industrial sectors, especially aluminium making,
to set electricity-consumption standards for their main products and equipment, which
covers 70% of total industrial electricity use in China in 1987 (Liu et al. 1994). With
such mechanism, state-owned aluminium manufacturers reduced their electricity
intensity significantly. It is documented that many aluminium SOEs reduced electricity
consumption by as much as 300-500 kWh/ton. The Zhengzhou Aluminium Company
(Henan Province) under the administration of MMI successfully reduced its electricity
consumption by 700 kWh/ton of aluminium (typical electricity intensity was nearly 15
MWh/ton) by 1990 (Liu et al. 1994). Similar energy efficiency improvements also took
place in chemical and building material manufacturing from the Sixth to the seventh
FYPs’ period (Sinton et al. 1998).

However, such a system began to dismantle in the eighth FYP period (1991-95)
firstly due to the “grasping the large, and let go of the small” SOEs reforms. Loss-
making energy-intensive SOEs, in particular downstream energy consuming sectors of
CMVC, were systematically liberalised, with major SOEs delegated to local
government, making local governments and private capital progressively access to the
traditionally centrally-controlled CMVC. While the central government was focusing

on building a ‘national team’ of elite yangqi and monopolising strategic sectors such as
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OPVC, industrial energy intensity control was largely ignored in the 1990s’
institutional reforms. In other words, at a critical juncture of China’s transition, energy
efficiency governance failed to be integrated into the institutional reforms to maintain
the institutional connections between the central government and the coal-based heavy-

industrial value chains.

5.2 1990s Institutional Reforms and Decentralisation of CMVC

China’s energy efficiency improvement in the 1980s and 1990s depended on two key
factors — economic structural change that shifted away from heavy industries, and the
central government’s effective industrial energy intensity control. However, by the late
1990s and early 2000s, neither of the two factors existed due to the Jiang-Zhu
leadership’s reforms that profoundly changed the institutional connections between the
state and the industries at the national and sub-national levels. First, as “grasping the
large, let go of the small” was adopted as the guideline to reform the SOE institution,
the majority of China’s energy-intensive heavy industries were decentralised and
deregulated. The central government lost most of its command and regulatory leverage
to control industrial energy intensity. Second, to many of the revenue-starved and
growth-oriented Chinese local governments, the decentralisation and deregulation of
heavy-industrial sectors presented a good opportunity to boost local development. As a
result, by the early 2000s, locally-initiated heavy industrialisation emerged and
reversed the two-decade decline of China’s industrial energy intensity. For the Chinese
central government under the newly-installed Hu-Wen leadership, such a situation

posed a direct challenge to their Scientific Development ideational system.

5.2.1 The Coalmining Sector Reform

In the 1990s’ SOE reform, the Chinese coalmining sector that produces the ‘“No.l1
commodity” for heavy-industrial value chains became almost completely decentralized
and market-based. Thus, the localisation of the upstream coal sector provides the
fundamental energy basis to the local proliferation of its downstream heavy industries,

especially coal-based electric power and metallurgy in the 2000s.
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In 1985, the enterprise production contracting system was introduced to the
unified distribution coalmines to provide market incentives to the sector. Such reform
was greatly facilitated by wider economic reforms in the 1980s, such as revenue-
sharing between the central and local governments, SOE reforms, and the boom of
Township and Village Enterprises (TVESs). The coalmining sector thus began to

become increasingly market-based.

All these developments in the Chinese coal sector were firmly supported by
Chinese local governments down from the provincial level. The fiscal contracting
system from early 1980s to early 1990s brought local government officials much
enthusiasm for promoting local business. For those regions with abundant coal reserves
but located remotely from the more developed coastal area, to encourage coalmining
and industrial coal consumption became a viable choice to boost local revenue. With
these reforms, Chinese coal production began to pick up quickly from the mid-1980s.
Total coal production rose from 635.5 million tons in 1979 to 1.1 billion tons in 1992.
Most of the production increase was contributed by provincial government-owned coal
mines and TVCs, which raised their output more than two-fold from 277.8 million tons
in 1979 to 632.0 million tons in 1992; in contrast, the centrally-owned major coalmines’
output grew more slowly, only increasing from 357.8 million tons in 1979 to 482.5

million tons in 1992 (Peng 2009, p.15).

During the first half of the 1990s, as the coal sector was quickly “growing out of
plan” under the dual-track pricing, the timing to reform the coal pricing system from
command-based to market-based was ripe. In 1994, the MCI decontrolled the coal price
nation-wide, and thermal coal and metallurgical coal from all mines began to be sold at
market price. Average coal price jJumped by almost two-fold from RMB 58 Yuan per
ton in 1990 to 109 Yuan in 1994, making coalmining a highly lucrative business.
Although the SPC re-controlled the price for power-generation thermal coal between
1996 and 2002 to ensure a stable electric power supply, the coal sector basically

became market-based from 1994 (Xu 2011).
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As the “grasping the large and letting go the small” principle on SOE reform
was introduced in 1997, the Chinese coalmining sector began a large scale
decentralisation which saw most centrally-owned major state coalmines being handed
to the local government. In 1998, the Ministry of Coal Industry was abolished and its
coalmining regulatory functions were transferred to SETC. Following this, the
ownership and administration for all of China’s 94 centrally-owned large coalmines
were transferred to a total of 23 provincial and municipal governments along with all
their mining assets, employees and affiliated service units like hospitals and schools.®*
The fiscal auditors to these coal enterprises were also assigned from the local
governments, with taxes generated by these coal enterprises going to local governments.
These coalmines together produced 40 percent of China’s raw coal with relatively
advanced technology, equipment and coal-processing capacity (Thomson 2003, p.165).
As a result, compared to the local coalmines, especially the small TVCs, a much higher
share of raw coal produced from these large mines can be utilised by industrial

consumers as thermal coal for power generation and coking coal for metallurgy.®

5.2.2 The Power Sector Reform

The Chinese power industry faced serious challenges to expand power-generation
capacity to meet surging demand for electricity in the 1980s. The highly-centralised
electricity industry impeded the rapid expansion needed by the power sector to sustain
high-speed economic growth. As the central government started to allow local

governments, SOEs and foreign companies to invest in the Chinese power sector, in the

51 The only exception was China Shenhua Group. The Shenhua Group was established under the MCI in
1995 and has since stayed as a centrally-owned SOE under the State Council SASAC up to now. The
first reason that Shenhua Group was not decentralized is that Shenhua Group is a vertically integrated
firm requiring approval and coordination from more than four ministries and six provincial governments,
each responsible for either the coalfield, or local land, or infrastructure. It would be very difficult for a
local firm to coordinate these complex interests. The second reason is that Shenhua Group faces little
competition from local coalmines. There are far fewer local coalmines in Shenfu Dongshen coal fields
because the public infrastructure is poor.

62 The coal production from TVCs, although accounting for an increasing share of China’s total raw coal
production throughout the 1980s and 1990s, were mostly utilised as fuel to produce heating in the
residential sector rather than industry due to their low quality.
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1990s and early 2000s, local government started to become a major player in the power

sector (Zhang and Heller 2007, p.76).

From the mid-1980s, the central government began to deregulate the power
investment system by relaxing sectoral investment approval. Much of the decision-
making authority for power generation investment with 50MW generating capacity or
less was delegated to provincial governments (Xu 2011). To encourage investments,
central government promised power investors that they would enjoy preferential use of
electricity and guaranteed profits. Also, higher power prices and long-term buying
contracts for electricity were permitted, which would guarantee a 15 percent rate of
return to investors (OECD/IEA 2006). Due to local governments’ strong incentives to
improve local infrastructure to attract investments in the 1990s, these reforms yielded a
rapid expansion of the Chinese electricity industry. A constellation of local government
actors started to extend deep into the power generation sector, including provincial
government investment funds and local government SOEs. By 1995 over 40 non-state
power investment companies had begun operation and helped to established a growing
group of power plants that are characterized by some scholars as ‘independent power
producers (IPPs)’ (Woo 2005). By the end of the 1990s, the proportion of generating
capacity controlled by central government was reduced to less than 50 percent

(Cunningham 2009, p.109).

The diversification of power project investors and delegation of power capacity
building had brought much complexity into the Chinese power sector, which
significantly weakened the central government’s control over the whole power sector.
Because the coal-fired power plants controlled by provincial governments mainly relied
on local coalmines for coal supply, local manipulation over the local power sector

began to emerge and plague the Chinese power market.%® Therefore, in 1996, the State

8 power dispatch (i.e., turning generators on and off to adjust the power dispatched to the grid as demand
for power changes over time) decisions made by the provincial local governments’ power bureaus were
widely observed as in favour of local government-owned power plants, rather than in order of economic
efficiency. Those central government-owned power plants complained that they were discriminated
against by the local government power bureau. Such local influence over power sector was regarded as a
key factor causing the low-efficiency of the Chinese power sector in the 1990s and has harmed the
profitability of power plants owned by central government. See Cunningham (2009).
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Council decided to put all centrally-controlled power assets — about 49 percent of
China’s total installed power capacity and China’s national power grid — under the roof
of a newly established State Power Corporation of China (SPCC) to consolidate central
government’s guidance over the power market, also a means to restructure state-owned
power assets to “grasp the large” (State Council 1996[48]). Thus, the SPCC

immediately became one of the largest centrally-owned energy enterprises.

It was supposed to resolve local manipulation of power generation and dispatch
by integrating the central government’s power generation assets located in different
provinces to coordinate the power grid management nationally. However, the troubles
experienced by the SPCC soon demonstrated the steadily-growing local government
influences and interests in the power sector. Local manipulation of power management
was not mitigated with establishment of the SPCC. In some provinces, regional
subsidiaries of the SPCC were dispatching plants owned by the firm. In other provinces,
provincial government manipulated local dispatch centres to dispatch locally owned
plants. Many employees in these SPCC dispatch centres, originally employees of the
provincial power bureau and only recently (and technically) employees of the SPCC,
had invested their personal funds into vast swathes of the provincial or local
government owned electric generation capacity, thus dispatching to local firms for their
own financial interest. Such local manipulation of the SPCC’s daily operation was
largely responsible for the SPCC’s poor efficiency. In 1998, despite controlling over 49
percent of national electric power generating capacity, the SPCC had earned a mere
RMB7.01 billion in net profits, based on sales revenue of RMB260.64 billion. Such
poor performance led to the breakup of the SPCC into more than ten smaller electric
power enterprises that were taken over by the State Council SASAC in 2002 (State
Council 2002[5]).%

This episode of power sector reform between the mid-1990s and early-2000s
clearly indicates the growing influence of local government in the Chinese power sector.

In 2007, the power generation capacity owned by local government, mainly provincial

% These power yanggi include five generation companies (termed the "Big Five"), two grid companies
and several service and ancillary companies. See OECD/IEA (2006).
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governments, surpassed that owned by the central SOEs and accounted for 51 percent

of China’s total installed capacity (Cunningham 2009, pp.95-110).

5.2.3 The Metallurgy Sector Reform

As pointed out in Chapter Two, when a country’s primary energy mix is stable, it is
largely the way that energy supplies are used by downstream industrial energy
consumers that profoundly impacts the industrial energy intensity and the country’s
overall energy efficiency. The large-scale decentralisation of Chinese metallurgy
following the “grasping the large and letting go the small” and the subsequent central
government restructuring in 1998 plays a decisive role in building strong institutional
connections between CMVC and local government at the subnational level, and
diluting the institutional connections between CMVC and central government at the

national level.

From the early 1980s, Chinese metallurgical industries were changed from a
rigid system of state-fixed prices and centrally-planned purchase and sales to one
allowing enterprises to purchase raw material and energy input, and to sell an
increasing share of products in market under the dual-tracking pricing system and
emerging domestic commodity market. In 1983, China Nonferrous Metal Industry
Company (CNMIC) was established as a centrally-owned SOE under the MMI. The
CNMIC was assigned to manage the state’s non-ferrous mines and plants under the
supervision of the MMI. The central government gradually reduced the production
planning and pricing control on non-ferrous products. In 1985, state control and pricing
for all but 14 non-ferrous products were abolished. For the ferrous sector, the central
government gradually lowered the ratio of mandatory planned steel to only 20 percent
in 1992 (Song and Liu 2012, p.3). Mandatory plans for production and sales of major
iron and steel products were abolished and the dual-track steel price was replaced by a

market-based price by 1994.%°

% At the same time, the central government continued to set guidance prices for several main steel
products, partly to restrain inflationary pressures. See Nolan (2001).
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Along with the marketization process, a decisive step to reform the Chinese
metallurgy market was the large scale SOEs decentralisation and delegation toward the
end of the 1990s. During the 1998 central government restructuring, the MMI was
downgraded to a state bureau affiliated with the State Economic and Trade Commission
(SETC) between 1998 and 2002. With the downgrade of the MMI, the administration
of the ferrous sector was firstly decentralised. Operational control of all but four
centrally-owned major steel SOEs (Baosteel, Anstell, Wusteel, and Pansteel), were
handed over to local governments (Zheng and Abrami 2011).%¢ For the non-ferrous
sector, three centrally-owned non-ferrous metal groups, including China Aluminium
Group, China Rare Earth Group, and China Group for Copper-Lead-and-Zinc, were
established to replace the CNMIC in 1998. However, these three groups were
disbanded only one year later, and most non-ferrous production units were handed over
to the local government following the steel industry’s example. Thus, the whole
downstream metallurgy sector of the CMVC became market-based and highly

decentralised by the early 2000s.

In sum, the SOE reform in the 1990s has produced a highly decentralised and
market-based CMVC in China. The decentralisation of the downstream metallurgy
sector of CMVC is particularly important to determine China’s overall energy
efficiency. The scale and development of the metallurgy sector relative to the whole
economy plays a key role in influencing China’s overall energy efficiency. In this sense,
by allowing the revenue-starved local government and private business to play a
predominant role in the downstream metallurgical development, the Chinese central
government practically lost control of the country’s energy efficiency in the following
decade. Energy efficiency governance mechanism therefore failed to be integrated into
the new institutional design to maintain the connections between the central

government and the energy-intensive industries.

% When the SETC was replaced by the NDRC in 2003, the State Bureau of Metallurgy was disbanded
and part of its regulatory function was taken over by two industrial associations - China Iron & Steel
Industry Association, and China Nonferrous Metals Industry Association.
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5.3 Local Government Interests and CMVC Growth in the
2000s

As the SOE reform advanced in the late 1990s, the central government was focusing on
restructuring highly-profitable strategic sectors such as OPVC. The decentralised
CMVC industries gradually became a major source of local revenue and growth in the
2000s with the success of Zhu Rongji’s “three-year target” to improve SOEs’ financial
situation and economic recovery after the Asian Financial Crisis, as well as China’s
accession to the WTO. As a result, Chinese local government, especially dozens of
provincial governments that respectively control a significant share of the decentralised
coalmines and electric power assets, are now capable of utilising them to actively
promote the development of downstream metallurgy to boost local economic growth,

and to benefit from the growth politically and fiscally.

After the 1990s’ institutional reform, Chinese local government, especially at
dozens of provincial governments, became owners or major shareholders of significant
energy supply assets such coalmines and power generators. For these local
governments, an ideal way to benefit from these decentralised assets and to promote
local economic growth is to boost the local industrial demand, especially the energy-
intensive metallurgy manufacturers’ demand. The role that Chinese local government
plays in promoting metallurgy development since the early 2000s has been two-fold.
On the one hand, many provincial governments directly own and manage a
considerable share of metallurgical capacity in iron-and-steel making. On the other
hand, many local governments proactively encourage and facilitate private investments
in metallurgy by offering favourable energy supply deals that go against central
government’s policies and mandates, especially low electric power prices to local

aluminium manufacturers.

5.3.1 Iron & Steel Capacity Expansion

Decentralised iron and steel capacity surge

Throughout the 2000s, China’s ferrous metallurgy sector featured two striking
characteristics, the heavy involvement of local government and the fragmentation of the
domestic market. China’s iron and steel industry has experienced hyper-growth since

the early 2000s. Between 1996 and 2004, China’s iron and steel production surged from
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100 million tonnes to 272 million tonnes, making China the largest steel producer and
first country to surpass 200 million tonnes in the world (Chinanews February 4, 2005;
Yuan 2007). At the same time, the profitability of heavy-industrial sectors along the
CMVC had kept rising. In 2002, China’s iron and steel sector achieved a RMB 91
billion Yuan net profit, representing a 66 percent net profit increase compared to that of
2001. Such a profitability jump made the iron and steel industry China’s second most
profitable industrial subsector, next only to crude oil and gas E&P during the 10th FYP
period (Zhu Janurary 4, 2005). By the end of the 10th FYP in 2005, China produced
356 million tons of crude steel, accounting for a little more than one-third of the
world’s total crude steel production (Worldsteel December 2006). By the end of the
eleventh FYP in 2010, China’s crude steel production had jumped nearly two-fold and
reached a staggering 627 million tons, accounting for almost half (44 percent) of the
world’s total crude steel production that year (Worldsteel December 2010). At the same
time, the Chinese iron and steel market is highly fragmented, featuring provincial
governments’ heavy involvement (See Figure 8 below, and Figure 9 and Table 3 on the
following two pages).

Figure 8 Structure of Top-10 World Steel Producers (as of 2010)
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Figure 9 China's Steel Production by Provinces as Percentage of
National Total (as of 2005)
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Table 3 Ownership of China's Top-20 Steelmakers (as of 2010)

Rank | Enterprise Capacity (Million Tons, as Owner/Majority Shareholder
of 2009)
1 Hebei Iron & Steel Group 40.24 Heibei Provincial Govt
2 Baosteel Group 38.87 State Council SASAC
3 Wuhan Iron & Steel 30.35 State Council SASAC
Group
4 Anben Iron & Steel 29.18 Liaoning Provincial Government & State
Group Council SASAC
5 Shagang Group 26.38 Private Entrepreneurs (64%), Labour
Union (18%) and Runyuan Trading Co.
6 Shandong Iron & Steel 21.31 Shandong Provincial Govt
Group
7 Shougang Group 17.29 State Council SASAC
8 Xinwu’an Group 16.71 Private Entrepreneurs (84%) and Wu’an
City Govt (16%)
9 Magang Group 14.83 Anhui Provincial Govt
10 Valin Iron & Steel Group 11.81 Hunan Provincial Govt
11 Baotou Iron & Steel 10.07 Inner Mongolia Govt
Group
12 Rizhao Iron & Steel 9.91 Shandong Provincial Govt
Holding Group
13 Taiyuan Iron & Steel 9.46 Shanxi Provincial Govt
Group
14 Anyang Iron & Steel 8.50 Henan Provincial Govt
Group
15 Beijing Jianlong Heavy 8.38 Private Entrepreneurs
Industry Group
16 Panzhihua Iron & Steel 8.18 State Council SASAC
17 Jiuguan Iron and Steel 7.59 Gansu Provincial Govt
Group
18 Tangshan Guofeng Iron & 7.58 State Council SASAC (51%), Tangshan
Steel Group City Govt (49%)
19 Beitai Iron & Steel Group 6.88 Liaoning Provincial Govt
20 Jinxi Iron & Steel 6.83 Private Entrepreneurs

Source: Adapted from Price et al (October 2010, pp.6-9).
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The SOEs decentralisation in the late 1990s significantly weakened central
government’s control on industrial investment. This led to increasing involvement of
private investments in the CMVC, creating a ‘growth alliance’ between local
governments’ interest and private business interest. This constitutes a major factor

contributing to the hyper-growth of China’s metallurgic capacity.

Before the industrial decentralisation of the late 1990s, the central government
exerted relatively strong control over non-state industrial investment by the State
Council’s departments such SPC, SETC and a variety of industrial ministries at the
central government (Huang 1996). Such an investment approval system significantly
constrained the building of heavy industrial projects regarding energy supply and
energy-intensive industries, which usually require a huge amount of fixed assets
construction and investment. Non-state investors, including private companies and
foreign firms, must submit detailed project plans to relevant central and local
government departments to review and approve before conducting actual project
construction. However, as analysed in Chapter Four, this system was significantly
weakened during the 1990s’ institutional reforms and the central government
restructuring between 1998 and 2003. With the burden of investment review of large
new projects nation-wide concentrating in a handful of State Council departments such
as the NDRC and the MIIT, many local governments chose to approve major local
projects without completing the investment review process. Such local practice, often
referred to as “weigui chan neng” (unlawful industrial productivity) by industrial
observers and central government documents, has spread all over the country from the
early 2000s (State Council 2009[38]). The Ministry of Industry and Information
Technology (MIIT) estimates that during the 11th FYP China’s unlawful iron-and-steel
capacity added up to around 400 million tons per year; at least 56 percent of the 627
million tons crude steel produced in 2010 was contributed by these unlawful projects
(Xing 2011). The NDRC estimated that at least 58 million tons per year capacity were
built without government review and approval over the same period (Zhang October 23,

2009).

140



Fragmented Iron & Steel Market

Due to the heavy involvement of dozens of provinces, the degree of
fragmentation in the Chinese iron and steel industry is the highest among the world’s
major steel producers. By the end of the 10th FYP in 2005, steel was produced in 30 of
China’s provincial level regions. This means that among PRC’s 31 provincial regions,
only Tibet does not have an iron and steel industry of economic scale (Price et al.
October 2010). While steel production is concentrated in the northeast, no province
accounts for more than 18 percent of China’s annual production. Moreover, several
provinces have annual production of less than 5 million metric tons per year (see Table
9). In terms of steel producers, by the end of the 10th FYP period in 2004, only
Baosteel in Shanghai Municipality ranked among the world’s ten largest producers.
Only two Chinese producers, Baosteel and Anshan Steel (now Anben) in Liaoning
Province, produced more than 10 million tons of crude steel in that year, while eight
reached that level in 2005 (Price et al. October 2010). During the 10th FYP period
2001-2005, the concentration of the Chinese steel industry had rapidly decreased. The
share of crude steel produced by the Top-4 enterprises dropped from 28 percent in 2001
to 17 percent in 2006; and the share of Top-10 enterprises dropped from 45 percent in
2001 to 33 percent in 2006. In comparison, the Top-4 steel makers’ market share was

58 percent in the US, 71 percent in EU and 77 percent in Japan (Wu November 2010).

The central government has recognized the negative impacts such industrial
over-capacity and fragmentation would bring to upstream energy supplies and
industrial energy efficiency since the early 2000s. Thus a central focus of China’s iron
and steel industrial policy has been market consolidation by mergers in the past decade.
However, implementing the consolidation policy proved difficult, with provincial
governments standing in the way. For instance, the Shanghai-based Baosteel, which
was then China’s largest steelmaker and the largest iron and steel yangqi, aggressively
sought out inter-regional mergers under the State Council SASAC’s policy guideline
during the 10th FYP period. By 2004, merger negotiations were under way with the

Magang Group in Anhui Province, with Handan Steel in Heibei Province (now a
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subsidiary of Heibei Iron & Steel Group), and with Baotou Steel in Inner Mongolia. In
each case, local-provincial government proactively blocked the deal. Anhui government
officials stated that the provincial government has no interest in seeing its largest
steelmaker merged with Baosteel (Zheng and Abrami 2011). In contrast, since 2005,
mergers have mainly occurred within provincial borders. The formation of China’s
fourth largest steel producer, Anben Iron & Steel Group in 2005, was achieved by a
merger of two Liaoning-based steelmakers — Anshan Steel and Benxi Steel — thanks to
the brokering and coordination from the Liaoning provincial government (Wang
August 17, 2005). Similarly, pushed by the Hebei provincial government, Handan Steel
was merged with its primary local rival Tangshan Steel in 2008. The two constitute
core subsidiaries of a new Hebei Iron & Steel Group, which instantly surpassed the
Baosteel Group to become China’s largest steel producer (Zheng and Abrami 2011).
This degree of geographic and market fragmentation clearly demonstrates the desire of
Chinese local governments to have the iron and steel industry promote local growth,

whether or not such an industry was economically viable.

5.3.2 Decentralised Aluminium Industry and Local Manipulation of
Energy Supply

Decentralised aluminium capacity surge

Besides the hyper-growth and fragmentation of ferrous metallurgy, non-ferrous
metallurgy, especially the most energy intensive aluminium manufacturing, also
experienced similar local-led capacity expansion in many regions of China from the
early 2000s. Aluminium manufacturing was also put as a key area of industrial
development in more than ten central and northern provincial regions, such as Henan,
Shandong, Shaanxi, and Inner Mongolia. Hundreds of private aluminium enterprises
entered the market and brought drastic aluminium productivity during the 9th and 10th
FYP periods (1996-2005). As a result, China’s aluminium production tripled from 2.19
million metric tonnes to 6.98 million tonnes. At the beginning of the 10th FYP period
in 2001, China already surpassed the US and became the largest primary aluminum

producer, with its annual production capacity at one-fifth (22.4 percent) of the world’s
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total (Chen 2005; Lan 2009, p.37). In 2005, Chinese non-ferrous industry consumed
43.2 million tons of coal equivalent energy, accounting for 3.7% of national industrial
final consumption, but only contributed to 1.5% of GDP. The aluminium industry alone
consumed over 6 percent of national electric power generated that year, but only
contributed to around 0.3 percent of national GDP (Yang 2005; Wang and Chandler
2010). By 2010, Chinese aluminium output alone accounted for almost half of the

worls’s total (see Figure 11 below).

Figure 10 Output of the World’s Top-10 Aluminum Producers (as of
2010)
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The SOE reforms in the Chinese non-ferrous sector in the 1990s saw the ups
and downs of several centrally-owned non-ferrous metallurgy SOEs. By the beginning
of the 10th FYP period in 2002, the previous centrally-owned non-ferrous enterprises

were all handed over to the local governments, except for China Aluminium
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Corporation (CHALCO), which inherited the core assets of China Aluminium Group
and became one of the yanggi under the State Council SASAC since 2003.5” As a result,
the Chinese aluminium industry started to feature the predominant role of local private
investment in production capacity expansion throughout the 2000s. By the end of the
10th FYP period in 2004, there were a total of 152 electrolytic aluminium enterprises
located in 25 provinces of China, more than all the aluminium manufacturers in the rest
of the world combined (Li 2008). The majority of aluminium manufacturers were
concentrated in those central and western provinces with abundant coal reserves and
power generating capacity, such as Henan, Shandong, Shanxi and Inner Mongolia.
These four provinces together had 53 electrolytic aluminium enterprises, with almost
half (49 percent) of the national total aluminium capacity (Li 2008). As analysed in
Chapter Two, electricity is an essential input which accounts for over one-third of the
aluminium production cost world-wide. In China’s case, the rapid development of the
aluminium industry has heavily depended on local governments’ distortion of China’s

national electricity pricing system in favour of local producers.

Local manipulation of electric power pricing

Before 1986, China’s electricity price was strictly set by the central government
agencies like the SPC and MEP based on central government’s monopoly on national
power capacity-building. From the mid-to-late 1980s, the central government began to
reform the centrally planned power investment and pricing system to encourage local
government and foreign firms to invest in power supply, and to balance the
affordability and social equity (OECD/IEA 2006). A feature of such a reformed
electricity pricing system was the implementation of “Catalogue Prices” depending on
the types of electricity end-user. Chinese power prices in the 1990s and early 2000s
were divided into categories such as urban household price, non-household illuminating
power price, agricultural irrigation power price, commercial power price, ‘common

industry’ power price, ‘big industry’ price, and wholesale power price for certain large

87 Tn 2003, the share of CHALCO in China’s electrolytic aluminium market was around 23% and it has
kept declining since due to local private aluminium capacity expansion in the 2000s. See Li (2008).
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SOEs (Zhang 2010, pp.55-56). In June 2004, the State Council issued a mandate to
enforce a new Differential Electricity Pricing (chabie dianjia) policy designed by the
NDRC (NDRC 2004). This new differential electricity pricing policy primarily targets
six electricity-intensive industries, headed by aluminium and iron-and-steel. Under the
new differential pricing policy, the enterprises in these six industries were charged with
a premium on top of the basic industrial power rate. The central government hoped that
such discriminative power pricing would immediately affect the rapid expansion of
these industries.® However, this new national power pricing policy met constant
resistance from many regions primarily due to local government’s strong and inter-
linked interest in the midstream power sector and the downstream aluminium

manufacturing of the CMVC.

According to the NDRC, the new differential power pricing was only
implemented in less than half of the 31 provinces by early 2007, three years after the
State Council’s mandate to introduce the policy and almost a year since the State
Council’s second mandate to amend the policy and to stress the importance of local
implementation (State Council 2006[77]). In December 2006, the NDRC had already
pointed out that, in those provinces and autonomous regions where non-ferrous
metallurgy accounted for a considerable share in the local economy, differential
electricity pricing was not well implemented. As a result, the NDRC sent working
groups to eight provincial governments, including Henan, Shanxi and Inner Mongolia,
to investigate the local implementation of differential pricing (Chinanews December 14,
2006). In April 2007, the NDRC announced that it had discovered serious problems in
local implementation of the new power pricing policy. According to the NDRC, in
China’s 30 provincial regions, only 15 local governments had implemented the
differential power pricing by listing local electricity-intensive industrial enterprises and

charging the premium accordingly; an extra 7 local governments had promulgated local

8 These six industries include electrolytic aluminium, iron-and-steel, ferroalloy, calcium carbide, caustic
soda, and cement In 2006, this policy was revised by the NDRC to cover two more industries — yellow
phosphorus and zinc smelting — and the power price premium for all the eight industries was further
increased by as much as 50 percent. See State Council. (2006[77]) and Hu et al., (2012).
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adoption of the State Council’s mandate but had not started to list the local enterprises
and charge the premium; the remaining 8 local governments had completely ignored
the State Council’s mandates and did not initiate any forms of implementation of the

differential power pricing.

Besides the local resistance to the differential power pricing policy, what was
worse than local non-implementation was local distortion of power pricing, especially
in China’s middle and western regions where non-ferrous metallurgy had been one of
the major revenue-generating industries (see Figure 11 on the next page). Between
2004 and 2007, a total of 14 provincial governments had promulgated a variety of
illegal local policies to offer major industrial power consumers, especially to local
aluminium and other non-ferrous manufacturers, with a discounted wholesale
electricity price, running directly counter to the national power pricing policy (NDRC
2007[3550]; Xinhua News Agency April 17, 2007). According to Jia Yinsong, deputy
head of the NDRC’s Macro-Economic Bureau, a large number of local aluminium
projects built in the early-to-mid 2000s and local governments’ heavy involvement in
local power generation capacity-building made many local governments reluctant to
adopt the differential power pricing and even proactively encourage excessive
industrial power consuming (Xinhua News Agency April 27, 2007). To many
provincial governments in the middle and western regions, local implementation of
differential power pricing imposed a heavy financial burden to local electricity-
intensive enterprises and drastically reduced the local industrial output; shrinking
power demand due to higher prices would affect the utility rate of local government-
owned power generators, making local generators turn-down more often to reduce on-
grid power; and last but not least, shrinking power demand would also mean less
revenue for local government-owned coalmines. Thus, higher industrial power prices in

practice meant giving up a considerable amount of tax and EBF revenues.
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Figure 11 China's Electrolytic Aluminum Production by Provinces as
Percentage of National Total (as of 2010)
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Such a chain effect therefore brought widespread local resistance and a
distortion of national industrial policy that had been rare since the early 1990s. In
response, in April 2007, the NDRC initiated a national census of power pricing by
sending working groups to all provincial governments (Xinhua News Agency April 17,
2007). Based on the national census result, in December 2007 the NDRC issued a
special mandate, titled as Mandate on Cancelling Power Price Discounts on
Electrolytic Aluminium and Other Energy-Intensive Industries, ordering provinces and
municipalities like Sichuan, Chongging, Gansu and Guangxi to phase out regional
power discounts in favour of local aluminium manufacturers (NDRC 2007[3550]).
Moreover, in October 2007, the NDRC further amended the differential power pricing
policy by assigning the premium power price revenue to local government (NDRC

2007[2655]; People's Daily October 12, 2007).

Despite the central government’s resolution in seeing the differential power
pricing implemented, local distortion of national power pricing continued to exist
throughout the rest of the 11th FYP period along with local aluminium productivity
expansion. In November 2008, the Inner Mongolia Regional Government introduced
the Multilateral Electric Power Transaction Bill to offer RMB 0.08 Yuan per Kwh
discounts to local energy-intensive enterprises (Li Febuary 24 2009). Such blatant
challenge to national power pricing was soon followed by other provinces and regions,
including Qinghai, Gansu, Ningxia, Sichuan and Yunnan. According to Yunnan local
government officials, the largest local non-ferrous metal manufacturer, Yuannan
Aluminium Ltd., alone consumed about one-fifth of Yunnan’s total on-grid power.
Yunnan’s local power discount policy could effectively save Yuannan Aluminium Ltd.
RMB 800 Yuan per ton of aluminium production (Li Febuary 24 2009). In response,
the NDRC initiated a new round of national power pricing inspections in 2010 and
issued a series of mandates to order immediate abolition of illegal local power pricing

policies (NDRC 2010[978]; NDRC 2010[1023]).
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5.4 FYPs’ Energy Efficiency Policy as Institutional Adaptation
toward Scientific Development

Decentralised and fragmented CMVC development is at the centre of China’s heavy-
industrialisation trend and has had a profound impact on China’s overall energy
efficiency situation from the early 2000s. With the installation of the fourth generation
party-state leadership and the Scientific Development Outlook as updated national
socio-economic policy guideline from 2003, such decentralised and CMVC-centred
heavy-industrialisation posed the first serious challenge to the structural adjustment
objective. In the early years of the Hu-Wen leadership between 2003 and 2005, the
central government reacted by issuing a series of industrial policies following the
conventional model of the State Council mandate jointly-drafted by relevant ministries
and departments. However, these conventional measures failed due to the breakdown of
central control measures over the heavy industries. As a result, a mandatory Energy
Efficiency Target Responsibility System was introduced in the 11thand 12th FYPs to
re-build institutional connections of energy efficiency in the coal-based heavy-

industrial value chains such as the CMVC.

5.4.1 The Failure of Conventional Industrial Policy 2003-2005

By 2003, the central government already came to realise the hyper-growth of
metallurgy and several other energy-intensive industries would be very likely to impact
China industrial energy efficiency negatively, and more importantly, to hinder the
country’s economic structure adjustment. At the Central Conference on Economic
Work in December 2003, the newly-installed Hu-Wen leadership expressed much
concern over the rapid expansion of Chinese heavy industries led by the CMVC.
According to Zen Peiyan, former head of SPC and then-vice Premier of the State
Council, Hu Jintao and Wen Jiabao made it very clear at the conference that further
reckless investment in energy intensive-industries like steel, aluminium and cement
must be prevented to make sure they would not overheat the macro-economy and not
hinder the country’s economic structure adjustment. Immediately after the conference,
the State Council issued a key document ordering local governments and SOEs to
strictly control local steel, aluminium, and cement project investment. The document,
titled The State Council Mandate on Preventing Reckless Investment in Steel,

Aluminium and Cement Manufacturing (State Council 2003[103]), was jointly
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sponsored by as many as 10 State Council’s commissions and ministries, including the
NDRC, Ministry of Land and Resources, Ministry of Commerce, Ministry of Finance,
Ministry of Construction, the State Bureau of Environment Protection, and the People’s
Bank of China. These State Council departments almost covered the entire economic
policy bureaucracies that emerged from the central government restructuring earlier in
2003, indicating the special role of this document in China’s industrial policy system.

At the beginning of the mandate, the State Council stresses,

In recent years, some regions and enterprises has been motivated by
economic interests to invest heavily in industries like steel, aluminum, and
cement. Such large-scale project building and productivity expansion
disregarded the market, resource constraint and macro-economic situation;
most of the investments are made in defiance of central government
regulations and against the law... such reckless development is bound to
bring serious consequences such as industrial over-capacity, waste of
energy and natural resources, and environment pollution. It is also very
likely to cause much more profound macro-economic problems... (State
Council 2003[103]).

Thus, the control of energy-intensive industries’ development was brought to
the level of macro-economy following the Hu-Wen leadership’s “Scientific
Development Outlook” in the same year. To prevent the imminent heavy-
industrialisation, the State Council ordered a nation-wide survey of local metallurgy
productivity. Those newly-built projects and recent-expansion of existing projects that
were against the State Council’s industrial policies and regulations, mainly those being
built without due investment approval documents, must be shut down and reported to
the State Council at a deadline by the end of February 2004 (State Council 2003[103]).
The State Council hoped the mandate would curb the hyper-growth of metallurgy by
the end of the 10th FYP and set an example for dealing with other energy-intensive
industries. However, as analysed in the last section, it failed to curb the hyper-growth of
local heavy-industrial productivity, led by the CMVC expansion in the following years.
As a result, China’s industrial energy intensity, which had been declining due to the
combined effect of economic structure shift and the effective energy efficiency
governance in the 1980s and 1990s, began to increase from 2002/2003 (see Figure 1 in
Chapter One).
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5.4.2 Introduction of Energy Efficiency Target Responsibility System in
the 11th and 12th FYPs
By the time that the drafting of the 11th FYP started in early 2005, the Hu-Wen
leadership was already very conscious that the ongoing decentralized heavy-
industrialization was a problem embedded in China’s existing political-economic
institutions shaped by the 1990s reforms. Efficiency consequences could not be
managed unless a more overarching policy was made and implemented consistently in
the following decade to adapt the existing institutions according to their Scientific
Development ideational system. At the Annual Central Economic Working Conference
on December 3rd 2004, Hu Jintao made a keynote speech titled Strengthening and
Improving Macroeconomic Adjustment Capacity (jiagiang’he gaishan hongguan

tiaokong). In the speech, Hu emphasizes the fundamental role of institutions.

The flaws and loopholes within existing institutions and half-way reforms
are the very source of many problems that emerged during our socio-
economic development. If we do not accelerate institutional adaptation and
innovation cannot be accelerated, we would lose the very institutional basis
of socio-economic development. This is exactly the reason that reckless
investment keeps increasing and economic fluctuation repeatedly occurs,
and it is the biggest obstacle in our way to comprehensive, coordinated and
sustainable development, there is little time left for us to tackle the
[institutional] problem. ... We must be persistent to design and implement

solutions in the long run (Hu 2006, p. 456).

Based on this judgement, and with the failure of conventional industrial policy
between 2003 and 2005, the energy policy of the 11th Five-Year Programme became
the last resort to achieve such institutional adaptation in order to curb the ongoing
decentralized and unregulated heavy-industrialization. In October 2005, Wen Jiabao
announced the party center’s policy recommendations to the 11th FYP and raised the
target of reducing China’s energy intensity by 20 percent (CPC Central Committe
October 11 2005) (see Section 2.1 in Chapter Two and Table 3 in Chapter Three). As
the target was officially adopted by the 11th FYP National Guideline in March 2006,

the State Council issued a series of mandates to establish a decentralized policy
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implementation and monitor mechanism during the 11th FYP period, and improved and

expanded the capacity of the mechanism over the following 12th FYP.

The core component of this mechanism is a Central-Local Intergovermental
Energy Efficiency Target Responsibility System (nengxiao mubiao zerenzhi) that
integrates the energy efficiency targets into the party-state’s local government official
evaluation and promotion system (Ma et al. 2012). Between 2006 and 2007, the State
Council issued three key mandates (2006[28]; 2007[15]; 2007[36]) to promulgate the
basic rules of the Intergovernmental Target Responsibility System. According to the
documents, local government officials’ energy efficiency work is evaluated by a series
of criteria based on centrally-assigned energy efficiency targets and localised energy
efficiency actions. Local government officials’ energy efficiency achievements are

evaluated by the scores assigned to each specific criteria (see Table 4 below).

Table 4 Energy Efficiency Work Evaluation System for Chinese
Provincial Government

Category Items Points

National Target Energy efficiency Improvement (GDP per RMB Ten-Thousand 40

Achievement Yuan)

Provincial Actions Economic Structural Adjustment 20
Energy Conservation Investment and Projects 10
Energy Conservation Technology R&D 9
Local Enterprise Energy Efficiency Management 8
Infrastructure Energy Conservation Work 5
Sub-provincial Energy Efficiency Target Breakdown and 3
Implementation
Provincial Implementation of Energy Laws and Regulations 3
Energy-related Work Organisation and Leadership 2

Data Source: Adapted from State Council (2007[36])
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The State Council dispatches special energy working teams to China’s
provincial level local governments to evaluate local leading officials according to the
categories in the evaluation scheme on an annual basis. The results are recorded by the
working teams and feedback to the CPC’s Central Organisational Department (COD) as
a key determinant of the promotion or demotion of corresponding local leading officials.
According to the COD, from 2008 those local officials with energy efficiency work
scores lower than 60 points are immediately removed from their current position
(Chinanews November 25 2007). For the first time in the post-reform era, working
achievements other than political loyalty and economic growth became one of the key

criteria for Chinese local government officials.

Moreover, the central government also established energy efficiency linkage
with decentralized energy-intensive industrial enterprises by incorporating the Top-
1000/Top-10,000 programmes into the Evaluation System. The item with the heaviest
weight in the system — the 40 points national energy efficiency target improvement —
mainly depends on local implementation of the Top-1000 programme. For the local
government-owned energy-intensive enterprises, the State Council also designed a
similar system to evaluate their energy efficiency work, so local governments could
decide the promotion or demotion of local enterprise managers according to the system

(State Council 2007[36]).

In the following four years between 2008 and 2011, this system played a crucial
role in the decentralized implementation of national energy efficiency over the 11th
FYP. According to Price et al. (2011, p.2168) the Top-1000 Enterprise Project together
with local-initiated energy efficiency programmes together contributed as much as 74
percent of China’s total primary energy savings during the 11th FYP period, making
Energy Efficiency Target Responsibility System the most effective policy mechanism
to achieve China’s national energy efficiency target. Based on such success, the 12th
FYP went on to adopt a similar policy mechanism to achieve the “16 percent” target.
The Top-1000 project was expanded to become a Top-10,000 project aiming to save
250 Mtce between 2011 and 2015 (NDRC 2012). From 2012, a total of 14,119
industrial enterprises were included in the Top-10,000 project, which accounted for

about 60 percent of China’s total annual primary energy consumption. By late 2013,
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they had already saved energy by 249 Mtce through efficiency gains (NDRC 2012;
Zhao and Wu 2015). The project’s actual efficiency gain by 2015 is likely to overshoot
the original target by a large margin.

Moreover, energy efficiency policy based on the target responsibility system
over the 11th and 12th FYPs period plays a pivotal role in Hu-Wen’s economic
structural adjustment ambition (see Figure 12 below). The increasingly stringent energy
efficiency regulations erode the profit margin of energy-intensive industrial products
such as iron and steel, aluminium and cement. The overall contribution of industry to
China’s GDP growth from 2006 started to be significantly lower than of the tertiary
sector, except for the years 2010-2011 after the Chinese central government introduced
a massive RMB 4-trillion programme to stimulate the market in reaction to the world
economic recession. According to a report published by the Research Centre of the
State Council SASAC, energy efficiency policy over the 11th and 12th FYPs’ period
has significantly facilitated China’s economic structural adjustment in several aspects,
especially in terms of curbing the growth of heavy industries, and promoting a huge
market of renewable energy equipment and services (SASAC September 25 2014).

Figure 12 The Three Sectors' Contribution to China's Annual GDP
Growth 1995-2013 (in percentage)
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Chapter Summary

This chapter has analysed the development of China’s CMVC over the past two
decades as a case of local government’s growing influence and the central
government’s losing control over China’s coal-based heavy industries after the 1990s
institutional reforms. The focus of the analysis is how the reforms re-shaped
institutional connections between Chinese state and the CMVC, which has profound

impacts on the country’s overall energy efficiency situation.

During the planned economy and early reform era, the central government and
the CMVC were closely linked by mechanisms embedded in the planned economy.
Therefore, the central government’s control over China industrial energy intensity was
possible based on a well-preserved planned economy and its SOE system. However, the
1990s’ SOE reform re-shaped the connections between the Chinese state and the
CMVC sectors at the national and the subnational levels. At the national level, due to
the large scale SOE delegation and sectoral marketization, the central government
disconnected itself from the majority of the CMVC enterprises and focused on building
capacity in strategic sectors. At the subnational level, the effect of industrial
decentralisation enabled the subnational government and private sector to develop the
whole value chain as an important means to achieve local governments’ fiscal-political
interests shaped by the 1990s’ central-local relations reform. As a result, the provincial
governments began to play a vital role in the hyper-growth and expansion in the
downstream metallurgy sector of CMVC in the 2000s. From the early 2000s local
government had strong incentives to promote local metallurgy capacity despite the
central government’s efforts to curb and rationalise hyper-growth in the sector. Finally,
the failure of the central government’s conventional industrial policy between 2003 and
2005 made the Hu-Wen leadership realise the institutional problems that challenged
their Scientific Development strategy. In response, a mandatory energy efficiency
target responsibility system was introduced in the 11th and 12th FYPs to re-build the
institutional connection between the central government, the local government, and
decentralised heavy-industrial enterprises to provide key political (dis)incentives

toward the structure-and-efficiency oriented Scientific Development.
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Chapter Six: Case Study II - OPVC
Restructure in the 1990s and China’s
Energy Security in the 2000s

Chapter Six provides a contrasting case relative to the CMVC to highlight how the
central government managed to establish strong institutional connections with the
OPVC following the 1990s’ SOE reform, and how such institutional connections
enable the central government to exert greater control and provide direct support to
China’s three major oil and petrochemical yangqi, also known as the National Oil

Companies (NOCs), to safeguard the country’s energy security from the early 2000s.

Section 6.1 reviews the building and early reform of OPVC during the planned
economy and concludes that during most of the planned era the institutional
arrangements of China’s OPVC were quite similar to that of CMVC, featuring direct
central government administrative control over the majority of SOEs across the entire
value chain.® Then this section examines how the decentralisation and marketization
reforms of the 1980s and early 1990s started to introduce non-central actors such as
local government and private firms to participate in the OPVC development, especially
in the midstream petrochemical and downstream products marketing sectors. In this
period, local governments and private business were increasingly allowed to invest in
the OPVC. This was similar to what happened in the CMVC at the time. Section 6.2
then demonstrates how this trend was drastically reversed by a major industrial
overhaul in 1998 as part of the SOE reform. On the one hand, the central government
restructured the NOCs to make them vertically-integrated to cover the entire value
chain and put them as core assets under the SASAC. On the other hand, non-central
interests established in the previous reforms were systematically ‘squeezed out’ from
the OPVC to shield the NOCs from domestic competition. Thus, by the early 2000s, the

OPVC had become one of the strategic sectors controlled by the central party-state and

8 The data on China’s OPVC were all collected from published corporate statistics during the author’s
internship in CNOOC during November — December 2012, unless otherwise indicated.
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started to expand their overseas projects and business aggressively with state support.
This is in stark contrast to the CMVC, where centrally-controlled assets were
systematically decentralised and featured increasing local government and private

sector interests after the 1990s SOE Reform.

6.1 Formation and Early Reform of China’s OPVC

6.1.1 Formation and Development of OPVC in the Planned Economy

In 1949, in the wake of the Civil War, China relied almost entirely on biomass and coal
for the needs of its huge rural population and very limited urban industries. Domestic
energy demand, especially demand for crude oil and fuel, substantially exceeded
domestic production in the 1950s. The gap was mostly filled by imports from the Soviet
Union. At the same time, China also began to establish its own energy industry during
the first FYP with aid from the Soviet Union. In the early 1960s, the discovery of major
oil fields in Eastern China and the increasing domestic coal production brought China
energy self-sufficiency. China began to establish a complete OPVC, from upstream
crude production to midstream petrochemical and downstream distribution. The whole
value chain was under overall central government control through the State Council’s
economic planning commissions, together with the petroleum and chemical industrial

line ministries.

At the top level, the State Planning Commission (SPC) and State Economic
Commission (SEC) were in theory the dominant State Council bodies to command the
whole OPVC. The SPC formulated long-term and medium term investment plans,
production plans, approved large projects, set the prices for both crude and products,
and designed the allocation plans for commodities needed by the petroleum sector and
the products produced by refineries. Most of the oil-petrochemical planning within SPC
was conducted by a Fuel and Power Bureau established in the early 1950s, whereas
most investment related work was carried out by Investment Bureau (Lieberthal and
Oksenberg 1988, p.70). The SEC was mainly responsible for the formulation and

adjustment of annual planning and to organise the implementation of the production
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plans made by the SPC. It also played a role in regulating SOEs (Lieberthal and
Oksenberg 1988, p.72).

In the upstream crude oil sector, The Ministry of Petroleum Industry (MPI)7
was the specific line ministry in charge of the operational activities, investment and
production plans drafted by the planning agencies. Between the early 1960s and late
1980s, the MPI practically controlled China’s entire upstream crude oil production
assets by establishing Petroleum Administrative Bureaus (PABs) to manage the
country’s major oil fields (Zhang 2004, p.77). Till the mid-1990s, the overall
development strategy for China’s onshore oil industry was still proposed by the MPI’s
major successor — China National Petroleum Corporation (CNPC). The production
functions of the ministry were discharged mainly by its PABs, which were one level
lower than the Ministry. MPI exerts direct operational control over PABS’ production,
marketing, and financing activities (Zhang 2004, pp. 78-90). Therefore, during most of
the planned economy era, China’s upstream crude sector was practically synonymous

with the MPI.

The mid-stream petrochemical sector was more diversified, largely because the
petrochemical sector provides fuel and feedstock for multiple manufacturing sub-
industries administered by different line ministries. From the 1960s to the early 1980s,
a number of refineries were constructed under MPI management to process its PABs’
crude production. Meanwhile, other industrial line ministries such as Ministry of
Chemical Industry (MCI), Ministry of Textile Industry (MTI), Ministry of Electric
Power (MEP), and many provincial and even county level governments also owned
refineries and petrochemical enterprises. Such proliferation of medium-to-small scale
refineries was greatly encouraged by the early Chinese leadership, especially Mao
himself, from the Great Leap Forward to boost crude processing capacity. Hundreds of
“tea pot” refineries were constructed by local governments in Heilong Jiang, Jilin,

Shanxi and Guangxi, many of which later became the backbone of locally-owned

0 During the planned economy, the ministry that governs China’s crude oil E&P had experienced several
rounds of restructures with different names, such as the Ministry of Fuel Industries in the early 1950s,
and the Ministry of Fuel and Chemical Industries in the 1970s. But over most of the time, it was named
as MPI.
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petrochemical industry (People’s Daily November 29, 1959). Thus, the petrochemical
sector had been more fragmented compared to the upstream crude sector during the
planned era. For instance, in 1983 seven petrochemical enterprises were located in the
municipality of Shanghai. They were under the administration of five different line
ministries and four municipal government departments at the same time. The largest
two included Shanghai Oil Refinery managed by the MPI, and Gaogiao Chemical
Factory administered by the MCI. Their crude feedstock and product distribution were
planned and coordinated across a constellation of planning agencies and ministries at
national level, as well as between industrial departments under the dual leadership of
central ministries and local government level, which often causes intense bureaucratic
bargaining, often resulting in low production efficiency and less-than-ideal crude oil

utilisation rate (Shanghai PetroChemical Industry Editorial Committee, 1997).

The downstream petrochemical product distribution features government
planned pricing and allocation. During this stage, the allocation and distribution of
commodities in the country were based on a rigid annual plan, which contained many
interlocking balance tables for commodities. Petrochemical refineries had no right to
sell their products and had to submit all their products to be allocated under the
government allocation system, at prices set by the government (Wang 1999). The prices
for crudes and petroleum products were used by the government as a tool to support
economic, fiscal and energy policies, and to control inflation or re-allocate income,
rather than being a price signal that reflects the value of goods. The petroleum pricing
system experienced the no price stage (1959-1955), the high price stage (1955-1971)
and the low price stage (1972-1978). Especially during the last stage, a large share of
petroleum was exported. The crude oil export increased from 0.3 mmt to 12.8 mmt
from 1965 to 1978. In terms of trade, the import and export of crude oil and
petrochemical products was tightly controlled by the government through the China
Import Company, an SOE established in the 1950s under the administration of MCI.
The name of the company was later changed into the China Chemical Import and

Export Company (“Sinochem”) from 1965 (Ma 2008, pp.111-234).
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6.1.2 Decentralisation and Marketisation 1981-1997

This section examines how the marketization reforms in the 1980s and early 1990s start
to decentralise and vertically-separate the centrally-controlled OPVC by establishing
new SOEs and introducing non-central elements such as local government and private

business to develop the value chain.

Crude Oil Sector Reform

In 1978, China’s crude production reached a historical high volume of 100
million tons, and became the fourth largest oil producer in the world. Meanwhile, the
petrochemical sector produced 70 million tons refined products and 388,000 tons of
ethylene. However, existing oil fields under the MPI’s management began to deplete
and central government’s investment in both upstream E&P and midstream
petrochemical capacity was shrinking. In 1981, the country’s total oil output was 101
million tons, a drop from 105 million tons in 1979. And the investment allocated to
MPI for exploration and development was only half of that in 1980 (Zhang 2004, p.77).
How to raise sufficient funds and provide oil enterprises market incentives to stabilise
output and build new crudes and refinery capacity became an urgent problem. Against
this background, the central government began to reform the industry from 1981 as an

important part of the unfolding reforms in the urban industrial sectors.

In 1982, the State Council introduced the production responsibility system in
the upstream crude sector, also known as the “big contract” model (Zhang 2004; Ma
2008). Under the big contract, the MPI began to gain more autonomy in crude
production and distribution. The MPI applied similar contracts with its subordinate
PABs. Thus, the contracting system provided strong economic incentives for crude
production. "t From 1981 to 1985, MPI raised a total RMB 12.6 billion for oil
exploration and development (Zhang 2004, p.78). Dual-track pricing also applied to the

crude sector in 1984. The central planners set the price for the contracted oil. The price

I The MPI needs to hand over 94.5% of annual crude output, and could then export the rest and retain
the revenue to re-invest. See Jin Zhang, Catch-up and Competitiveness in China, ed. Nolan and Dong,
(2004, p.48).
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for oil produced in excess of the contracted quality followed the international and
domestic market price. For example, in 1981 the contracted price for crude was about
RMB 100 Yuan per ton, crude for domestic market was RMB 545 Yuan per ton, and
crude for export was RMB 600 Yuan per ton (Zhang 2004, p.78).

In 1983, the State Council initiated vertical unbundling to separate the refining
and petrochemical assets under the MPI. The MPI’s refining and petrochemical assets
were grouped together with the chemical and synthetic fibre manufacturing enterprises
previously under the MCI and the MTI, to create a new SOE — China National
Petrochemical Corporation (Sinopec), which was responsible for the administration and
development of China’s petrochemical industry. Sinopec was ranked as ministry-level
and reported directly to the State Council. Hence, the MPI was left with only the

upstream crude development and regulation responsibility.

In September 1988, the Chinese central government drastically reformed the
country’s energy administration system, marked by the abolition of several energy-
related line ministries, including the Ministry of Coal Industry (MCI), Ministry of
Water Resources and Electric Power (MWREP), and the MPI. They were all
restructured and corporatized to become SOEs. The MPI was restructured into China
National Petroleum Corporation (CNPC). CNPC thus inherited most of MPI’s crude
and petrochemical assets, mainly MPI’s 87 production units such as PABs and
refineries, to become a ministry-ranked SOE. CNPC was designated to conduct on-
shore E&P in China and offshore shallow water. Deep water E&P was designated to
another SOE established 1982 — China National Offshore Qil Corporation (CNOOC)."2
In 1997, CNPC produced 143.2 million tonnes of crude oil and 17.2 billion cubic

meters of natural gas, accounting for 90 percent of China’s total oil output and 77

2 Established under the MPI in 1982, CNOOC is a vice-ministry ranked SOE. It was charged with
offshore deep water E&P and offshore cooperation with foreign oil companies. Due to the technological
difficulties in offshore oil E&P, CNOOC had to mainly conduct its upstream activities in co-operation
with large international oil companies and thus became the spearhead of international cooperation at the
early stage of China’s open-up. As CNOOC gained increasing technological know-how and management
experience, its oil and gas production would grow steadily and the company became increasingly
important in the industry.
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percent of the country’s total natural gas output. In addition, CNPC also developed its
midstream capacity. By 1997, it had twenty-four petrochemical units under the
supervision of its PABs with a total of only 37 million tonnes of crude-processing

capacity.

Moreover, the Ministry of Geology and Mineral Resources (MGMR) was also
authorised by the State Council to conduct limited exploration activities onshore. At the
end of 1996, its exploration functions were spun off from the ministry and turned into
China’s third upstream oil company — China Star Petroleum Cooperation (CNSPC).
Although CNSPC was a relatively small and new player in China’s oil industry in the
1990s, it was designated with business functions that covered almost the whole OPVC,

making CNSPC China’s first comprehensive National Oil Company (NOC).

Petrochemical Sector Reform

Before the 1980s’ reform, China’s petrochemical assets were dispersed in the
hands of a number of line ministries and dozens of local governments. In 1983, the
central government initiated a large scale petrochemical sector restructure marked by
the creation of Sinopec to complement CNPC’s upstream production. In 1992, Sinopec
had a total of 38 production enterprises. These firms produced 90 percent of China’s
petroleum products, 70 percent of intermediate petrochemicals, 57 percent of resins and

plastics, and 26 percent of synthetic fibres (Nolan 1996).

Due to the deepening marketisation and liberalisation of the Chinese
petrochemical sector from the early 1990s, players other than centrally-owned SOEs,
including local government, foreign firms and private business, started to be allowed to
invest in the petrochemical sector. By the time of establishment in 1983, Sinopec’s
petrochemical throughput accounted for over 90 percent of the national total. The early-
to-mid 1990s saw a rapid decline of Sinopec’s share in the domestic petrochemical
market. By 1996, Sinopec’s refining and petrochemical capacity had dropped to below
80 percent of the national total and kept declining (Zhang 2004, p.90). The increasing

involvement of non-central players in the mid-stream was firstly reflected in the
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participation of local governments and foreign firms in petrochemical capacity building.
From the mid-1980s, in order to raise funds to expand crude processing capacity,
Sinopec began to offer provincial governments as co-investor and shareholder in the
construction of major refinery projects. By 1988, more than 20 major petrochemical
projects under construction or planning were co-invested by Sinopec, provincial
governments and foreign firms. In an interview with the head of Sinopec at the time,
Chen Jinhua, he revealed that those petrochemical projects were in cooperation with 18
provincial governments, almost two-thirds of China’s total provincial governments,
with a total co-investment of more than RMB 30 billion Yuan (Lin and Ling 1988,
p.18). Since 1993, further liberalisation of China’s petrochemical market greatly
encouraged local government, private and foreign investments. By 1997, there were at
least 10 major petrochemical projects featuring mixed investment and shareholding
under planning and construction. Once completed, these projects would further
diversify the participants in the midstream of OPVC, especially in strengthening the

involvement of local governments and foreign firms (see Table 5 on the next page).

The early 1990s witnessed surging local investments in the midstream
petrochemical sector. In 1993, there were more than 40 medium-to-large local
government-owned or private crude oil refineries located in 11 provinces across the
country, with refining throughput of 10 million tonnes, accounting for about 10 percent
of Sinopec’s throughput that year (Yang and Shi 1994). Their refining capacity grew
quickly to 17.8 million tonnes by 1996 (Wang 1999, p.119). These private oil
companies provided local governments with significant tax revenue. Just before the
1994 tax reform, the eight major private refineries located in Shandong province
created RMB 2.4 billion revenue and contributed 370 million yuan tax revenue to the

Shandong provincial government (Yang and Shi 1994).
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Table 5 Major Joint-Venture Petrochemical Projects Under Planned in the Late 1990s

Project Project Type | Location (Province) Proposed Processing Estimated Tentative Domestic | Tentative Foreign Status, as of early 1997
Capacity (thousands Investment Investors Investors
of barrels per day) (RMB)
Beihali New Guangxi 120 $2.6 billion Three provincial Kuok Kerry Group Feasibility study completed; JV
governments (Malaysia) negotiation under way; waiting for
SPC approval
Huangdao New Shandong 200 $2 billion Sinochem (18%), local Aramco (48%) JV Ssanhyong (20%) negotiation
(Qingdao) government (14%) under way; waiting for SPC approval
Huizhou Expansion Guangdong 160 $4-5 billion CNOOC (20%), Shell (50%) JV negotiation completed; Feasibility
Sinopec (10%), Local Hongkong MSN Co. study in progress; waiting for SPC
government (10%) (10%) approval
Linggao New Hainan 120 $1.67 billion Hainan Hobond Feasibility study completed;
International Petrochem. | construction will start
Co. (100%)
Ningbo (Beilum) | New Zhejiang 150 Conor Oil, Hongkong Project approved by the SPC, under
(100%) construction
Maoming Expansion Guangdong 30 30 million Sinopec Vitol Feasibility study is in progress;
negotiation under way
Shanghai New Shanghai 120 $1.4 billion Sinopec and local JV negotiation under way; feasibility
government study in progress
Shenzhen New Shenzhen, ESZ 100 $1.5 billion CNPC and local Yukong (40%) Feasibility study is completed; waiting
government (60%) for SPC approval
Zhenghai New Zhejiang 120-140 Sinopec Amoco JV negotiation under way; feasibility

study in progress

Data Source: Wang (1999) and author’s research at CNOOC.
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Distribution and international trade sector reform

In terms of domestic products marketing, from the 1950s to 1970s China’s fuel
and petrochemical products were distributed by command in a province-county-
township three-level distribution system. The national products distribution was
planned by the SPC and implemented by the Ministry of Domestic Trade and the MPI.
The pricing of oil products was under strict central government control (Pan 2005,
p.33-35). From 1983, the products distribution system was reformed to a Sinopec-local
structure with increasing local and private players’ participation. Compared with the
up-stream and mid-stream sectors, the products distribution sector was the most
liberalised and diversified OPVC sector till the end of the 1990s.

In a State Council mandate in 1984, all Chinese provincial and municipal
governments were asked to establish their own oil distribution companies to market for
Sinopec’s products in their respective regions (People's Daily October 19 1984). As a
result, 29 provincial oil companies and hundreds of local branches emerged as the
major players in China’s downstream distribution sector from the 1980s. These
provincial oil companies worked with Sinopec in terms of products quota allocation,
but they were fully local government-owned enterprises with the majority of revenue
going to local government and personnel appointments administrated by local
government for China’s local petrochemical products distribution in the 1980s and
early 1990s (see Figure 13 on the next page). With the dual-track oil products pricing
introduced from 1983 to Sinopec, the share of market-price oil products had steadily
increased. Oil products distribution became an important revenue source for various

levels of local government throughout the 1990s.”

With the share of market-price products steadily increasing, the State Council
finally cancelled planned products pricing in 1994 and allowed all petroleum products
to be sold at market price. Meanwhile, private firms were also allowed to invest in the
distribution sector to participate in products wholesale and retailing business. Such
distribution sector reform resulted in the establishment of three petroleum exchanges in
Shanghai, Nanjing and Beijing, and private petroleum retailers mushroomed throughout

the 1990s. In 1998, the number of private oil products companies grew to a staggering

8 For example, see Sinopec’s interview with former Zhejiang Provincial Oil Company manager, Sinopec
(June 5, 2013).
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59,640 nation-wide, including 3,340 wholesale companies and 56,300 retailers. Most of
the private oil business was strongly supported by local governments in the form of
favourable tax and land use policies in exchange of stable fiscal revenue, especially
after the 1994 fiscal reform. It is estimated that over the six years from 1992 to 1998,
private oil companies contributed over RMB 100 billion value-added tax (VAT) and

enterprises income tax (EIT) to local and central governments (Li 2012).

Figure 13 China's Petroleum Products Distribution System - the
example of diesel distribution 1980s-1990s
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Data Source: Sun (1997) and author’s research at CNOOC.

The oil and products trade also saw significant signs of liberalisation and player
diversification in the early 1990s. There are two regulatory instruments to control the
international crude and petroleum product trade in China: international trade licenses
and import quotas. Domestic oil buyers have to apply for import quotas and work
through licensed trading companies to get foreign crude oil or products. China’s crude
and petroleum product trade license used to be exclusively issued to Sinochem before

the State Council.”* Early in 1993, Sinochem was stripped of its monopoly on the

"4 There are two regulatory instruments to control crude and petroleum product trade in China:
international trade licenses and import quotas. Domestic oil buyers have to apply for import quotas and
work through licensed trading companies to obtain crude oil or oil products.
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import and export of crude and petrochemical products, and it established two joint-
venture trading companies with other two SOEs: ChinaQil joined with CNPC, and
Unipec joined with Sinopec (Wang 1999, p.54-55). In the same year, the State Council
also liberalised principal products imports (i.e. gasoline, diesel oil, kerosene and fuel
oil). Product import licenses were not issued exclusively to any company. Up to 1994,
provinces could apply for oil import quotas to the State Council SPC on an annual basis.
After getting quotas assigned by the SPC, provincial governments could subdivide the
quotas and allocate them to various government-owned or private refineries and
petrochemical plants (Wang 1999, p.66-67).

With import quotas, many provincial oil companies and private firms rushed
into the import business to profit from the price differentials between the domestic and
the international markets. In early 1994, there were clear signs that the central
government was going to abolish the crude oil import license and quota system.
China’s four special economic zones (SEZS) were given the right to import crude oil
and refined products without being constrained by licenses and quotas. And Sinopec,
provincial refiners and private traders were directly assigned import licenses, which
allowed them to act independently from Sinochem and its two joint ventures (Wang
1999, p.49-50).

In sum, in the 1980s and early 1990s, the Chinese central government
significantly relaxed its grip on the country’s OPVC. A host of non-central actors,
including local government, private sector and foreign firms, began to participate and
invest in the sectors along the OPVC, particularly in the midstream and downstream.
As a result, during most of the time in the 1990s, the structure of China’s OPVC was
characterised by vertical division and player diversification. In the upstream crude oil
sector, CNPC and CNOOC are major players, with the emerging CNSPC engaged in
domestic onshore E&P and expanding into the downstream. In the refining and
petrochemical sectors, Sinopec was the principal player, but its market share kept
declining throughout the 1990s due to increasing participation of local government and
foreign firms. In the downstream, Sinochem, with its two joint ventures and
occasionally SEZs and local refineries, was responsible for the international crude and
product trade, with a growing presence of private and local oil trade business. In terms
of domestic products distribution, provincial sales companies along with growing

private traders and retailers were the major players.
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Under such institutional arrangements, the NOCs, local government-owned
petrochemical enterprises and private oil business in each sector were all competing for
investment, crude resources and trying to influence the government’s price regulations
in their own favour. More importantly, towards the end of the 1990s when the Chinese
economy had developed increasing dependence on imported oil, the Chinese central
government found itself in urgent need of oil companies with sufficient financial,
management and technological capacity to compete with the established international
oil companies (I0Cs) in the global energy market and to invest in overseas to obtain
equity crude from foreign oil producers. As Kong (2006; 2011) argues, such a
fragmented oil-petrochemical industry constituted the major institutional factor causing

the perceived energy insecurity during the 9th and 10th FYPs period 1996-2005.

6.2 ‘Grasping the Large’ - Institutional Connections between
the State and the OPVC

As the “grasping the large and letting go of the small” SOE reform unfolding from
1995, the Chinese central government began to restructure major industrial SOEs with
the objective of creating internationally competitive firms in strategic sectors of the
Chinese economy. At the same time, increasing concerns about China’s oil deficits and
its national energy security implications provided a strong incentive to the central
government to vertically-integrate China’s three NOCs. As a result, non-central
government elements, such as local governments, foreign firms and private business,
have been systematically ‘squeezed out’ of the OPVC from the late 1990s. China’s
OPVC start to feature an oligopolistic structure predominated by the NOCs, which

constitute the core assets of China’s emerging yangqi fleet from the early 2000s.

The State Council’s several mandates in 1998 decisively reversed the OPVC’s
decentralisation trend by restructuring the three NOCs, pro-actively shielding them
from domestic competition. In the three years between 1998 and 2000, CNPC and
Sinopec each undertook fundamental restructuring with full central government support.
A large scale oil-petrochemical assets swap took place between CNPC and Sinopec,
and local governments were ordered to hand over their provincial oil companies to the
two NOCs. As a result, the new CNPC and new Sinopec have turned into two vertically
integrated NOCs with core business covering the whole OPVC; the CNOOC was also

encouraged to develop mid-and-downstream business, later to become the third
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vertically-integrated NOC. Such restructure has greatly empowered the three NOCs in
terms of efficiency and profitability. At the same time, other elements that used to be
encouraged to participate in the OPVC development, such as local government and
private business, have been systematically banned by the central government or
‘squeezed out’ by the NOCs. Chinese OPVC began to feature a central government-
controlled oligopolistic structure, which allowed the NOCs to make huge profits at
home, which in turn directly contributed to their rapid internationalisation to safeguard
China’s energy security. This indicates a high level of convergence between China’s
national energy security interest and the NOCs’ commercial interest. Thus, the
restructure of China’s OPVC has become a symbol of the success of “grasping the large”
strategy. More importantly, they are also the symbol of the Chinese state’s control over

strategic sectors in a ‘socialist market economy’ environment.

6.2.1 Restructuring the OPVC

Making vertically-integrated NOCs

In contrast to the vertical division between the upstream crude oil and the midstream
petrochemical sector in the 1980s and early 1990s, the assets of CNPC and Sinopec
were reorganised along geographical lines in 1998. All the crude and refining assets
located in eastern and southern China were assigned to the new Sinopec, known as the
Sinopec Group; all those in northern and western China were taken over by the new
CNPC.

With such a reorganisation scheme, Sinopec transferred 19 mid-and-
downstream petrochemical enterprises to CNPC, of which fourteen were engaged in
upstream E&P and five in downstream distribution. CNPC transferred to Sinopec
twelve enterprises, including seven upstream E&P units and one petrochemical plant,
the Zhongyuan Petrochemical. Petrochemical plants formerly under the Ministry of
Chemical Industry were transferred to either Sinopec or CNPC depending on the

locations (see Appendix).

The new CNPC manages large oil and gas production complexes such as
Daging, Liaohe, Xinjiang, Tarim and Sichuan. It controlled 74 percent of the total
recoverable oil reserves in China by the end of 1990s, and 67 percent of onshore crude

production capacity. Moreover, with more than a dozen major refining enterprises
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transferred from Sinopec, it also managed petrochemical facilities in more than 15
provinces, regions and municipalities, with its refining capacity increased to account for

more than 40 percent of China’s total refining capacity at the time (Zhang 2004, p.106).

On the other hand, the new Sinopec gained about 30 percent of China’s onshore
crude oil E&P capacity, with seven major upstream production units from CNPC. The
newly established China Star Petroleum Cooperation (CNSPC) was also merged into
the new Sinopec. The new Sinopec began to play a major role in the upstream crude oil
E&P. After the reorganisation, it controlled oil fields and petrochemical companies in
19 provinces. The Sinopec Group also kept the old Sinopec’s strong petrochemical
capacity. Among its 89 subsidiaries, 25 were China’s major petrochemical producers,
including large petrochemical complexes such as Shanghai Petrochemical, Beijing
Yanshan Petrochemical, Yangzi Petrochemical, Tianjin Petrochemical and Qilu
Petrochemical. The Sinopec Group represented about 60 percent of China’s total
refining capacity and became one of the world’s biggest petrochemical producers
(Zhang 2004).

Besides the vertical integration by assets swap and mergers between CNPC and
Sinopec, CNOOC has also been encouraged to rapidly expand its petrochemical
capacity and distribution network. In 2002, CNOOC began to construct its first large
petrochemical plant, in a joint venture with Royal Dutch Shell in Guangdong Province.
The project was designed with 800,000 tonnes per annual ethylene production capacity
and was one of the largest petrochemical plants in Asia. In 2005, CNOOC began to
build a second petrochemical plant with 1.2 million tonnes/per annual crude processing
capacity. Such rapid business expansion made CNOOC’s petrochemical business
revenue surpass that of upstream crude revenue for the first time in 2007, making it the
12th largest state enterprise in terms of total revenue among the 157 central enterprises
(People's Daily August 1, 2007). At the same time, CNOOC also proactively expanded
its sales network with stable products supply. By 2010, CNOOC achieved 50 million
tonnes offshore oil and gas production, which roughly equalled Sinopec’s onshore
production and accounted for 25 percent of China’s total domestic oil and gas
production of that year (Chinanews Janurary 5, 2011). With rapidly increasing oil and
gas production as well as fast business expansion to cover the whole industrial value
chain, CNOOC became the third vertically integrated and centrally owned oil-

petrochemical enterprise from the early 2000s.
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Taking downstream assets away from local government

Compared with the assets swap in the up-and-midstream sectors, a decisive
measure to enable CNPC and Sinopec to become fully vertical integrated oil-
petrochemical giants was to transfer local government’s oil companies to the two along
geographical lines. Most downstream oil companies in China’s oil industry were fully
local government-owned enterprises that used to provide stable fiscal revenue in the
form of profit remittance and taxation to local governments. Although with complaints
from local governments nationwide, the State Council nevertheless issued a mandate in
1998 ordering all local governments to transfer their sales companies, together with
thousands of retailing stations, to CNPC or Sinopec (State Council 1998[14]) (see
Appendix). The State Council ordered the downstream oil sales companies and their
subsidiaries owned by 12 provincial-level governments in the north and west of China
to be transferred to CNPC; and sales companies and retailing stations in the rest of the
19 provincial-level governments in the east and south of China were ordered transferred
to Sinopec (State Council 1998[14]).

Following the State Council’s mandate, the State Administration of Taxation
(SAT) also issued an administrative directory that clarified taxation issues of the
transferred sales companies. According to the new Tax system under the 1994 fiscal
system, the transferred sales companies are treated as subsidiaries of the NOCs, with its
Enterprise Income Tax (EIT) re-directed to the central (rather than local) government
(SAT 1998 [147]). Although it meant that the local fiscal revenue would further decline,
most local governments did not have a choice other than to comply with the central
government because most of the crude oil production, imports and refined products
were already tightly controlled by CNPC and Sinopec’s refineries after the assets swap.
Most local government refineries were either transferred to the two NOCs or shut down
due to insufficient crude oil input towards the end of the 1990s. According to CNPC,
which had few downstream assets prior to 1998, in the five months since the issue of
State Council’s 1998[14] mandate it had received 15 provincial oil companies that
represented RMB 17.5 billion local government assets. Those 15 companies further
owned more than 900 subsidiaries, around 4,000 retailing stations, and around 118,000
employees. Almost overnight, the CNPC gained 5.6 million cubic metres product

storage facilities, and oil product sales capacity of 120 million tonnes per annum in
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northern and western China. A similar situation happened to the provincial oil
companies that were owned by the local governments in eastern and southern China.
By receiving several thousands of retailing stations, Sinopec also greatly expanded its

product sales capacity (Wang 1999, p.39).

In terms of oil and product imports, the international oil trade license and import
quotas that used to be assigned to provincial governments and SEZs were also
cancelled by the State Council. Instead, oil import licenses and quotas were exclusively
issued to the NOCs and affiliated companies. Only Sinochem, ChinaOil, Unipec and
CNOOC are allowed to import crude oil and four principal products (gasoline, diesel,
kerosene and fuel oil). Thus, with domestic crude oil monopolised by the NOCs and
lack of access to imported oil or products, the booming local petrochemical and

distribution companies died out quickly in the years after 1998.

6.2.2 ‘Squeezing Out’ the Non-Central Players

A second aspect of the 1998 OPVC restructure was the systematic ‘squeezing out’ of
non-central elements. Neither the local government nor the private sector could
influence China’s OPVC as they did in the early-to-mid 1990s. Provincial governments
and private business which used to have a considerable stake in the form of local
petrochemical plants or product distribution companies had to hand over their assets to

NOCs, and were denied the opportunity to enter the OPVC in the 2000s.

As part of the industrial restructure programme, the State Council ordered
rationalisation of the local oil refineries’ productivity in 1999 (State Council 1998[38]).
Only 82 plants were allowed to continue to operate among the 193 local refineries with
capacity below 1 million tons/per year. Among them, 63 refineries were local
government-owned, and 12 of them were later merged by either CNPC or Sinopec and
became subsidiaries. The remaining refineries were all shut down and phased out in the
2000s. In 2001, when the State Council discovered that some of the local governments
refused to fully implement the 1999[38] mandate and still offered favourable policies to
local refiners, the State Council issued another administrative order to mandate local
governments to implement the State’s policy (State Council 2001[72]). Moreover, by
the end of the 10th FYP period in 2005, the State Council NDRC required that newly-
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constructed refineries must reach or exceed the minimum capacity of 8 million tons per
annum, and those refineries with capacity less than 1 million tons per year must be
phased out (NDRC 2005). At the beginning of the 12th FYP in 2011, the NDRC raised
this capacity threshold further to 10 million tons per year, and that those refineries with
capacity less than 2 million tons per year must be phased out (NDRC 2011b). Such

stringent industrial regulations made it next to impossible for local refineries to survive.

With the oligopolistic OPVC structure and tightened market entry regulation,
the remaining local government-owned refineries were dying out quickly in the 2000s.
Many of them were either shut down or bought by CNPC or Sinopec. At the beginning
of the 11th FYP in 2006, there were only 30 million tons per year non-central refining
capacity left, most of which was located in Shandong province in the east, Liaoning
province in the north-east, and Guangdong province in the south (Li 2012). According
to Wang Yong, the former General Secretary of China Chamber of Commerce for
Petroleum Industry (CCCPI),’ the private petrochemical enterprises and their products
distributing branches contributed about RMB 15.3 billion tax to the Shandong
provincial government, accounting for almost 11 percent of the total Shandong
provincial government revenue of that year (Qiu 2006). Nevertheless, facing the highly
oligopolistic market structure after the 1998 industrial restructure, these private
petrochemical companies faced increasing difficulties to survive and develop, even
with Shandong provincial government’s support and the central government’s promise

to liberalise domestic oil-petrochemical market with the accession of WTO in 2001.7

Similar developments were taking place in the downstream distribution sector.
Thousands of private oil products distributors used to be spread across the country in

the 1990s and became an important source of local revenue and economic growth.

5 The CCCPI is an industrial association of China’s private petrochemical companies.

8 Although China promised to liberalise its domestic petrochemical market by the end of 2006 according
to WTO rules, the Chinese government still inserts some harsh market-entry clauses in the two
regulations regarding market liberalisation to maintain the oligarchic structure of OPVC. Such a stringent
market-entry threshold practically denies the opportunities for the local government-owned, private and
foreign business to influence Chinese oil-petrochemical value chain with significant market share. At the
5th session of the 11th Chinese People’s Political Consultative Conference (CPPCC) in February 2013,
owners of Chinese private oil companies collectively issued a policy proposal to call for genuine
liberalisation of the petrochemical market. See Li (2012) and CAIC (Feburary 28, 2013).
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However, from the late 1990s, the two major NOCs began to expand aggressively in
the downstream distribution sector. Meanwhile, the central government also supported
the integration of the downstream distribution sector into NOCs’ business by raising the
market entrance threshold. The State Council’s 2001[72] mandate promulgates that
from September 2001, the building of new gas stations can only be conducted by either
CNPC or Sinopec; and those existing non-central oil sales enterprises must meet strict
capacity and safety standards. Those which cannot meet those standards should be shut
down (State Council 2001[72]). As a result, the number of private oil products
distributors declined drastically from the early 2000s. Private distributors were either
forced to quit the market, or were bought by CNPC or Sinopec and became their local

subsidiaries.

In 1998, the number of private oil products distributors were 59,640, including
3,340 wholesale companies and 56,300 retailers, accounting for over 80 percent of oil
products retailers in China at the time (Li 2012). However, in a decade following the
1998 OPVC restructure, more than 60 percent of private oil products distributors were
shut down or went bankrupt. In terms of products wholesale companies, only 572 out of
the 3,340 companies survived by 2011; and only about 100 of the remaining companies
were operating with reasonable profits. In contrast, CNPC and Sinopec together owned
about 1,600 of oil products wholesale companies by 2011, representing 64 percent of
the national market. A similar situation also happened to the retailing business. By 2011,
the fuel sales made by the CNPC and Sinopec retailing stations together accounted for
as high as 85 percent of China’s total fuel sales; the 45,000 private stations accounted

for less than 10 percent (Li 2012).

In sum, China’s OPVC is almost completely centralised and features an
oligopolistic market structure consisting of several vertically-integrated NOCs (see
Figure 14 on the next page). Before 1998, a host of local government and private
players existed in the OPVC, particularly in the mid-stream petrochemical and
downstream distribution sectors. However, restructuring has endowed monopoly rights
to several vertically-integrated NOCs since 1998, which reversed the decentralisation
reform in the 1980s and 1990s and in contrast with the massive decentralisation taking

place in other industrial sectors such as CMVC. Moreover, the central government
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utilised systematic regulatory and administrative measures to entrench the oligopoly
industrial structure by banning and phasing out non-central players in the oil-
petrochemical value chain during the 2000s. Such a trend exists not only in the OPVC,
but has also been witnessed in many other industries that are identified as ‘strategic
sectors’ by central government agencies like SASAC and is captured by domestic and
international observers as “guojin mintui” (“the state advances and the private sector
retreats”) that to some extent reverses the trend of growing non-state elements in all

sectors of the Chinese economy since the early 1980s (Rabinovitch November 11 2012).

Figure 14 China's OPVC Structure Before and After 1998
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6.2.3 Putting China’s OPVC under the State Council SASAC

Political control over NOC top executives

When the State Council SASAC was established in 2003, the three restructured NOCs
along with several other centrally-owned oil companies were immediately taken over as
the core members of its yangqi fleet. As the biggest and most profitable ones among the
100-plus central enterprises, the CNPC, Sinopec and CNOOC received particularly
close attention from the top party-state leadership in the 2000s. With SASAC’s
management, the central government could confidently make sure the three NOCs’
corporate interests converge with the state objective of energy security in the 2000s.
Such confidence has been built on the party-state’s personnel control over the three

NOCs’ top management through SASAC and COD.

Along with other yangqi, the nominations and appointments of the three most
senior positions — the general manager, party secretary and chairman of the three NOCs
— are under the management of SASAC and COD. All executives chosen to hold these
positions must be senior members of the CPC and the chairman of the company is
usually the party secretary of the corporate party branch. This duality of ranks
characterizes the Chinese SOE administrative model, where the board chairman is
viewed as the de facto leader whose authority supersedes that of the Chief Executive
Officer (CEO) (Li 2015). When it comes to top management appointments, technical
knowledge, stable business growth and development are undoubtedly key criteria.
However, with their career advancement under party-state control, NOC executives are
required, alongside stable corporate results and profitability, to ensure that their firms
advance the party-state centre’s guidelines and key national interests (Downs and

Meidan 2011).

The stringent central government control over NOCs was first put to the test
when Sinopec’s top management tried to prioritise corporate interest before the state’s
energy security. As the three NOCs importing a large amount of crude oil from the
international market, the issue of price gap between the low domestic state-guided oil
price and the rising international oil price between 2003 and 2008 brought losses for the

NOCs’ midstream petrochemical business. Sinopec, who owns over 40 percent of
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China’s oil refining capacity, was hit particularly hard. As a result, the Chairman of
Sinopec, Chen Tonghai, made the decision in the summer of 2005 to reduce Sinopec’s
refining output in order to mitigate the group’s huge losses in refining business.
Sinopec’s action immediately caused fuel shortages in the domestic market, especially
for diesel and gasoline, which accounts for more than 90 percent of China’s annual oil
products consumption. In many provinces in south China, social instability spread in
the rural area as the harvest season was approaching and millions of agricultural
machines were hungry for fuel. The decision made by Chen was regarded by the party-
state leadership as a serious divergence of corporate interest from national energy

security interest.

When the international oil price rose again and domestic demand for diesel was
high in the summer of 2007, Chen Tonghai was immediately removed from the
management of Sinopec by SASAC. With COD’s approval, SASAC appointed Su
Shulin as the Chairman and Party Secretary of Sinopec. Unlike the disgraced Chen
Tonghai, who had been a petrochemical technician and expert most of his life, Su
Shulin has a strong party background. Su was just promoted as the party secretary for
Liaoning province before being moved to Sinopec to replace Chen (SASAC June 25,
2007). Soon after his inauguration in September 2007, Su ordered Sinopec to import
60,000 tons of gasoline from the international market to supply the domestic market. At
that time, the international gasoline price was about RMB 68,000 Yuan per metric ton.
In contrast, China’s state-guided domestic gasoline price was RMB 65,000 Yuan per
ton. The Sinopec lost practically RMB 30 million Yuan on this single transaction
(Xinhua News Agency October 31, 2007). In October 2007, the head of SASAC, Li
Rongrong, announced that Chen was under corruption investigation by the party-state
centre.”” According to the staff and management in China’s NOCs, there is little doubt
that Chen’s insubordination regarding refining output was the primary cause of his
downfall. And Su was essentially sent by the SASAC to prevent industrial interest

divergent from the state interest as it was under Chen’s management.’® By such

7 Chen was subsequently expelled from the CPC, handed over to the court, and received a suspended
death sentence for multiple corruption charges in 2009. See SASAC (October 17, 2007).

78 Opinion collected from author’s personal communications in the management of Chinese NOCs.
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personnel arrangements, the SASAC effectively demonstrated that it governs the

central enterprise fleet with real teeth.

Integrating NOCs with the central party-state

Besides sanctions on insubordination, in what Downs and Meidan (2011)
characterise as the “revolving door” between the party-state senior positions and the
central enterprises’ top executives, the SASAC and other party-state organs such as
COD exert effective political constraints as well as provide sufficient political
incentives to make sure oil-petrochemical industrial interest converges with the national
interest of energy security (see Figure 15 below). The reshufflings of NOCs’ executives

in 2011 and 2013 were two further major demonstrations.

Figure 15 The Central Party-State’s Control over China’s NOCs
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In April 2011, Su Shulin was appointed governor and deputy party secretary of
Fujian Province. Such an appointment was rather impressive, because Xi Jinping, then
already widely-acknowledged as China’s top-leader for the following decade, had

worked in Fujian for a long time between 1985 and 2002, and was governing the
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province before he was promoted to the central government. Fu Chengyu, the general
manager, party secretary and chairman of CNOOC, was transferred to Sinopec as Su’s
successor. Wang Yilin, the deputy general manager party committee member of CNPC,
became the chairman, party secretary and chairman of the Board of Directors of
CNOOC. The vacancy of the CNPC top executive and party secretary was taken over
by Jiang Jiemin, who had been promoted from the CEO of PetroChina, the major
subsidiary of CNPC. In just two years, Jiang Jiemin was appointed by the COD as the
new Director of the SASAC to govern China’s yangqi fleet. He was also elected as a
member of the 18th Central Committee. This was an unprecedented high government
position for a former yangqi executive. The promotion of Su to govern Fujian Province
and the appointment of Jiang Jiemin as the SASAC director clearly shows that
promotions to executive positions are used by the central government as a control
mechanism and an approach to give incentives to individuals who simultaneously

promote corporate and state-directed interests.

At the 18th National Party Congress in 2012, only six yangqi executives were
elected as full members of the CPC Central Committee, including Jiang Jiemin and
Wang Yilin. With SASAC’s personnel management, central enterprises’ executives
become primary candidates for leadership positions in the government. The senior
managers of all central SOEs are almost all senior members of the CPC Central
Committee. SASAC’s mechanism of personnel management clearly indicates that, for
China’s yangqi in strategic sectors of the economy, corporate success must also be

aligned to national interest.

In sum, through the OPVC restructure in 1998 and putting the three
oligopolistic NOCs under the management of the State Council SASAC from 2003, the
Chinese central government has built strong institutional connections with the whole
OPVC. A most important aspect of such institutional connections has been the central
government’s management over NOCs’ top executives through SASAC and COD. By
providing political incentives and disincentives through promotion and demotion of
NOCs’ top executives, the party-state centre effectively limits the NOCs’ capacity to
pursue business and commercial interests that may diverge from the state’s energy

security interest.
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6.3 Restructured OPVC and China’s Energy Security in the
2000s

After the industrial restructure in 1998, China’s OPVC have increasingly become
synonymous with the NOCs. The restructure of NOCs has also become a symbol of the
country’s SOE reform success. Internationally, China’s three NOCs have also become
Beijing’s powerful instrument to safeguard national energy security in the face of
increasing oil dependence and oil price volatility. The remarkable progress that Chinese
NOCs have made in overseas upstream investment over the decade 2003-2013 was
made possible due to huge domestic oligopoly profits and favourable policies received
as major yanggqi in the strategic sectors of the economy. To most international energy
policy analysts, it is clear that there has been a high degree of convergence between the
interests of the Chinese government and those of its NOCs since the early 2000s

(Andrews-Speed and Dannreuther 2011; Taylor 2014).

Revealed in the 9th and 10th FYPs between 1996 and 2005, increasing oil
dependence and the potential supply risks was the Chinese government’s top energy
policy concern. At that time, the central government was advised by Chinese academics
and energy policy analysts that security of supply could be enhanced by raising the
level of imports of oil from China-owned or shareholding overseas oil fields, and to
diversify the sources of oil imports, which are the two main approaches for most energy
importing countries to achieve energy security (Andrews-Speed and Dannreuther 2011,
p.67). In addition to these objectives relating to energy security, there are also other
important national objectives, such as promoting internationalisation of China’s large
enterprises, and supporting Chinese foreign policies with business cooperation in the

resource and energy exporting regions.

For the three vertically-integrated NOCs, to pro-actively expand overseas
business is also necessary for corporate development. The necessities of
internationalisation first come from China’s depleting oil fields. Over the several
decades between 1960s and 1990s, China’s major onshore oil fields and, to a lesser
extent, offshore seas have been well explored. From the early 1990s the CNPC has

struggled to increase oil production within China. By the time that upstream crude oil
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assets were re-structured between CNPC and Sinopec in 1998, the potential to increase
domestic crude oil production was very limited and with growing marginal costs. Since
the possession of oil and gas reserves for future production is a fundamental
requirement for the long-term success of a vertically-integrated oil company, both
CNPC and Sinopec, together with rapidly-growing CNOOC, are strongly motivated to

go overseas to secure upstream assets globally.

Before the 1998 OPVC restructure, the old CNPC was largely the only Chinese
enterprise that was capable of conducting overseas upstream E&P, thanks to the
upstream crude oil assets and technicians it inherited from the MPI. From 1992, CNPC
began to make small investments in existing oilfields in Canada, Thailand and Peru, as
well as in exploration acreage in Papua New Guinea. Before the industrial restructure in
1998, CNPC made several major commitments in Kazakhstan, Venezuela and Sudan.
The largest was in Kazakhstan, where the company bought a share of two oil fields. In
Venezuela and Sudan CNPC bought in to proven oilfields as well as the opportunity to
explore for new reserves. However, these were virtually all the overseas activities of
Chinese oil companies. Compared with major international oil companies (I0C) at the
time, CNPC’s were all small projects with investment commitments of a few million or
tens of millions of dollars, and were mostly directed at fields with proven reserves.
Affected by the industrial restructure at home and the Asian Financial Crisis, few
initiatives to access reserves in new countries were taken by Chinese oil companies
between 1998 and 2002. Such limited international oil activities, in contrast to the
country’s surging oil imports between the mid-1990s and early 2000s, significantly
shaped Chinese energy policymakers’ perception of energy priorities when the 9th and

10th FYPs were drafted.

The 1998 OPVC restructure and the international flotation of China’s yangqi
around 2000 as a part of the “going global” strategy paved the way for China’s “global
hunt for energy” (Zweig and Bi 2005). With direct mandate from the State Council,
CNPC grouped together its core businesses and created PetroChina as its limited
liability subsidiary to deal with overseas business in 1999. In February 2000, China

Petroleum and Chemical Corporation, known as the new Sinopec, was established on

181



the basis of the core business from the old Sinopec Group. In April 2000, PetroChina
was listed on the New York and Hong Kong Stock exchanges. Its IPO raised USD
$2.89 billion. Among the shares issued, 32 percent were bought by major 10Cs such as
BP Amoco, and strategic and corporate investors around the world. After this global
listing, CNPC controlled a 90 percent interest in PetroChina. Only six months later,
Sinopec was listed on the stock exchanges in New York, Hong Kong and London. The
IPO raised USD $3.73 billion. 56.06 percent of the interests of Sinopec were controlled
by its parent company Sinopec Group, 22.73 percent by the China Development Bank
and three Chinese state asset management companies; another 21 percent was held by
overseas investors including the three largest 10Cs — Exxon Mobil, Shell and BP
(Zhang 2004). Similarly, CNOOC Ltd., the limited liability subsidiary of CNOOC, was
also listed on Hongkong and New York since February 2001. The international
flotation of China’s three major oil-petrochemical yangqgi has significantly strengthened
their financial positions. More importantly, major I0Cs and global investors’ status as
their major shareholders encouraged Chinese NOCs to increasingly follow
internationally accepted practices to conduct overseas business, which has not only
changed Beijing’s perception of a hostile international energy market, but also
weakened critics of China’s “strategic” or “neomercantilist” energy security policy

from the west (Lieberthal and Herberg 2006).

When the State Council SASAC was installed to govern China’s central
enterprise fleet in 2003, one of its central objectives was to push yanggi “go global”
with a focus on overseas resource and energy projects. Since 2003, SASAC officials
have made a series of speeches to urge yangqi to proactively search for overseas
investment and cooperation opportunities. The SASAC also brokered a series of
favourable policies, such as long-term, low-interest loans, as well as to channel
financing from other yanggi for the three NOCs to support their overseas investments.
As a result, at the turn of the 10th FYP and eleventh FYP periods between 2003 and
2006, a restructured and central-government-supported Chinese oil industry impressed
the world with rapidly growing outward investment. An estimated USD $20 billion was
committed to many tens of projects in more than 30 countries, and 75 percent of this

was contracted in the two years 2005 and 2006. According to Andrews-Speed and
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Dannreuther (2011, p.88), such a level of outward FDI by a single country’s NOCs was
quite unprecedented. The destination countries included major oil and gas producers in
the Commonwealth of Independent States, in the Middle East and in Africa. Other
target countries were spread across Africa and South America, as well as South and

East Asia and Australia.

With its advantage in upstream E&P, CNPC led China’s outward FDI surge. In
2005, it invested more than USD $8 billion in Sudan’s crude oil sector. In the same
year, CNPC finalised the USD $4.18 billion purchase of Canadian-listed
PetroKazakhstan, whose assets include 11 oil fields and licenses to seven exploration
blocks. In December 2005, this purchase was complemented by the completion of the
600-mile Sino-Kazakh oil pipeline that will deliver 200,000 barrels per day of crude oil
to China by the end of 2006, which was widely regarded as a key step forward for
China to diversify its energy supply sources and means of transportation. In the same
year, some of CNPC’s other overseas investments included a partnership with Sinopec
to purchase Canadian firm EnCana’s oil and gas assets in Ecuador for USD $1.42
billion and, together with India’s ONGC, buying PetroCanada’s 37 percent stake in
Syrian oil and gas fields for USD $573 million. During 2007 and 2008, CNPC
continued to build on existing positions in countries such as Canada, Sudan, Niger,
Uzbekistan and Venezuela. CNPC also won its first exploitation and development
licence in Russia through its joint venture, Vostok Energy. In 2009, with the brokering
of the State Council SASAC, CNPC and one of China’s three ‘policy banks’ — the
China Development Bank — signed a Strategic Cooperation Agreement to grant the
former a USD $30 billion five-year, low-interest loan for its overseas investment,
which significantly improved CNPC’s position in many acquisition bids later. By 2013,
CNPC’s overseas oil and gas production reached 1230 million tonnes, including 592
million tonnes of overseas equity assets (CNPC 2014). In the first year of the 12th FYP
period in 2013, CNPC was already ranked No. 4 in the world’s top 50 oil companies,
with its total crude oil reserve ranked No.8, total oil production No.3, refining capacity

No.3, and total product sales ranked No. 12, respectively (PIW January 7, 2013).
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The decade 2003-2013 was distinguished from the previous ten years not just in
terms of the scale of investment and geographical spread of CNPC’s overseas activities,
but also by the internationalisation of two other vertically-integrated oil-petrochemical
yangqi, Sinopec and CNOOC, whose overseas merger, acquisitions, and cooperation
projects have greatly diversified sources of China’s oil imports. In 2003 Sinopec and
CNOOC together made a bid of USD $1.2 billion to buy British BG group’s 16.7%
share of the giant Kashagan field in Kazakhstan. Although this offer was blocked by
BG’s partners, who invoked their pre-emption rights, it nevertheless announced the rise
of the other two Chinese NOCs in the international energy market, which has since

greatly accelerated and diversified China’s overseas energy projects.

Fu Chengyu, who was firstly appointed as the general manager of CNOOC in
2003 and was then transferred to Sinopec in 2011, played a key role to push both
companies to ‘go global’ and was regarded as China’s most ‘internationally-minded’
yangqi manager (Zhang April 18, 2011). Under his management, CNOOC’s USD $18.5
billion offer to buy the US oil company Unocal surprised the world in 2005. Although
this deal was obstructed by the US Congress, citing national security concerns,
CNOOC has been particularly successful in building a strong position in gas production
in Australia and has significantly pushed China’s LNG import and use in recent years
(Andrews-Speed and Dannreuther 2011, pp.72-79). In terms of onshore oil E&P, in
2009 CNOOC was granted the rights to develop Iraq’s 2.5 billion barrel Missan oilfield
in partnership with the Turkish Petroleum Corporation (TPAQO) (People's Daily May 18,
2010). More recently, the company has achieved a series of successes to establish itself
in the North America market after the Unocal setback. In 2011, CNOOC obtained a 50
percent stake in Canadian energy company Bridas, and later succeeded in purchasing
Canadian oil company Nexen with USD $15.1 billion in early 2013 — by far the largest

overseas acquisition made by any Chinese enterprise (Rocha Feburary 5, 2013).

Since 2004, Sinopec has also entered into significant upstream commitments in
major oil producers such as Angola, Russia, Iran, Algeria and Kazakhstan. In the case
of Angola, it was the first Chinese oil company to engage in overseas deep-water

offshore E&P. Sinopec was also one of the few companies to win exploration rights for

184



gas in Saudi Arabia in 2004. In 2007, Sinopec was awarded a contract to develop Iran’s
Tadavaran gas field. When Fu Chengyu took over Sinopec, the company accelerated its
overseas expansion. In 2011, Sinopec bought 100 percent of Canadian oil and gas
explorer Daylight Energy, which has core assets in 69 oil and gas fields in northwest
Alberta and northeast British Columbia. According to IEA, between 2011 and 2013
Sinopec further achieved at least 16 overseas deals around the world, making the

company a highly ‘internationalised NOC” (Jiang and Ding 2014).

Such speed and vigour of Chinese NOCs’ internationalisation global hunt for
energy has been assisted by their strong financial positions at home. The high level of
crude oil prices since 2003, both internationally and in China, has resulted in all three
of China’s vertically-integrated companies having sufficient retained earnings to pay
for all but the largest projects This strong financial position has been further enhanced
by the absence, until 2008, of a requirement to pay profit remittance to the central
government, as well as by favourable tax treatment in comparison with other sectors
during the years after the 1998 reform.” All of China’s NOCs are able to take
advantage of low-interest loans from state-owned policy banks. In addition to cash and
loans, China’s oil companies draw on a much wider armoury of instruments to gain
access to reserves and to bring greater benefits to themselves. The contracts to explore
and develop oil and gas fields may be explicitly or implicitly linked to the construction
of oil refineries or export pipelines within the host country and to long-term agreements
to export oil to China. In addition, the Chinese oil companies bring their own service

and construction companies.

China’s three oil-petrochemical yanggi have made enormous achievements to
bring China more security of energy supply during the 11th and 12th FYP period from
2006 to 2015. In 2013, China’s oil dependence rate has reached 58%. However, the

combined overseas hydrocarbon (oil and gas) production has also reached 250 million

® From 2008, yangqi were asked by the MOF and SASAC to remit only 5 percent of their after-tax
profits to the central government MOF. From 2011, the unified profit remittance rate was changed into
three levels based on the core business of yangqgi. A total of 15 yangqgi with highly-profitable core
businesses, such as crude oil, petrochemical and tobacco, were asked to remit 15 percent of their after-tax
profits. See MOF (December 31, 2010).
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tons, in which equity oil production accounted for nearly 40 percent. It means almost
half of China’s total oil imports in 2013 were produced by overseas oil fields owned by

the three Chinese NOC:s.

Chapter Summary

Chapter Six provides a strong contrasting case to the CMVC, illustrating how
institutional connections between the central government and the OPVC built during
the 1990s’ reforms have greatly improved China’s energy security situation from the
early 2000s. In contrast to the decentralisation-themed CMVC restructuring throughout
the 1990s, historical contingency made China become a net oil importer in the mid-
1990s. As a result, the unfolding “grasping the large and letting go the small” SOE
reform was significantly affected by a perception of energy insecurity focusing on
increasing oil imports and the lack of competitive NOCs among the central government.
The top leadership decided that the oil and petrochemical industries should be
monopolised by the central government as a strategic sector and as a central component
of the ‘grasping the large’ SOE reform. As a result, the three National Oil Companies
were restructured to become centrally-controlled and vertically-integrated yangqi, and
were later put in the powerful hands of the State Council SASASC in the early 2000s.
The decentralisation and marketization reforms in the OPVC were thus disrupted and
reversed. The local government and private sector, which had built considerable interest
in the OPVC in the 1980s and early 1990s, was systematically squeezed out of the
OPVC with the central government’s regulations and mandates after 1998, which

helped to create an oligopoly domestic market for the three NOCs.

The strategic and administrative control imposed by central government, on the
one hand, significantly limits the NOCs’ capacity to pursue business and commercial
interests that may be divergent from the national interests; on the other hand, the
NOC'’s oligopoly market position at home together with the central government’s full
support greatly facilitated and accelerated the country’s overseas energy project
development, which significantly contributed to China’s energy security over the 11th
and 12th FYPs period.
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Chapter Seven: Discussion and
Conclusion

This chapter summarises major findings of the study and assesses how the Historical
Institutionalism approach has led to a better understanding of China’s energy policy
change and to what extent the study has contributed to political theories. It begins with
a brief review on the puzzle the study set to explain and the research design the study
employs. Then the chapter highlights the two major findings this study has made:
China’s socio-economic policies in the 11th and 12th FYP period are in general
formulated with a leadership-controlled and idea-guided policymaking mechanism at
the national level; and the shift of the energy policy priority between two major energy
policy objectives is based on idea-guided institutional adaptation. These mechanisms
and forces of policy change are endogenous to the development of Chinese political
economy. In term of theoretical contributions, these findings are important in three
aspects. First, the study discovers the central role of ideational innovation and
ideational systems in China’s policy formulation; second, it develops a multi-layered
and cross-sectoral institution analytical framework to examine the mechanisms and
forces behind China’s energy policy change. Finally, the chapter concludes that the
whole study establishes an institutional adaptation model of policy change that has
greatly enhanced our understanding of China’s shifting energy policy priority over the

past two decades.

7.1 Research Questions and Research Design Revisit

As the world’s second largest economy, second largest energy producer, and the largest
energy consumer and carbon emitter, the making and changing of China’s energy
policy has almost unparalleled impact on the global energy market and environmental
governance. In the past decade, an increasing body of literature in the wider political
science field has been seeking to understand two interlinked questions regarding the
mechanism of policymaking in today’s China, and the underlying forces pushing
energy efficiency targets over the country’s constant energy security concerns. Studies

have advanced two models of policymaking in China to identify the factors causing the
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policy change. The Rational Model of policymaking leads to an exogenous view
focusing on international pressures and influences as the main factors inducing China’s
energy policy change; and a Bureaucratic Politics Model of policymaking stresses the
importance of intermediate level policy bureaucracies. However, both groups of
literature suffer from serious difficulties capturing and explaining some fundamental
aspects of the policy change, including the central role of top party-state leadership and
the cross-sectoral characteristic of the priority shift. Therefore, it is necessary to look at
new theories and to build a new analytical framework to explore the missing elements

and the underlying forces that induced the policy change.

Over the past two decades, the Historical Institutionalism’s (HI) theorisation of
the stability and change in institutions and its interest-behaviour shaping effect has
become quite influential in political studies. In terms of Hl-based policy studies, a
major way to understand major policy change has been by examining the asymmetrical
power distribution between major policy actors and examining its long term impact on
policymaking (Hall and Taylor, 1996). Specifically, in a state with a set of hierarchical
institutions, policy change could arise out of a ‘mismatch’ between evolving ideational
patterns and institution-shaped interest-seeking behaviour. In terms of investigating
Chinese energy policy change, this study develops a HI theory-based, multi-layered and
cross-sectoral analytical framework to examine the mechanism of policymaking and the
mechanics of energy policy change. This framework focuses on the ideas and interests
of key political actors embedded in a two-level institutional structure. At the national
level, the top leadership and their ideational system is the focus of analysis; at the
subnational level, the study mainly looks into local government’s energy-related
interest-seeking behaviour based on their institutional connections with China’s two
major energy-based industrial value chains — CMVC and OPVC — based on fact that the
former is a key determinant of China’s energy efficiency situation and the latter is at the
centre of China’s energy security strategy. With this analytical framework, the three
empirical chapters and two cases organised by the study led to rich findings that have
significantly expanded and deepened our understanding on the mechanism of

policymaking and forces of energy policy change in China.
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7.2 Major Findings

7.2.1 Emerging Ideational Dynamism on the National Level

With a multi-layered analytical framework, the study firstly examines the latest
developments of Chinese politics and finds that the top party-state leadership’s
ideational innovation and subsequent ideational systems have become a key dynamic in
shaping the country’s reform policies and socio-economic policies.

First, differing from the exogenous view under the Rational Policymaking Model
and the Bureaucratic Policymaking Model based on the Fragmented Authoritarianism
theory, this study finds that China’s national policymaking in the late 1990s and 2000s
has been guided by the past two generations of leadership’s increasingly systematic and
theorised ideas of reform and development. Empowered by institutionalisation of
Chinese leadership transition and in need of an overarching reform and development
strategy, Jiang and Zhu took on Deng’s ideational innovation in the 1990s and pushed
China’s transition by initiating a series of growth-oriented institutional reforms with a
formula of ‘Reform-Growth-Stability’ in mind. These reforms constitute a critical
juncture of China’s transition course through integrating a growth-oriented incentive
structure to major political actors nationwide, which profoundly impacted the country’s

development in the following one and half decades.

Second, the core ideas embodied in the two recent generations of leaderships’
ideational systems differed markedly, making China’s ideational-based policymaking a
dynamic process. With the success of the Jiang-Zhu leadership’s ideational innovation
and relative smooth leadership transition, the fourth generation Hu-Wen leadership was
able to develop rather coherent reform and development ideas at an early stage of their
tenure. The Hu-Wen leadership’s ideational system was characterised by the core
concept of “Scientific Development” (kexue fazhan), attempting to alter China’s
development model with a focus on economic structure adjustment. With a
“comprehensive, coordinated and sustainable” development model in mind, the Hu-
Wen leadership appeared to be concerned about China’s emerging heavy
industrialisation trend in the early 2000s. Energy efficiency change that is sensitive to
the share of energy-intensive heavy-industries in the economy thus becomes a key

indicator of the country’s economic structure change.
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Moreover, what actually integrates the ideational dynamism into China’s national
policymaking process has been the leadership’s tightening control on the central
government bureaucracies. Between 1998 and 2003, several rounds of central
government restructuring and streamlining have effectively restructured the country’s
national-level policymaking from a horizontal bargaining process to a hierarchical top-
down process featuring the top-party leadership’s role in determining the agenda and
objectives in key areas of socio-economic policies embodied in the national FYP
guidelines. Therefore, with an ideationally-innovative political leadership at the top and
streamlined policy bureaucracies at the intermediate level, the Chinese central
government in the early 2000s became much more coordinated and efficient in making
policies to re-orient the country’s development model when the Hu-Wen leadership was
appointed. More emphasis on energy efficiency is first and foremost a consequence of
the country’s overall development strategy reorientation with the Scientific

Development Outlook.

Nevertheless, what makes China’s energy policy change special is the
prioritisation of energy efficiency targets over energy security concerns on the
country’s national policy agenda. While an updated ideational system could direct more
emphasis to energy efficiency, it does not necessarily come at the cost of the de-
prioritisation of the vital energy security issues, especially at a time when the country’s
energy security seemed in serious trouble. Therefore, besides an updated ideational
system favouring energy efficiency objectives at the national level, further examination
on the historical-formulated and institution-shaped asymmetrical power relations in a
multi-layered and cross-sectoral framework is necessary to understand this specific
pattern of China’s energy policy change.

7.2.2 Imbalanced Structure of Energy Development and Institution-
Shaped Interest-seeking Behaviour on the Subnational Level

Through detailed analyses on the institutional reforms in the 1990s designed by the
Jiang-Zhu leadership, the study finds the SOE reform and the central-local relations
reform together created an imbalanced structure of industrial development. By
asymmetrically connecting different industrial sectors with political actors on national
and subnational levels, this structure profoundly impacted the country’s industrial

development in the 2000s. The ‘imbalance’ mainly refers to a pattern of institutional
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connections that embody asymmetrical energy-related power-and-interest distribution
between government and industry at the national level and the sub-national level (see

Figure 16 below).

Figure 16 An Imbalanced Structure of Energy Development
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As Figure 16 illustrates, at the national level, through “grasping the large” SOE
restructuring, the central government has successfully built strong institutional
connections with industries in a number of so-called ‘strategic sectors’. The
institutional connections are established and strengthened by the formation of a
centrally-controlled yangqi fleet, as well as the State Council SASAC’s management
over individual yangqi’s behaviour through political control over their strategic
business decision-making and personnel control through appointing or removing the
top executives. The institutional connections are also two-fold. They are first and
foremost a controlling mechanism to make sure that vital national interests in those
strategic sectors are closely followed by yanggi in strategic sectors. Second, they also
mean institutionalised state support and protection that enable most of these yangqi to
monopolise or oligopolise a highly lucrative domestic market of strategic sectors,

making many of them become increasingly internationally competitive.

At the subnational level, the ‘letting go the small’ SOE reform, together with the
widening local revenue-expenditure gap as well as the growth-centred political
promotion system, practically forced the local government to develop strong interest
and imperative in boosting revenue and rapid economic growth. Such institution-shaped
interest-seeking behaviour is one of the most important historical legacies of the two
‘socialist market economy’ theory-guided institutional reforms under the Jiang-Zhu
leadership. With these institutional arrangements established in the 1990s’ reforms,
many provincial governments were able to build strong institutional connections with
coal-based energy sectors and its downstream industries featuring an energy-intensive
production process. For local government, the institutional connections are either in the
form of direct government ownership over heavy-industrial local SOEs delegated down
from the central government, or in the form of decentralised industrial regulatory power
over those marketised heavy industries. Through the two forms of institutional
connection, a considerable number of local governments have been proactively
promoting local industrial development to meet the local growth imperative from the
early 2000s.

Therefore, a key reason that 1990s’ institutional reforms constitute a critical
juncture is that they disrupted the decentralisation-and-marketisation reforms across
most sectors of China’s state-owned industries from the early 1980s. Instead, the

reforms created an imbalanced structure of industrial development, re-centralising some
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industrial sectors and making others completely decentralised. Embodied in the
structure were asymmetrical institutional connections between government and industry
at the national level and the subnational level, which shapes a unique convergence-
divergence pattern of government-industry interest alignment in the 2000s (see Table 6
below). More importantly, the new institutional arrangements crafted by the 1990s’
reforms began to provide incentives and constraints to shape relevant subnational actors’
interest-seeking behaviour. Given the ideational dynamism at the national level, it is
necessary to further look into the two industrial-level cases to examine if there is a
mismatch between ideational patterns at the national level, and institution-shaped

energy development behaviours at the subnational level.

Table 6 Matrix of Government-Industry Institutional
Connections and Interest Alignment

Instituti 1 . . . .
Co;lli;cltli;iréind Centralised-Strategic Decentralised-Marketised
Interest Alignment Industrial Sectors Industrial Sectors
National- .
Central Connected- Disconnected-
Government Converge Diverge
Subnational- .
Local Disconnected- Connected-
Government Diverge Converge

7.2.3 Idea-Interest Mismatch and Idea-Guided Structural Rebalance

As Hall and Taylor (1996) assert, Historical Institutionalism places asymmetrical power
relations and the impact of long-term institutional legacies on policymaking at the
centre of analysis. In this sense, the two contrasting cases of CMVC and OPVC provide
a clear picture of how China’s energy policy change was initiated by the Hu-Wen

leadership to rebalance an imbalanced structure of energy-based industrial development,
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in order to push forward the economic structural adjustment agenda under the Scientific

Development Outlook (see Figure 17 below).

Figure 17 Energy Policy Change: Balancing the Imbalanced Structure
of Energy-based Industrial Development
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The first case focuses on the CMVC, whose development profoundly influences
China’s industrial energy intensity and thus the country’s overall energy efficiency (see

Chapter Two). During the planned economy, the central government and the CMVC
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were closely linked by central government ownership and national energy conservation
mechanisms embedded in the planned economy. However, the 1990s’ SOE reforms
significantly re-shaped the connections between the state and the CMVC sectors at the
national and the subnational levels. At the national level, due to large scale SOE
delegation and sectoral marketisation, the central government systematically
disconnected itself from the majority of the CMVC SOEs to focus on building strong
state capacity in strategic sectors. At the subnational level, the effect of industrial
decentralisation enabled the subnational government and private sector to develop the
whole value chain as an important means to meet local governments’ growth
imperative. Chinese provincial governments have been playing a pivotal role in the
hyper-growth and rapid-expansion of CMVC in the 2000s. Especially many provincial
governments from the early 2000s had strong incentives in promoting local metallurgy
capacity despite the central government’s efforts to curb and rationalise the expansion

of the sector.

As a result, the failure of the State Council’s conventional industrial policy
between 2003 and 2005 made the Hu-Wen leadership realise that the historically-
formulated institutional problems began to challenge their Scientific Development
strategy. In response, a mandatory energy efficiency target responsibility system was
systematically and constantly introduced in the 11th and 12th FYPs to re-build
institutional connections between the central government, the local government, and the
decentralised heavy-industrial enterprises to provide key political (dis)incentives to
achieve the economic structural adjustment objective. The political dimension of
China’s central-local intergovernmental relations, namely the local cadre evaluation
and promotion system, plays a crucial role in the institutional adaptation and serves as a
powerful instrument of policy implementation wielded by the Chinese party-state

centre.

To further test the rebalance effect of prioritising energy efficiency over the
traditional energy security objective, with which China also seems to have serious
problems given its surging oil dependence in an unstable global energy market over the
11th and 12th FYP period, a study of the development of Chinese OPVC, which is
responsible for the country’s energy security, becomes necessary (see Chapter Two). In
contrast to the decentralisation-themed CMVC restructure in the 1990s, a major

historical contingency is that China became a net oil importer in the mid-1990s. As a
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result, the unfolding “grasping the large” SOE reform at the time was strongly affected
by a shared perception of energy insecurity among the central government
policymakers, who concluded that the oil and petrochemical industries should be
monopolised by the central government as a strategic sector. As a result, in 1998
Chinese oil and petrochemical industries were restructured to become highly
centralised and vertically-integrated, and were later put in the hands of the State
Council SASASC as the core assets in the yangqi fleet. On the other hand, local
government and the private sector, who had built considerable interest in the OPVC in
the previous reforms, were systematically squeezed out of the OPVC with central
government’s regulations and mandates after 1998, which helped to create a centrally-
controlled, oligopolistic domestic market. The strategic and administrative control
imposed by central government, on the one hand, significantly limited the giant and
wealthy OPVC yanggi’s capacity to pursue business and commercial interests that may
diverge from the national interests; on the other hand, the central government’s support
and protection greatly facilitated and accelerated the country’s overseas Oil projects
over the 11th and 12th FYPs. The case study on the OPVC provides a strong
contrasting case to the CMVC, revealing how institutional connections forged between
the central government and the industry during the 1990s’ reforms significantly

contributed to China’s energy security.

Therefore, China’s energy policy change has been caused by an idea-guided
institutional adaptation force that is endogenous to the development of Chinese political
economy. At a critical juncture in China’s transition in the mid-1990s, institutional
reforms created strong power-and-interest connections between the central government
and the OPVC, which later produced an intended consequence of enhancing the state
capacity in energy security. However, the same historical reforms also produced an
unintended consequence of economic structural change and deteriorating energy
efficiency performance through shaping provincial governments’ strong connections
with coal-based heavy-industrial sectors such as CMVC. As a result, a new generation
of top leadership placing a high value on Scientific Development reacted by prioritising
the energy efficiency objective over the energy security objective in China’s national
energy policy to rebuild the lost institutional connections between the central

government and the decentralised heavy-industrial sectors.
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7.3 Theoretical Significance

7.3.1 The Role of Ideational Innovation in Policy Formulation

The role of ideas in institutional development and policymaking has been a major topic
in new institutionalism theories over the past decade. Historical Institutionalist scholars
argue that certain ideational factors can influence institutional development by shaping
key political actors’ policy preferences (Bdand and Cox 2010; Gofas and Hay 2010). A
fundamental task in this area of theorisation has been exploring types of ideational
factors, tracing the source of ideas, and mapping the causal mechanism of how ideas
actually impact institutional development through influencing policy decision-makers.
So far, studies have identified several types of ideas and their possible sources, such as
norms, identity, cognitive templates, and policy paradigms (Campbell 2002). However,
as Béand (2009) finds, existing literature predominantly emphasises the role of
transnational actors and processes in diffusing international ideas to induce national
policy change. An increasingly large group of HI scholars have argued that national
political structure and institutions remain central to the politics of policy change and
that more studies are needed to identify the domestic sources of such ideational factors
in advanced industrial states and beyond (Béand 2009; Lieberman 2002).

In this respect, the study’s analysis of the Chinese leadership’s ideational
innovation contributes to HI theory and identifies a new form of ideational factor,
tracing its source and policy influences in the context of a transitional state. Through
the analysis we can see that the Chinese top party-state leadership in the past two
decades have purposively built, improved and utilised ideational systems like the
Socialist Market Economy and Scientific Development Outlook that have played a vital
role in two aspects: pushing forward China’s reform and guiding the country’s socio-

economic policymaking.

First, the ideational innovation helped to legitimise the reform agenda at a critical
juncture of the early-to-mid-1990s when the reform course was confronted by the
conservatives and the country was facing international isolation. In this respect, the
introduction of Deng Xiaoping Theory on Socialist Market Economy practically saved
China’s reform course and pushed it forward. Second, the ideational innovation process

helped to shape specific reform strategies and produce policy focal points. This has
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been demonstrated in both Jiang-Zhu Leadership’s Reform-to-Grow strategy and the
Hu-Wen leadership’s Scientific Development strategy. In the former’s case, Jiang’s
‘Growth-Reform-Stability’ formula effectively directed China’s reform from scratching
the surface of planned economy institutions in the 1980s to systematically restructuring
SOEs and adjust central-local relations to promote rapid economic growth. In the
latter’s case, Hu-Wen’s Scientific Development political vision served to theorise and
legitimise his policy agenda, focusing more on a healthy development model and
economic structure instead of the speed of growth. Thus, the formulation and policy
impact of these ideational systems can all be clearly traced within the Chinese political
system since the late 1970s. The casual mechanism of their impact on substantial
polices is also clearly mapped out in the study’s analysis of the introduction of the
energy efficiency target responsibility system. Therefore, ideational innovation in
China can be regarded as a new form of ideational factor that could profoundly impact

institutional development and policymaking.

Moreover, the role of ideational innovation and ideational systems in
policymaking also greatly improved our understanding of the Chinese political
economy by updating the models of policymaking in China. As discussed, the findings
of the study strongly suggest an Idea-Guided Policymaking Model that is different from
both the exogenous view under the Rational Policymaking Model and the Bureaucratic
Politics Model. The fact that Chinese policymaking has been guided by the past two
generations of leadership’s ideational systems indicates that any studies of Chinese
policymaking must take those seemingly inane political slogans such as “Scientific

Development Outlook™ very seriously.

7.3.2 Multi-layered and Cross-Sectoral Institutional Analysis

By investigating the key policy actors and processes of China’s Five-Year
Plan/Programme system, this study also makes significant contributions to institutional
studies of a transitional state by introducing a multi-layered and cross-sectoral

institutional analysis.

In Hi-based policy studies, a major way to understand major policy change has
been by examining the asymmetrical power distribution between major policy actors

and examining its long term impact on policymaking (Hall and Taylor, 1996). In a
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given polity, an asymmetrical power distribution between major political actors is often
caused by a multi-level hierarchical structure of state institutions, where major political
actors are empowered and constrained by state institutions on different levels of

institution.

Sinologists have observed that China’s party-state after 1978 has been organised
as a set of hierarchical political-economic institutions. At the top sits a small group of
party-state leadership; at the intermediate level is a host of central government’s
functional bureaucracies; and at the bottom level are institutions connecting the national
government with its subnational agencies, such as the provinces and the SOEs. By
investigating Chinese energy policymaking in the early-to-mid 1980s, Lieberthal and
Oksenberg (1988) argue that Chinese policymaking is characterised by a Fragmented
Authoritarianism theory featuring horizontal bargaining between bureaucratic actors at
the intermediate level. However, with major institutional reforms and central
government restructuring unfolding in the 1990s, the dynamics of national
policymaking have increasingly been transformed into a new pattern of vertical
interaction between a more authoritarian leadership at the national level and local
governments and emerging non-state sectors at the subnational level. By investigating
China’s energy policy change, this study also tests the assumption that emerging
vertical interaction is the main source of Chinese policymaking and change, using
ample and rigid empirical evidence. It reveals the fact that the bureaucratic view of
Chinese policymaking has become static against the latest development of the Chinese
political economy, needing to be revised and even replaced by a vertical interaction

model capable of taking emerging multi-layered variables into account.

Moreover, as analysed in the introduction chapter, a central characteristic of
China’s energy policy change has been the cross-sectoral shift of policy priority. How
to effectively capture and explain it becomes the linchpin to understand the policy shift
and a central criterion to judge any studies on China’s energy policy change. From the
late 1990s, the Chinese central government’s emphasis on energy supply security has
evoked a growing group of political scientists’ interest in studying the Chinese energy
sector and its international implications. Later, studies have grown quickly to focus
more on other energy sectors, like coalmining and electric power, and the renewable
energy sectors. However, most of these studies present single-sector analysis. Such

analysis is quite insufficient in capturing and examining the forces that led to a policy
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priority shift, from energy security, with the oil-petrochemical sector as its major
industrial basis, to energy efficiency, with the coal-based energy-intensive industries as
its industrial basis. In this respect, this study has also developed a cross-sectoral
approach on top of the multi-layered analysis, based on the dichotomy of energy-based
industrial value chains and their evolving institutional connections with government at
central and local levels. In sum, the multi-layered and cross-sectoral analytical
approach constitutes an important research method innovation, making the study’s
research design distinctive compared to conventional studies. This method enables the
study to compare industrial organisations across different energy sectors, and to
examine their changing institutional connections with a multi-layered hierarchy of
political actors that effectively explains the cross-sectoral characteristic of China’s

energy policy priority shift.

7.3.3 An Idea-Guided Institutional Adaptation Model of China’s Energy
Policy Change

Last but not least, the study contributes to a better understanding of China’s energy
policy change by building a HI theory-based multi-layered and cross-sectoral analytical
framework focusing on the complex interaction between ideas, institutions and interests
over the past two decades. In new institutionalism policy studies, there has been a call
for synthesis of institutional, interest and ideational factors to better understand policy
change. Political scientists and policy analysts like Campbell (2002), Lieberman (2002)
and Bdand (2009) all call for a more systematic integration of different branches of
new institutionalism to understand how ideas and interests interact in certain
institutional contexts to produce policy change. Many others have also strongly
suggested that students of HI should advance the theory by studying and explaining
policy change, asking how ideas and interests interact in certain institutional contexts
(Béand 2005; Bdand and Cox 2010; Gofas and Hay 2010; Hall 1993; Jacobsen 1995).
By examining the endogenous and dynamic factors that have induced China’s policy
change, this study establishes a model of policy change as a means of institutional
adaptation to manage a mismatch between evolving ideational patterns at the national
level and interest-seeking behaviour shaping subnational institutions (see Figure 18).
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Figure 18 An Idea-Guided Institutional Adaptation Model of China's Energy Policy Change
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The model has profound implications for the study of a transitional state’s
political economy beyond China. In the context of a transitional state with an
authoritarian leadership, institutional reforms aim to break constraints of a command
economy and affiliated institutions. This constitutes a main theme of a transitional
state’s institutional development. At certain critical junctures of such transitions, when
a window for systematic institutional reform emerges, authoritarian leadership could
redesign the institutional infrastructure of the state in a punctuated equilibrium manner.
Once such institutional redesign is done, the reformed institutions provide stable

opportunities and constraints to political actors to shape their behaviour.

However, national leadership acts with bounded rationality, and the reformed
institutions that serve their ideas and purposes at the time may produce unintended and
unwanted consequences over time, especially when an institutionalised power transition
happens and a generation of new leadership with updated reform and development
ideas takes over policymaking power. When new reform and development ideas are
confronted by those unintended consequences resulted from historical policy choices,
and a systematic institutional overhaul is unlikely, major policy change utilising certain
mechanisms of existing institutions could serve to integrate new values of the current
leadership into historically-formulated institutional arrangements. This institutional
adaptation model provides a major option to remedy the unintended consequences of
historical institutional reforms. In terms of China’s energy policy change, when the
SOE reform and central-local relations reform brought unintended and unwanted
consequences of economic structural change and energy intensity rise, the party-state’s

cadre evaluation and promotion mechanism provided a solution to the problem.

7.4 Conclusion and Future Research

Overall, this study builds a multi-layered and cross-sectoral analytical framework based
on Historical Institutionalism theory to decipher the shift of China’s energy policy
priority in the country’s last four Five-Year Plans/Programmes. This analytical

framework focuses on the long term and complex interaction between the evolving
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ideas of national policymakers and the diverging interest-seeking behaviour of

subnational policy-actors in a hierarchical institutional structure.

At the broadest level, this research strongly suggests that some core
assumptions of Historical Institutionalism are increasingly supported by empirical
evidence from transitional states, where an authoritarian political regime and an
increasingly market-based economy co-exist in a multi-layered institutional
environment. Asymmetrical power relations built in such a multi-layered institutional
environment could produce strong forces of institutional adaptation over time in the
form of major policy change. This conclusion mainly derives from the Idea-Guided
Institutional Adaptation Model of China’s energy policy change identified by this study.
The model has clearly illustrated how a mismatch between policymaker’s ideational
systems and other key political actors’ institution-shaped interest-seeking behaviour
could gradually develop over a period of two decades, and how authoritarian
policymakers’ perception of the mismatch could induce a major policy change to adapt
the historically-formulated institutions that provide incentives and constraints to the

country’s key political actors to achieve behaviour changing effect.

Also, the study shows that Chinese political economy has evolved significantly
over the past two decades, and that some of the most influential theories of Chinese
politics and models of Chinese policymaking need serious updating to comprehend
China’s changing socio-economic policies. Differing from both the exogenous view
under the Rational Policymaking Model and the Bureaucratic Politics Model based on
the Fragmented Authoritarianism theory, this study finds that China’s national
policymaking in the past two decades has been increasingly guided by the leadership’s
systematic ideas of reform and development. This idea-guided policymaking model is a
result of incremental institutionalisation of Chinese leadership transition and the need
for an overarching strategy of development as China’s transition advances and deepens.
Those idea-guided institutional reform policies could profoundly redesign the country’s
fundamental political-economic institutions, which might produce benefits and also

create problems for later reforms and development.
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Regarding energy policy and energy development, the dichotomy of CMVC and
OPVC is crucial in understanding the cross-sectoral shift of China’s energy policy
priority. As analysed in the introduction chapter and Chapter Two, a central
characteristic of China’s energy policy change has been the cross-sectoral shift of
policy priority which most existing literature overlooks. By contrast, this study
develops a cross-sectoral analysis approach based on the dichotomy of energy-based
industrial value chains of OPVC and CMVC. Such a cross-sectoral analysis approach
constitutes an important study method innovation that makes the study distinctive
compared to conventional energy analysis. It enables the study to compare industrial
structures across different energy sectors, and to examine their changing institutional
connections with the Chinese government at the national and the subnational levels to
discover the imbalanced structure of Chinese energy development. It shows that in
transitional states where an authoritarian political regime and an increasingly market-
based economy co-exist in a multi-layered institutional environment, the asymmetrical
distribution of energy-based industrial interests between major political actors can
significantly influence the development of the country’s different energy sectors and

profoundly shape its overall energy situation.

By exploring China’s energy policy change, the study sheds light on some
fundamental problems facing China’s reform and development. More future studies are
needed to explore these important and challenging topics of Chinese political economy
and energy policy. For instance, it would be very interesting to observe how the new
Xi-Li leadership would pass on the CPC’s ideational innovation tradition in the rest of
their tenure to influence China’s reform and development. Xi’s “Four-
Comprehensiveness” (sige quan’mian) introduced in early 2015 was his first serious
attempt to build a new ideational system. Whether this “Four-Comprehensiveness” is
going to parallel Hu’s “Scientific Development” as an overarching ideational system
and how it might affect China’s reform and development over the 13th and 14th FYPs’

period is a significant topic worthy of detailed examination.
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Another challenging question is how to reconcile an increasing authoritarian
political leadership with a progressively market-based economy in terms of energy
efficiency governance. On the one hand, this study reveals the value of a strong party-
state leadership in terms of utilising top-down personnel control and administrative
measures to achieve institutional adaptation and energy development actors’ behaviour
change. As some core concepts of historical institutionalism such as Path Dependency
suggest, institutional change will be more difficult as the critical juncture of systematic
institutional reforms passes. Political actors, including the top leadership, will be
increasingly constrained by historically formulated institutional arrangements.
Transitional states like China are more likely to build a halfway house in face of
growing reform costs and stronger resistance from vested-interest groups shaped by the
unintended consequences of institutional reforms. In such circumstances, the rise of
stronger leadership can be crucial in pushing the marketisation reforms forward. This
seemed to be the case following the power transition between the Hu-Wen leadership
and the Xi-Li Leadership. However, on the other hand, as the whole Chinese economy
becomes increasingly marketised and internationalised, how to manage the unintended
consequences of previous institutional reforms with regulatory and market-based
mechanisms becomes increasingly challenging. This is especially true in terms of
energy efficiency policy, when the ‘low-hanging fruits’ of energy efficiency gains were
picked by the target-responsibility system in the 11th and 12th FYPs, and the number of
non-state enterprises steadily grows in China’s coal-based industrial value chains.
Market-oriented actors are more likely to respond to economic incentives and
regulatory constraints instead of the party-state’s personnel control mechanisms and the
State’s administrative orders. How to design and introduce more regulatory and market
mechanisms that are compatible with strong party-state institutions is vital to China’s
energy efficiency governance and the country’s economic structure adjustment course

in the coming decades.
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Appendix:

Formation of Vertically-Integrated NOCs - Assets Swap Between
CNPC and Sinopec and the Transfer of Local Government Oil
Companies in 1998

New CNPC New Sinopec

Oil & Gas Reserves & Production

Oil reserves 4.1 billion tonnes 1.2 billion tonnes

Gas reserves 76 billion cubic 4.3 billion cubic meters
meters

Oil production 107 million tonnes 36.3 million tonnes

Gas production 14.8 billion cubic 2.4 billion cubic meters
meters

Upstream: Crude Oil and Gas Production Units

Daging Petroleum Administration Bureau Shengli Petroleum Administration Bureau
(Previously CNPC)

Jilin Petroleum Group Company Ltd Zhongyuan Petroleum Administration Bureau

(Previously Provincial) (Previously CNPC)

Liaohe Petroleum Exploration Bureau Henan Petroleum Administration Bureau
(Previously CNPC)

Dagang Oil Field Group Company Ltd Jianghan Petroleum Administration Bureau
(Previously CNPC)

Huabei Petroleum Administration Bureau Jiangsu Petroleum Administration Bureau
(Previously CNPC)

Xinjiang Petroleum Administration Bureau Diangiangui Petroleum Administration Bureau
(Previously CNPC)

Sichuan Petroleum Administration Bureau
Qinhai Petroleum Administration Bureau
Changqing Petroleum Administration Bureau
Yumen Petroleum Administration Bureau
Tuha Petroleum E&D Headquarter

Tarim Petroleum E&D Headquarter

Jidong Petroleum E&D company
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Midstream: Major Refining Units and Capacity

(above 1,000 tonnes/day)

Total 87,800 tonnes/day
Fushun Petrochemical Corporation
(Previously Sinopec)
Dalian Petrochemical Corporation
(Previously Sinopec)
Dushanzi Refinery
Daging Petrochemical Corporation
(Previously Sinopec)
Jinzhou Petrochemical Corporation
Lanzhou Refining and Chemical
Corporation (Previously Sinopec)
Jinxi Petrochemical Corporation
(Previously Sinopec)
Jilin Chemical Industry Group
Yumen Refinery
Liaoyang Chemical Fibre Corporation
(Previously Sinopec)
Daqing Chemical Synergist Plant
Karamay Refinery
Liaohe Oil Field Asphalt Plant
Xianyang Refinery
Linyuan Refinery (Previously Sinopec)
Anshan Refinery
Urumgqi Petrochemical Plant
(Previously Sinopec)
Harbin Refinery (Previously Sinopec)
Qianguo Refinery (Previously Sinopec)
Qinghai Refinery
Huhhot Refinery
Golmud Refinery

The rest 15 refining units

9,200

7,100

6,000

6,000

5,500

5,500

5,000
4,500

4,000

4,000
3,500
3,300
2,500
2,500
2,500

2,500

2,500
1,500
1,500
1,350
1,000
1,000

3,350

Total 125,240 tonnes/day

Yanshan Petrochemical Corp.
Maoming Petrochemcal Corp.
Zhenghai Refining and Chemical Co. Ltd
Qilu Petrochemical Corp.
Gaogiao Petrochemical Corp.
Jinling Petrochemical Corp.
(Previously Donglian)

Tianjin Petrochemical Corp.
Yangzi Petrochemical Corp.
(Previously Donglian)
Shanghai Petrochemical Co. Ltd
Guangzhou Petrochemical Corp.
Luoyang Petrochemical Plant
Jingmen Petrochemical Plant
Baling Petrochemical Corp.
Fujian Refinery

Jinan Refinery

Dagang Refinery

Anging Petrochemical Plant
Shijiazhuang Refinery

Jiujiang Refinery

Wuhan Petrochemical Plant
Shengli Heavyoil plant

Qingdao Petrochemical Works
Cangzhou Refinery

Yan'an Refinery

Zhanjiang Refinery

Zhongyuan Refinery

The rest 28 units

9,500
8,500
8,000
8,000

7,500

7,000

6,000

6,000
5,300
5,200
5,000
5,000
5,000
4,000
4,000
3,000
2,800
2,500
2,500
2,500
2,500
2,500
1,500
1,500
1,500
1,300

6,990
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Downstream: Sales Companies

(all companies were previously owned by local governments unless otherwise specified)

Jilin Provincial Petroleum Company (Previously Sinopec)

Liaoning Provincial Petroleum Company

Dalian Petroleum Company

Shenyang Petroleum Company (Previously Sinopec)
Innner Mongolia Regional Petroleum Company

Shanxi Provincial Petroleum Company

Xi’an Petroleum Company

Gansu Provincial Petroleum Company

Ningxia Regional Petroleum Company

Xingjiang Regional Petroleum Company

Qinghai Provincial Petroleum Company

Sichuan Provincial Petroleum Company

Chongging Municipal Petroleum Company

Tibet Regional Petroleum Company

Heilongjiang Provincial Petroleum Companies

Harbin Petroleum Company (Previously Sinopec)

Northwest Petroleum Company (Previously Sinopec)

Beijing Municipal Petroleum Company
Tianjin Municipal Petroleum Company
Shanghai Municipal Petroleum Company
Hebei Provincial Petroleum Company
Henan Provincial Petroleum Company
Shaanxi Municipal Petroleum Company
Shandong Provincial Petroleum Company
Anhui Provincial Petroleum Company
Jiangxi Provincial Petroleum Company
Hubei Provincial Petroleum Company
Hunan Provincial Petroleum Company
Jiangsu Provincial Petroleum Company
Zhejiang Provincial Petroleum Company
Fujian Provincial Petroleum Company
Guangdong Provincial Petroleum Company
Guangxi Regional Petroleum Company
Yunnan Provincial Petroleum Company
Guizhou Provincial Petroleum Company
Hainan Provincial Petroleum Company
Ningbo Petroleum Company

Qingdao Petroleum Company

Xiamen Petroleum Company

Shenzhen Petroleum Company

Data source: SAT (1998[147]) and author’s research at CNOOC.
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