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#® < 4 & : During economic transition, the Chinese state has
readjusted 1ts relationship with industry and
developed new regulatory schemes. China s first
industry-specific independent regulatory agency, the
State Electricity Regulatory Commission (SERC), was
created in 2003. Nonetheless, i1ts operation goes
against Western experiences in adopting the best
institutional arrangement for autonomous regulators.
Why has SERC failed to function? Why has SERC been
captured? I argue that because the process of
creating a new regulator involves resource
reallocation and power redistribution, SERC has
suffered both endogenous and exogenous disadvantages
since its inception. The compromised institutional
design along with insufficient resources and
fragmented authority considerably weakens SERC’ s
regulatory capacity. Moreover, SERC was not designed
as part of the reform schedule but instead emerged
later as a response to institutional necessities,
which also contributes to its vulnerability. In doing
so, the state exposed SERC to potential capture by
both government entities and regulated enterprises.
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Introduction
In adopting a gradualist approach to replace a rigidly planned economic system with a market
economic system, the Chinese state has demonstrated how capable it has been in managing the
reform process. Nonetheless, a rapidly evolving situation requires the Chinese state to distinguish
its role vis-a-vis the industry. China now needs a new direction in which to position itself while
mapping out further reform schemes. A major task for the central government is to adjust its role
and redesign its administrative structure to enhance the sinews of governance and respond to the
changing nature of economic growth. When examining development experiences in other
countries to glean beneficial information, the Chinese state has a choice between two models,
developmental state and regulatory state, and has moved toward the latter.* As an essential
element of the regulatory state model, independent regulatory agencies (IRAs) implement more
credible, effective regulation because of their autonomy.? Therefore, the advancement of Chinese
IRASs reflects the interaction between the state and industry and the state’s determination to build
up a functioning regulatory system.

In the industrial sector, the administrative reform of 1998 was a monumental effort in
changing China’s government-industry relationship and led to the comprehensive restructuring
of regulatory systems. It delivered a clear message that government functions and business
activities shall be separated and the state shall ensure a level playing field between the state-
owned enterprises (SOEs) and private firms. Against this background, the State Regulatory
Electricity Commission (SERC) was created in 2003 to facilitate market competition and
promote power reform. Moreover, the formation of SERC was also regarded as a milestone for

China’s electricity reform, which was initiated in the mid-1980s. The reform scheme involved

! Pearson 2005.
2 Majone 1997.



ownership reshuffling and industrial restructuring.®> While the World Bank developed a universal
template for power reform and promoted it in developed and developing countries, the model
failed to prevail due to involvement of international actors and different political and economic
systems.* China’s electricity reform was advised by international organizations, but it has been
trapped in political struggles between the reformists and conservatives that have significantly
delayed the reform process.” Facing both exogenous defects and endogenous weaknesses, SERC
fails to implement its mandate and carry out further reform. Despite SERC’s promising
intentions, the reform progress has stalled and the entire sector is dominated by the gigantic state
power enterprises SERC is charged with regulating.

Why has SERC failed to function? How has it been captured by the industry? | argue that
because the process of creating a new regulatory agency involves resource reallocation and
power redistribution, SERC has faced challenges from other government entities since its
inception. The compromised institutional design along with insufficient resources and
fragmented authority considerably weakens SERC’s regulatory capacity. In addition, SERC was
not designed as part of the reform schedule but instead emerged later as a response to
institutional necessities, which also contributes to its vulnerability when facing the regulatees.
The state has in fact exposed SERC to potential capture by government entities and regulated
enterprises.

Debates on the limits of autonomy for functioning IRAs, their relationship with other
government bodies, the political responsibility of their actions, and the mechanisms for

enhancing their accountability have begun to heat up among scholars and state officials in

¥ Xu 2002.

* Xu 2004.

> The study of SERC could be set within the broader contexts of either IRA development or power reform in China.
The author situates the discussion in the former scenario. For more detailed information about China’s electricity
reform, see Chen 2010 and Tsai 2011.



China.? Policies to determine the main lines of institutionalization and consent have not yet fully
matured. As the first industry-specific IRA and model for other industries such as
telecommunication,” SERC provides a rich milieu for us to examine China’s regulatory
development.

The data were gathered from archival studies and the author’s field trips to China between
2008 and 2011, where more than 40 interviews were conducted. The interviewees include
scholars; government officials in SERC, the National Development and Reform Commission
(NDRC), and State-owned Assets Supervision and Administration Commission (SASAC); local
cadres; and corporate managers from SOEs and private power companies in various provinces,
including Beijing, Heilongjiang, Henan, Shandong, Zhejiang, and Guangdong. Moreover, the
author also obtained some unpublished documents from the interviewees.

This article begins by setting out brief discussions of the rise of IRAs. It is succeeded by a
description of regulatory development in China and its power sector. Sections 3 and 4 examine
the indigenous and exogenous factors preventing SERC from effective operation. The article
concludes with the implications for China’s state-business relationship, industrial reform, and
future regulatory development. By exploring SERC, this article contributes to our understanding
of the government-industry nexus and interactions between state entities, thereby establishing

that the demand for a functioning IRA remains impossible in China’s unique economic situation.

The Rise of Independent Regulatory Agencies
IRASs are governmental entities that possess and exercise some grant of specialized public

authority and are separate from other institutions. They are neither directly elected by the people

® Ma 2008; Wang and Zhou 2008.
" Although China’s scholars and experts have actively called for an autonomous regulator in the telecommunication
sector since 2005, the Chinese government has no plan to do so partly due to SERC’s unsuccessful experience.
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nor directly managed by elected officials.® The rise of IRAs has its origin in American political
development dating back to the Progressive Movement and the New Deal. When faced with an
economic crisis, the government decided to adopt neutral, professional administrative
mechanisms that were above party strife and sectional interests to control business. With their
isolated status and legalistic tradition, IRAs have become a practical tool of economic
governance. In the 1960s, American regulatory development entered into a new age of social
regulation in which innovative IRAs emerged to supervise a wide swath of issues such as safety
and the environment, going beyond the original economic focus. Since the trend of globalization
appeared in the early 1970s, American regulatory standards and institutional designs have spread
out and deeply influenced the rise of state regulation in Britain.

The great economic crisis of the 1970s and a deep institutional crisis in British government
immensely changed the policy direction from an interventionist state to a regulatory state and led
to the implementation of an ambitious program of privatization and deregulation.’ Because
public ownership had proved ineffective, the British government adopted a radical policy to sell
state assets at large to tackle the problems of economic efficiency and public accountability. In
doing so, the state solved these problems not by withdrawing from command but by unleashing
the irresistible power of business. It had chosen to delegate authority to IRAs instead of making
policies and managing the industries by itself because the IRAs provide the advantages of
technological expertise and greater policy credibility and continuity.® Most importantly, IRAs
are able to maintain distance from political interference (elected politicians in general) and enjoy

the autonomy that government ministries lack.** The IRAs have become “one of the most

8 Thatcher and Sweet 2002, 2.

¥ Marquand 1988.

9 David Levi-Faur and Sharon Gilad 2004.
1 Majone 1997, 152-5.



widespread institutions of modern regulatory governance,” and “the use of this kind of institution
has mushroomed during the 1980s and 1990s and continues to increase.” State regulation
through IRAs is regarded as the most viable tool of governance. A firm belief in the creation and
diffusion of IRAs is that independence is important for sheltering regulatory functions from
political and business controls.

The IRA has either appeared or been set as the eventual goal of reform in various industries
to promote effective state regulation and ensure a reliable market. Hence, although the
macroeconomic circumstances are not all alike, the American and British experiences offer
China beneficial lessons and guidelines to develop a modern regulatory mechanism that fits its
unique political and economic system. It is too early to argue the rise of the regulatory state in
China, but undoubtedly regulatory reform has been initiated to respond to shifting

macroeconomic circumstances in China.

Regulatory Development and IRAs in China
China had gradually adjusted its regulatory system during the reform era, but comprehensive
regulatory development was initiated by large-scale SOE reform in 1997. While the major

policies of “grasping the big, releasing the small” (zhuada fangxiao, #M A /)N) and “separating
the government and industry” (zhenggi fenkai, B 443 B#) were promulgated to reshuffle the

state sector, extensive development of regulatory systems and government reorganization
followed in 1998. The administrative streamlining spearheaded by then-Premier Zhu Rongji had

eliminated nine ministries that managed specific industries and further empowered

2 0OECD 2002, 91.



comprehensive and macroeconomic-oriented commissions.*® China’s regulatory systems and
logic of economic governance have undergone a sea change. In the thriving private sector, the
state has played the role of referee in the market. In the remaining influential state sector, the
state has morphed from being controller to being owner and regulator. It concentrated public
ownership in a governmental body and delegated the authority to regulatory institutions.

In the industrial sector, the presence of different paths toward regulatory development
demonstrates that the central government has contemplated the heterogeneous conditions and
diverse stages of reform and realized that “one model does not fit all.” Therefore, various types
of regulatory agencies have sprung up such as IRAs, ministerial departments, and ministry-level
bureaus. The Chinese state aims to reach the ultimate goal of separating the political and

regulatory functions (zhengjian fenkai, B 43 B#) in order to supervise the SOEs well.** Hence,

we may expect two regulatory trends. First, more industry-specific IRAs will be created, and
second, the existing regulators will expand their coverage to include more industries and
transform into multi-sector regulatory bodies.*

To date, China has four IRAs in terms of economic regulation. Other than SERC, the
remaining three are in the financial sector. The first IRA, China Securities Regulatory
Commission, was formed in 1992 as a response to increasing chaos in the unruly stock market in
Shenzhen. The adoption of the IRA is an institutional emulation for which China’s policy makers
consulted their Taiwanese counterpart and considered the lessons of financial history.™® To better

manage the fast-growing financial sector and ensure trading platforms, the central authority

3 Lan 1999.

Y This step is designed to clarify the division of labor between policy-making bodies and regulatory entities under
China’s unique economic regime. It is rarely found in regulatory development in Western countries because their
regulatory agencies are also equipped with policy-making functions.

> The latter point was demonstrated in the administrative reform of 2008, and the Chinese state created five super
ministries.

16 China.com.cn 2009.



followed a similar line of reasoning to create two more IRAs, the China Insurance Regulatory
Commission and China Banking Regulatory Commission, in 1998 and 2003 respectively.
Although the formation of these IRAs were not in advance of or even concurrent with reform
implementation, the relevant laws passed or amended by the National People‘s Congress have
provided strong and necessary backing to IRAs.!” Their organizational autonomy and clear legal
mandate enable effective enforcement and prevent interference from other government entities
and business interests. A noteworthy feature of IRAs in the financial sector is that there is a clear
division of labor between them and two other critical supervisory ministries, the Ministry of

Finance (MOF) and People’s Bank of China.

The Regulatory Evolution of China’s Power Sector in the Reform Era
After advancing into the reform era, China’s power sector adopted various regulatory
mechanisms in response to the reform agenda at different stages (see Figure 1). During the early
stage of the reform, the ailing power sector was one of the foremost problems that threatened
economic progress. Due to inefficient productivity and insufficient investment, a paucity of

power was a major bottleneck impeding economic expansion.

Figure 1. Evolution of Regulatory Authority of the Power Industry since 1979

SETC&
MEP MWRE MOE MEP SDPC SERC

1979 1982 1988 1993 1998 2003

7 These laws include the Securities Law adopted in 1998 and revised in 2005, the Insurance Law promulgated in
1995 and amended in 2002, the Commercial Banking Law and the People‘s Bank of China Law--both adopted in
1995 and amended in 2003, and the Law on Banking Regulation and Supervision adopted in 2003 and amended in
2006.



Source: by author.

The Chinese state reinstituted the Ministry of Electric Power (MEP) in 1979 to restore the
devastated infrastructure and reinitiate stagnated power plant projects.’® In 1982, the Ministry of
Water Resources and Electricity (MWRE) was established by integrating the MEP and the
Ministry of Water Resources.'® This was due to the intense contradictions and ambiguous
responsibilities of the two ministries.? In the administrative restructuring of 1988, the new
Ministry of Energy (MOE) was formed to incorporate the functions of several previous
ministries including the MWRE, Ministry of Coal Industry, Ministry of Qil Industry, and
Ministry of Nuclear Industry. It comprehensively managed the whole energy sector and
facilitated the sector’s development at large. Moreover, the industry association, the China
Electricity Council (CEC), was created to serve as a bridge between the government and industry.
It provides consultation and advice to power companies and delivers the industry’s feedback and
concerns to the government. To date, both the state and companies continue to rely heavily on
this communication channel.

Although the MOE reigned over different industries, it was unable to apply a similar reform
program to all of them and needed to design separate projects to meet the specific requirements
of each industry. The unsolvable difficulties in coordinating and managing various industries
resulted in the abrogation of the MOE and formation of the MEP again in 1993. The MEP
followed the existing guiding principles and kept the industrial structure intact. The CEC further

strengthened its role as coordinator while some retired MEP senior officials took posts there.

'8 The Ministry of Electric Power was first instituted in 1955 but was dismantled in 1958.
9 Dangdai zhongguo congshu bianji weiyuanhui 1994.
2 |_jeberthal and Oksenberg 1988, 94-105.
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Another breakthrough was the promulgation of the Electricity Law in 1995. It provided a legal
basis and comprehensive framework for the ensuing power reform and general provisions for the
industry.

Despite the frequent reorganization of the administrative agencies, the Chinese state had not
yet touched the fundamental issue of comprehensive industrial restructuring. China’s power
reform was merely a response to economic constraints and an effort by the central state to
maintain legitimacy.?* Limited reform and dominant state ownership had kept the industry under
tight control at large, but the growing influence of local governments challenged the vertical
supervisory structure as the local governments strived to protect their own interests.
Liberalization had not promoted market competition but instead introduced structural and
regulatory paradoxes.

With the enforcement of the separation of government and enterprise, an extensive
restructuring plan for the power industry was undertaken in 1997. The first step was regarded as
laying the structural foundation for subsequent reform. Due to economic concerns, the central
government chose a policy of corporatization instead of privatization.”” The State Power
Corporation of China (SPCC) was founded in 1997 as a separate economic entity to perform
business functions. A colossal holding company that was fully owned by the State Council
managed most of the infrastructure, including about 50 per cent of power generation and almost
the entire network system. In 1998, the central government dismantled the MEP and transferred
its functions to the State Economic and Trade Commission (SETC) and State Development and
Planning Commission (SDPC). Thus they became the two major regulators of the power industry.

The SETC was responsible for making policies and supervising the industry, while the SDPC

2! yeh and Lewis 2004.
22 Andrews-Speed and Dow 2000.
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controlled the pricing systems and reviewed the investment projects. By restructuring in this way,
the Chinese state significantly reduced the institutional difficulties involved in unifying
governmental administration and business functions, clarified duties, and decreased the
misallocation of resources.

Nonetheless, the SPCC was too powerful to be regulated. While vertically integrating the
power generation and grid systems, the SPCC enjoyed a monopoly status and was dominant over
independent power plants. In addition, the fact that most former MEP senior officials moved to
the SPCC made the SPCC a “corporatized ministry” and prevented state regulators from

achieving effective management. For instance, Shi Dazhen (52 A:45H), the last Minister of Electric

Power, was the first general manager of the SPCC. The lack of technical expertise is another
critical factor—the officials of SETC and SDPC did not have enough professional knowledge to
supervise the industry. In general, the pre-2003 regulatory framework of the power sector
suffered five major problems: the lack of a specific regulatory body along with dispersed
authority; unclear goals and political interference; incomplete laws; inadequate regulatory

capacity; and insufficient supervision over regulatory agencies.?®

The Creation of the State Electricity Regulatory Commission
In the 1990s, there was a global trend towards electricity reform as a result of technological
advancement. As a latecomer, the Chinese state identified the strengths and weaknesses of
various reform experiences in other countries and received assistance from the World Bank and
Asian Development Bank in designing an appropriate regulatory framework. It has thus realized

the necessity of an IRA for monitoring the power industry and designated this as the core

2 Gao 2002.
12



element of the reform agenda. The idea of formulating an IRA in the power sector first appeared
in the mid-1990s. At that time, the MEP and World Bank jointly worked on a project to explore
the development of a regulatory framework for electricity reform. After three years of study and
several seminars, this research concluded in a collaborative report published on 18 January 1997,
two days after the SPCC was formally established.? In this report the experts propose “a national
regulatory authority (hereinafter referred to as the “National Power Regulatory Commission”)
should be created separate from other government institutions and should be responsible to the
State Council.”? It also suggests that the state shall supervise the power sector through a
functional regulatory and legal system rather than directly manage the sector through
administrative directives.”® Unfortunately, this proposal was not incorporated into the reform
agenda until five years later.

Based on conclusions from the previous experience in electricity reform, then-Premier Zhu

Rongji (4k#5%%) made a significant move from “reform from within” to “reform from the

outside.” Originally, reform projects were proposed by the lead agency of an industry. This
model was abrogated and replaced with a designated group comprised of representatives from
various government institutions. In October 2000, the State Council issued the “Notice on
Relevant Issues Concerning the Structural Reform of the Power Industry”. The central state
made it clear that power reform should be led by the SDPC and organized the “Electricity
Reform Coordination Leading Group” to draw up a new reform scheme. The director of the

leading group was Zeng Peiyan (¥ 1% %), then-chairman of the SDPC. The SDPC presented the

first reform proposal in May 2001. It was remarkable because it identified the creation of an

2 Shao et al 1997.
% |bid, p. 48.
% |bid, p. 53.

13



autonomous regulatory agency as the major goal. The project also suggested restructuring SPCC.
Nevertheless, it was not regarded as a workable solution to breaking up the monopoly and
eliminating local protectionism, so it was brushed aside.?’

After additional research on the reform experience in Western countries, the SDPC prepared
a new reform scheme, which was approved by the State Council in January 2002. In the draft, the
SPCC would spin off into two grid companies and five power firms. The central government
would also create a ministry-level regulatory body to supervise the industry, but there was debate
over the extent of the delegation of authority to this new regulator. There were three available
options: first, the agency regulates all aspects of an industry; however, this design involves many
government entities and is therefore hard to implement. Second, the agency is responsible for
monitoring market operation; however, it runs the risk of having no real power. Third, the agency
IS a transitional institution, focusing on market regulation first and then gradually extending
regulation to other areas; the problem is that there is no clear schedule on when the agency
should expand its coverage, resulting in a prolonged and indefinite process. Obviously, each of
these choices had its own difficulties and there were no clear resolutions. The central state
eventually adopted the third idea and formed SERC.

Against this background, in 2002, the Chinese government issued a document detailing a
landmark reform project, “Circular of the State Council Concerning the Reform of the Power
Structure” (so-called Document No. 5), to mandate the divestiture of the SPCC in order to break
up the monopoly and form an autonomous regulator. The creation of SERC represented the
state’s determination to build up a modern regulatory system. The role of the state was delineated
so that it is no longer both owner and manager, but a separate owner (SASAC) and regulator

(SERC).

2 Chinanews.com 2002.
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The SERC’s mission is to formulate regulatory rules for market operation, monitor the
power markets, ensure fair competition, propose tariffs and adjustments, enforce safety standards,
issue and manage business licenses, and supervise policy implementation.?® While both the state
and the industry embraced this new agency, there was no way to gauge the effectiveness of
SERC’s performance until a sufficient amount of time had passed. Later on, reform stagnation
and regulatory contradictions revealed the reality: SERC suffered from both endogenous and

exogenous defects and had been exposed to regulatory capture from its inception.

Endogenous Defects
The process of creating a new regulator involves resource reallocation and power redistribution,
so SERC has faced challenges from within (organizational configuration) and from outside
(other government entities). It bears a number of endogenous flaws due to insufficient resources

that prevent it from functioning effectively.

Status of the Institution
SERC is a ministry-level administrative entity that is categorized as a “public service unit (PSU)

directly under the State Council” (guowuyuan zhishu shiye danwei, [58 755 B /B S5 3£ & f1r). %

PSUs were created as public service providers, similar to non-profit organizations.* Different
from IRAs in Western countries, SERC was not created by law but by two statutes promulgated
by the State Council: “Regulations on Administration of the Establishment and Staffing of the
Administrative Agencies of the State Council” and “Provisional Regulations on the Registration

of Public Institutions.” SERC was instituted when the executive body issued “Provisions on the

%8 For more information, see http://www.serc.gov.cn/english/index.htm.
# The other three IRAs also have the same status.
% World Bank 2005.
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Function Disposition, Internal Structure and Staffing of the State Electric Power Regulatory
Commission.” The Chinese government made this disposition because the employees of PSUs
are not recognized as bureaucrats. Therefore, the creation of SERC would not go against the
downsizing movement in the administrative reform of 2003.% In addition, this designation
increases agency autonomy because the Chinese Premier can decide the leadership without the
approval of the NPC.** SERC, however, suffers from being designated as a PSU, which is
inferior to traditional ministries in the State Council hierarchy. Although it was granted
ministerial rank and regulatory functions, the new IRA does not possess the right to formulate

rules or to make specific stipulations on punishing scofflaws.

Legal Framework

The Electricity Law was promulgated in 1995 and put into effect in 1996 as a sound legal basis
for electricity reform. In 2003, modifying the Electricity Law was integrated into the NPC annual
schedule, although nothing substantial has been done since then.*® Today, this unsuitable law has
significantly hindered the industry’s development, as the industry has already undergone two
rounds of restructuring. Experts and scholars have consistently proposed to amend the law to
make it applicable to the changing situation, but the central government obviously has no plans
to do so in the near future.** With outdated stipulations, SERC can only wield its authority
according to the “Regulations on Electricity Regulation” issued by the State Council in 2005.

Because the regulations are decrees made by the State Council, they are unable to empower

*! Interview with research fellow, Beijing, 7 July 2009.

%2 pearson 2007, 723.

% The NPC made minor changes to the wording of three clauses in 2009.

% The issue was raised again in the latest NPC meeting in 2012. See People.com.cn 2012.
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SERC to enforce as statute laws. The lack of legal basis makes it difficult for the IRA to clarify
its responsibilities and therefore to enforce regulation.®

Moreover, the IRA is responsible for instituting the power markets while being delegated to
supervising market operations. Only if the power markets are established and functioning can
SERC perform its regulatory duties. The dilemma is that SERC is not fully supported by an
adequate legal framework to create a market system. Hence, with nothing for the IRA to regulate,

SERC is not regarded as a functioning body.

Organization

An understaffing issue has always afflicted SERC. Although the number of staff may increase
depending on practical needs in the future and the employees of local branch offices are not
included, SERC commits only 98 staff members to perform all tasks. In sharp contrast, there
are more than 1.5 million employees in the State Grid Corporation (SGC). Moreover, a
surprising fact is that SERC was actually funded by the SGC during the first three years. Even
though its financial source has changed to the MOF, SERC’s annual budget proposal still needs
the approval of NDRC.*

SERC does have its own independent financial source because it can charge fees to issue
business licenses and work permits—responsibilities that were originally handled by local
governments. The local governments, however, are reluctant to transfer authority to SERC’s
local offices because of their loss of revenue. For example, occupational qualification certificates

are now issued by SERC, but local governments responded by concealing information about this

% Zhou 2003.

% Understaffing is also a problem for SERC’s local offices. At the regional and provincial levels, there are only 53
and 15 staff members respectively.

% Wang Zhigiang 2006.
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policy. As a result, power industry workers continue to apply for the certificates from local
governments. Unfortunately, SERC is unable to punish or even challenge local officials who are
not cooperating due to lack of clear regulations.*®

SERC was not given sufficient support during its establishment process, particularly when it
came to resource reallocation. Because of the tight budget and personnel shortage, SERC has
difficulties creating local branches and therefore must appeal to the industry for support. This
predicament is reflected in the facilities that SERC uses. Ironically, SERC is located in the SGC
building in Beijing. Some of the provincial branches lease office space from the power groups.*
The regulator is beset by the fact that the regulated firms are its landlords. This unusual situation
also happens in personnel arrangements. SERC requires a professional team, including experts
on technology, management, and law, to manage complex electricity affairs. Since SERC has no
predecessor and needs to be ready to perform its assignments, the IRA recruited staff from other
government entities or the industry. At the central level, the majority of officials were mainly
transferred from the SPCC and the former Department of Electricity of the SETC. At the local
level, most staff members and technicians are transfers from the regulated SOEs. Some of them
are even still paid by their home work units and can decide to either stay in SERC or return to
their original positions.*’ Insufficient resources and close ties to industry greatly impair SERC’s

autonomy.

Leadership

% Interview with local-level official, Shandong, 15 June 2008.

% For example, SERC local offices in Harbin is located in the buildings owned by the Datang Group. Interview with
enterprise manager, Henan, 3 July 2008.

“0 |t is a similar situation to the revolving-door phenomenon in the U.S. and amakudari in Japan. However, in the
case of China’s power sector, the direction of mobility is from the industry to government, and these employees are
not high-level managers. Interview with local-level official, Heilongjiang, 12 July 2009.
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SERC's first chairman was Chai Songyue (4&¥4£%), former governor of Zhejiang province. Chai

had worked in the electricity industry for more than two decades until his promotion to the
leadership of Zhejiang province in 1986. He was considered to be the best candidate who met the
requirements set by the central leadership because he has a background in electricity but does not
have close ties to the industry.** When Chai took office in 2003, he showed his determination to
develop the market and strengthen regulation. Chai raised the critical point that state regulation
should come together with the development of the market in order to prevent chaos. However,
this personnel appointment was by no means unquestionable—Chai was 61 years old and people
doubted he would be able to accomplish much with only four years left until the mandatory
retirement age of 65. This suspicion turned out to be true when Chai retired in January 2007.
Although Chai successfully enhanced SERC’s authority and elucidated its duties, experiments in
developing regional power markets were suspended and the price-setting struggles between

SERC and NDRC remained. He left these difficulties to his successor, You Quan (JCHE).

You was the deputy secretary-general of the State Council before becoming the chairman of
SERC. His appointment reflected the central leadership’s expectations for the IRA because as an
experienced high-level official in the central government, You has a better understanding of how
to communicate and coordinate effectively with other ministries in comparison with his
predecessor Chai, who generally had been working at the local level.*? During You’s term, the
liquidation of remaining power generation assets was completed, which marked a thorough
separation of generation and network.* SERC made a significant contribution to the power

reform agenda in the Eleventh Five-Year Plan with a focus on segregating core and auxiliary

*! Bai and Yan 2005.
“2 \Wang Qiang 2007.
*3 These are two parts of the generation assets that were left to the State Grid Corporation in 2002.
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business. Despite these achievements, there was no progress in market development—there even
may have been regression. In 2008, You returned to the State Council as the executive deputy
secretary-general. It was reported that the Organization Department of the Chinese Communist
Party (ODCCP) asked a vice-chairman of the NDRC to take the position, but this candidate
declined for unknown reasons.**

In May 2008 Wang Xudong (FJHH), the former minister of Information Industry and vice-

minister of the newly organized Ministry of Industry and Information Technology (for only one
month), was designated to chair SERC. This personnel appointment had three possible
implications. First, Wang was selected because of his rich experience in market regulation during
his tenure at the Ministry of Information Industry.* However, to make an inference that Wang
would be a capable leader of an IRA according to his performance as a minister is problematic
because the job duties are very different. Second, Wang has no background in the power industry.
Having been brought in as an outsider, Wang was expected to break down the serious problem of
powerful vested interests and to enact regulations independently. On the flip side, this advantage
may also turn into a weakness, as he could be isolated from the industry and even the existing
officials and be unable to wield his full power.* Third, Wang was already 62 years old and
would retire in three years. This raised suspicions similar to those about Chai regarding the
extent to which Wang would be devoted to his job. It came as no surprise that Wang retired in
2011 at the age of 65 and, according to the “Report on Electricity Regulation” issued by SERC in
2008, 2009, and 2010 respectively, he had done more investigation and research than substantial

advancement during his three-year tenure.*” Reform implementation and power market

* Caijing.com.cn 2008. «

%> 21¢bh.com 2008.

*® Interview with university professor, Beijing, 8 July 2009.
*" Interview with research fellow, Beijing, 10 July 2009.
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development remained stagnant.

Wu Xinxiong (=¥ /), former governor of Jiangxi, became SERC’s fourth chairman in

June 2011. Different from his predecessors, Wu had worked in local government for 28 years (18
years in Jiangsu and 10 years in Jiangxi) before moving to SERC and had no working experience
in the central government or the industry.*® In addition, Wu has the same age issue that Chai and

Wang did. He is expected to retire in 2014, only one year from now. To date, it is not clear how

much substantial progress Wu has made to improve market development and power regulation.

Transitional Nature

When the Chinese government instituted a new regulatory mechanism in the power sector, it
aimed to establish an IRA that would not only function effectively but would also become a
regulatory model for other industries. Nevertheless, with rising challenges in the energy sector
such as soaring consumption, impact on the environment, and poor coordination, China realized
it was imperative to ensure energy security and began drafting an energy law in early 2006. In
the meantime, a government think tank (the Development Research Center of the State Council)
and the World Bank recommended in a research report that China set up a sector-wide regulatory
body—a ministry—to encompass and oversee all industries in the energy sector.*

With the expectation that the MOE would be re-established, it is clear that SERC would be
dismantled and its authority transferred to the new government body. A surprise to many, the
creation of MOE was not substantiated in the administrative reform of 2008. Instead, the Chinese
government formed the National Energy Commission (NEC) to oversee the entire energy sector.

This is because integrating relevant industries is too complicated and establishing a new ministry

“8 Finance.sina.com.cn 2011.
9 Berrah et al 2007.
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requires an infeasible number of staff. Thus, the central government decided to organize a high-
level coordination institution first. NEC was eventually instituted in January of 2010 and directed
by Premier Wen Jiabao. It is, however, merely a coordination entity and has no substantive power.
An energy super-ministry might be created when the differences among the relevant industries
are greatly reduced.”® All in all, the dissolution of SERC is envisioned.

The appointment of current Chairman Wu Xinxiong also contributes to SERC’s transitional
nature. Since Wu will retire in two years, this personnel arrangement will decrease the difficulty
of accommodating all senior staff if the MOE is created in the near future.*

In short, these endogenous flaws are major weaknesses of SERC. Although the central
government has made great efforts to empower SERC to meet current demands in the past few
years, there is still no sign that these problems will be solvable soon. Moreover, these
endogenous defects have deep roots in exogenous factors, which impose greater constraints on

SERC and lead to regulatory failure.

Exogenous Constraints
Against the background of administrative reform and government downsizing, the formation
process for SERC inevitably involves power redistribution and resource reconfiguration and
suffers from political struggles among existing institutions. An IRA is, paradoxically, not
autonomous but embedded in a broader government structure. Organizational autonomy does not
necessarily help prevent political intervention from the government, nor does it strengthen
agency performance. The regulatory dilemma has causes that originate beyond the IRA itself.

SERC'’s interactions with other government entities and regulated enterprises show the paradox

%0 Money.163.com 2012.
*! Interview with university professor, Beijing, 20 July 2011.
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SERC faces. A new regulatory system in the power sector should be designed and formed before
dismantling the SPCC. Otherwise, the IRA is destined to become a figurehead. In fact, this
statement describes the fundamental principle that a pre-existing, functioning state regulator is
the key to reform success.”® Unfortunately, this rule was generally ignored in the actual planning

of China’s power reform.

Fragmented Authority
While launching electricity reform, the Chinese government aimed to achieve various policy
goals including improving production efficiency, expanding infrastructure, promoting consumer
welfare, and developing a viable market system. Nonetheless, creating an IRA is not sufficient to
fulfill all these goals, and it requires the involvement of other government entities. This
necessary engagement has not come about in a cooperative way but in a disjointed manner
instead. While multiple government bodies have been delegated authority to take charge of
various duties, they have used the power to pursue their own interests, and their enforcement has
turned into political intervention in the regulation process. While SERC is expected to further
push power reform and promote market competition, it is in fact unable to avoid interference
from other bureaucratic bodies. Possessing formal independence does not make SERC a
functional IRA when it has not been given full authority. The regulatory power is scattered
among different government entities, with each sharing a similar administrative rank but having
different and conflicting goals and interests. Therefore, the regulatory framework of the power
sector is not a holistic, unitary scheme but a hybrid, fragmented system.

Between 1998 and 2003, the Chinese government did not have a specific ministry in charge

of electricity affairs, and instead they adopted a multi-agency supervisory structure in which the

52 Shan 2002.
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SETC, SDPC, MOF, and ODCCP all had respective regulatory duties. In addition, although the
SPCC was a SOE, it also performed certain regulatory functions such as electricity dispatch and
technology development. This multi-agency structure was a temporary, expedient substitute
since another round of reform was underway and an innovative regulatory system with an IRA
was coming into being. The central leadership planned to integrate the regulatory authorities and
to achieve professional regulation in tandem with industrial restructuring. SERC, however, was
created as an alternative to the SETC in the power industry rather than as a comprehensive,
overarching state regulator. A fragmented regulatory structure remains (see Figure 2). In a multi-
agency setting, SERC’s capability is seriously discredited when facing the electricity
corporations. Accordingly, state regulation is beset by an intractable and hydra-headed

bureaucracy.

Figure 2: Current Supervisory Structure of China’s Electricity Industry
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In addition to SERC, the current regulatory structure is comprised of three other major
agencies. The NDRC, a mighty policymaker, holds a wide range of administrative duties and
inherits two exclusive rights regarding the supervision of electricity affairs as a part of its
institutional legacy — setting the tariffs and reviewing and approving construction projects.
Moreover, the NDRC deliberately misapplies these regulatory tools in an effort to manage the
national economy.>® The NEC, a top-level coordinator, was delegated with drafting the nation’s
energy development strategy. It makes policy recommendations and enforces its suggestions.
SASAC, the state assets watchdog, manages the ownership and operation of the central SOEs.
Since the five leading power generation companies and two major grid corporations are all
central SOEs under SASAC’s purview, the conflicts of interest between SASAC and SERC are
unavoidable. While SASAC seeks to maximize the corporations’ revenue and promote an
oligopolistic market, SERC devotes itself to developing a functional electricity market that
ensures fair and robust competition.

Although some other ministries do not directly intervene in electricity affairs, they are

involved in the regulatory process due to their responsibilities—these include the Ministry of

%% For example, the NDRC has purposely kept the electricity prices low in order to not contribute to the increase in
the consumer price index (CPI).
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Environmental Protection for its environmental impact evaluation of power plant projects, the
Ministry of Land Resources for its land-use reviews, and the Ministry of Water Resources for
water-related affairs in hydropower issues. Moreover, because of the close relationship between
power development and economic growth, local governments are very sensitive to electricity
affairs. They are expected to play the role of gatekeeper in the regulatory process and to be in
charge of preliminary reviews of prices schemes and power plant projects. Nonetheless, the local
governments side with the power companies due to their own economic considerations and do
not follow the central directives as part of the supervisory framework. As a result, local
governments help the power firms to lobby the central authority or to evade state monitoring,
thereby gaining revenues in return. They become rent seekers and a hindrance to state
regulation.®

Although the Chinese government aims to allocate authority and clarify the supervisory
structure in the power sector, the ambiguous designation of IRAs has complicated the system and
seriously weakened the credibility of SERC. It is the interaction and contradiction among these
institutions that lead to regulatory failure and reform stagnation. The problematic design of the
supervisory mechanism has resulted in a regulatory paradox in the Chinese electricity industry:
the creation of an IRA was supposed to improve regulatory effectiveness, but it failed to make
regulation work. SERC is a nominal IRA that only has formal regulatory independence. Its
practical regulatory independence is significantly less than the level of independence anticipated

by the reform plan.

Business Involvement and Indirect Regulatory Capture

% Cheng and Tsai 2009.
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Under the authoritarian regime, China’s power enterprises take a non-traditional approach to
lobbying: the industry communicates with government institutions instead of elected politicians
to meddle in the policymaking process and attempt to procure regulatory favors. The electricity
enterprises do not target Congress but focus on the administrative bureaucracy instead because
the NPC has not proved to be a well-functioning legislative body. The delegates have limited
power and can only follow the Chinese Communist Party’s (CCP’s) guidance. The business
groups therefore have no incentive to persuade the representatives to propose or pass preferential
legislation; rather they endeavor to deliver their concerns directly to the various levels of

administration through different channels to capture SERC (see Figure 3).

Figure 3: Business Lobbying and Regulatory Capture in China’s Power Sector
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Because of the fragmented supervisory system and discrepancies among the interests of
various government agencies, the state-owned power corporations have greater power over
government and are able to exploit their unique status to influence government decisions in their
favor.>® The SGC has strengthened its monopoly by persuading the NDRC to establish an ultra-

high voltage system, and it has obstructed the further separation of the transmission and

% Interview with university professor, Beijing, 20 May 2010.
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distribution sectors.”® Moreover, the five leading state power generators (the Big Five) develop
into oligopolies and smother a competitive market in its infancy. They exploit an exclusive
channel to negotiate with policymakers. Additionally, the Big Five have been striving to become
dominant actors since SASAC set up a policy goal of building its best central SOEs into national
champions and continuing to reduce the number of central SOEs. SASAC is expected to have
only two or three conglomerates left; i.e., only the largest power groups will survive. In order to
stay on top, the Big Five view each other as major rivals and expand as much as possible in total
disregard of SERC’s efforts to create a functional market. When the policy goals of SASAC and
SERC collided, the power companies undoubtedly followed SASAC, their bureaucratic
supervisor, and concurrently lobbied SASAC to endorse their projects and negotiate with the
state regulator on their behalf if necessary.

At the local level, bureaucratic supervisors shelter the power firms owned by provincial or
city governments so they can expand their business without abiding by central regulations. They
collude with local officials to evade state monitoring from the central government and to gain
profit. In return, local governments earn revenues and secure a constant power supply for local
use. At this point, rampant rent-seeking is due to the coexistence of decentralized local
governments and local SOEs in a for-profit structure. The distinctive interaction between the
Chinese state—at the central and local levels—and SOEs illustrates a different picture of
lobbying compared to that in Western countries. In China, both central and local SOEs are
reinvigorated and are becoming the mightiest interest groups in the country. SERC’s inability to
supervise these powerful public interest groups reveals SERC’s insufficient capacity.

Moreover, while the Chinese state liberalizes the power generation sector and promotes

competition, the independent power producers (IPPs)—including domestic, joint venture, and

% He 2009.
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foreign—are in an inferior position and exposed to a rigorous environment. Due to unfair
competition and a dysfunctional state regulator, they do not envision a bright future for their
investment but rather dreary days. It is not a win-win scenario for the IPPs and the state power
companies, but a zero-sum game in which the only private agents are engulfed by their ambitious
public rivals. The efforts the Chinese state has made to break up the monopoly has not resulted in
a growing market accompanied by a viable IRA as expected; rather it has led to the unanticipated

outcome of an oligopolistic market and regulatory capture.

Conclusion

After relaxing the economic system and introducing the market mechanism, the Chinese
state needs to readjust its relationship with industry; specifically the role of the state is expected
to shift from exclusive controller to impartial referee. Regulatory development in the U.S. and
Britain has demonstrated the best practices of IRAs and provided China with rules and directions.
However, we must “not overstate in theory the degree of independence that exists in practice”
because the IRAs are not entirely free from political accountability, which exists in various
forms such as legislative supervision and public hearings.”” That is to say, complete
independence of regulatory authorities is very hard to achieve. Finding a logical balance point
between agency autonomy and political accountability has posed a great challenge to
representative democracies, who seek to resolve such problems by strengthening the
accountability structure.®® Hence, organizational autonomy is a necessary but not sufficient
condition for IRA performance. In the case of SERC, it is clear that without being supported by

institutional complementaries such as a well-functioning legal system and the full scope of

%" Majone 1999, 9.
%8 Christensen and L greid 2007.
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jurisdiction, the IRA remains exposed to regulatory capture from within (the central government)
and outside (local governments and enterprises). Moreover, as power is one of the strategic
sectors that the Chinese state still wants to manage it tightly, the establishment of SERC is
viewed as the climax but also, ironically, the turning point of China’s regulatory development.

This has important implications. It shows the Chinese state’s determination to liberalize the
power sector and promote market competition, but SERC runs a high risk of being trapped in
political struggles because of its compromised design. While its creation involved power
rearrangement and resource redistribution, the new regulatory agency has suffered from
problematic institutional design due to the state neither delegating it complete regulatory
authority nor equipping it to be self-reliant. Moreover, as the power industry is one of the
strategic sectors which closely ties with the national economy, the Chinese state will not truly
loosen its control over the industry. This is reflected in the reality that NDRC and SASAC are
more powerful than SERC in electricity affairs. Ensuring a healthy national economy and
enlarging state assets are clearly more important to the state than managing the power sector well.
SERC is unable to function properly and, at best, sustains a merely nominal independence. What
makes it even worse is that China’s distinct party-state regime further deteriorates SERC’s
formal autonomy. That the Chinese state failed to incorporate the creation of IRAs into the
reform scheme but presented IRAs as a response has foreshadowed SERC’s failure since its
inception. When facing other government entities with partial regulatory power and gigantic
state power enterprises, it is unable to promote market development and ensure fair competition.
The independent power generators are forced to quit the business and an SOE-dominant

oligopoly emerged.
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The creation of SERC reveals the reality that the effective model of the autonomous
regulator in the West will not exist in China because of different institutional constraints. Similar
to its unique economic regime, China’s regulatory system illustrates a very different
developmental path and is moving in an unclear direction. Although the Chinese government
tries to develop the market mechanism while maintaining a substantial state sector, it is not an
easy task. Without granting regulatory agencies full discretion and rich resources, all its efforts

will be in vain. Unfortunately, China’s SERC clearly proves it.
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