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Evening Glow: The Find Maneuvers of Zhu Rongji
Barry Naughton

Economic policy reform dowed markedly at the end of 2001 and beginning of
2002. However, since June 2002, Premier Zhu Rongji has assumed a higher profile, and
resumed a more authoritative role in policymaking. This increased activity should be
regarded primarily as a defensve strategy. It is designed to prevent Zhu from becoming
irrdlevant a the end of histerm and to avoid the problems that might develop if the
central government were seen asweak or passive. Presumably, it is aso designed to
solidify Zhu's pogtion in higtory. Some of the new palicy activity may smooth the return
to amore activist policy regime after the 16th Party Congress.

There were a number of Sgnsin mid-2002 that Zhu Rongji was playing a game of
catch-up. After thevirtud disntegration of any sgnificant reform agendain the
beginning of the year, Zhu seemed to suddenly shake himsdlf out of lethargy in the
summer. After the Beidaihe mestingsin August, Zhu was especidly prominent in the
media Zhu's renewed activity needs to be seen in the context of the economic Stuation
that was developing & the beginning of 2002.

It was widely accepted in early 2002 that in the run-up to the 16th Party Congress
in November, mgor initiatives would be put on hold. Thiswas a specid period of
political sengtivity in which stability and the appearance of stability would override most
other consderations. But the aosence of sgnificant policy initiatives aso raised the
specter of amore serious problem:--the potentia for awesk, lame-duck adminigtration
that would alow its authoritativeness and grip over economic policymaking to dip away.
If dlowed to occur, thislack of control could have significant negative consequences for
macroeconomic policy, and could increase the risk of financid crissindirectly by
suggesting to market players that financid difficulties might not be met by a prompt and
authoritative response.

By the end of 2001, it was clear that the era of Zhu Rongji was nearing an end.
As| discussed in “Zhu Rongji: The Twilight of aBrilliant Career” from CLM 1 (fdll
2001), the Zhu Rongji agenda seemed to be winding down. Beijing was suffering from
“Zhu Rongji fatigue,” and it was becoming clear that Zhu would be unlikely to advance
the reform agenda significantly before the end of his career. Subsequent events through
the firgt half of 2002 reinforced that judgment. In the crucid area of stock market
reform:--one of the few policy arenas till active in late 2001--the early months of 2002
saw the definitive end of amagor policy initiative, asthe program of “sdling down Sate
shares’ was shelved (see “ Sdlling Down the State Share: Contested Policy, New Rules’
in CLM 2 [winter 2002], and “The Palitics of the Stock Market” in CLM 3 [summer
2002]). The absence of any sgnificant economic policy activity around the Nationa
People’ s Congress (NPC) in March 2002 merely confirmed this point.

But starting around midyear 2002, Zhu' s prominence on the economic policy
scene subgtantialy increased. It is not that any redlly Sgnificant policy initiatives
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emerged during the third quarter of 2002. Rather, it seems as though Zhu was responding
to the danger that the central government would be perceived as passive or inert, and that
his adminigtration would be seen aslame duck. In China, if the central government is not
actively pushing a policy agenda, there is dways the danger that government
effectivenesswill begin to erode. Locad governments and private actors are continuoudy
maneuvering for advantage. Without prompt government response, these maneuvers
have the potentia to undermine central government capabilities. Zhu seemsto have
responded to these dangers and attempted to reassert the image--and perhaps the redlity--
of an activigt, involved centra government.

The Perils of Excess Spending

Submerged economic dangers lurked during the political “eection campaign”
leading up to the 16th Party Congress. Thereis, of course, no red dection taking place at
the party congress. However, both Jang Zemin and Zhu Rongji have displayed a strong
motivation to have the congress thoroughly under their control, and to have their plans
for the leadership succession ratified by an overwhelming mgority at the congress. In
that vein, they have been increasingly generousin providing benefits and support to a
wide range of loca actors. Support and acquiescence at the party congress have been
purchased by means of congderable generosity with central government resources.

Throughout Chinain the past year, new parks have been built and university
campuses have been beautified. Thereisno doubt that urban amenities are overduein
many parts of China. Yet, thetiming of this burst of public building clearly reflects the
current politica and economic conditions. Pre-congress dectioneering istaking placein
acontext in which central government finances have strengthened considerably since
their weakest point in 1995. The central government, for the first time in amost a decade,
has some discretionary resources to use. Moreover, with the economy ill duggish
because of continuing weakness in globa and domestic demand, the Chinese government
has been willing to engage in substantia deficit spending in order to keep the economy
moving ahead. The 2002 draft budget projected afisca deficit of 3 percent of the gross
domestic product (GDP), arecord high for the Peopl€’ s Republic of China (PRC). With
patronage money flowing rddively fredy through the system, political relationships are
eased a dl levels. Centrd government |leaders purchase support from locd paliticians
for ther politica coditions and policies, loca paliticians use the resources to burnish
their credentials with their loca congtituents.

Thistype of patronage or “pork barrdl” spending isto some extent inherent in the
most prominent and highly publicized centra government program currently underway,
the Western Development Program.  This program, which took concrete shape during
2001, is complex and multistranded, but at its core it condtitutes a significant acceleration
in central government financing of infrastructure projects’ These projects range from
enormous nationd projects--such as the West-to- Eagt gas pipeline--down to thousands of
gmdl-scaeloca projects. Road building to county towns, urban congtruction, electricity
and teephone lines--the ability to distribute these projects makes it much easier for
centra leadersto purchase support and build coditions. Politica relationships hed
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dready been reatively easy to manage in coastal areas, since loca populations are awvare
of their recent prosperity, and local leaders have abundant resources with which to reward
their supporters. But in the poorer and dower-growing inland aress, locdly influentid
groups and politicians are now being rewarded for loyaty with access to governmentd
support through the Western Development Program. This East-West codition enables
Jang Zemin and Zhu Rongji to go into the 16th Party Congress fairly confident of their
ability to manage the agenda. The in-between regions that do not fal into ether of these
groups--the Northeast and the central provinces--suffer the most from inadequate
resources, stagnant farm incomes, and stubborn urban unemployment.

Increased fisca spending also takes place with the primary motive of purchasing
socid gahility. The centra government has increasingly been using centra government
fundsto plug gapsin loca penson and unemployment compensation funds. This
willingness was dready evident in 2001, but it ssems to have increased in the wake of the
large-scale protests by laid-off and retired workers in the Northeast--at Daging and
Liaoyang--in March 2002.2 Lower-level governments--and especidly thosein rurdl
areas--have limited budgetary resources of their own. This congraint leaves them
dependent either upon transfers from higher levels (counties are particularly dependent)
or upon extra-budgetary revenues from levies on their own populations. Asrura and
inland areas have lagged behind in China s growth, the centra government budgetary
authorities have increasingly relied on ad hoc transfers to local authoritiesto fill the gaps
inloca budgets, and particuarly in local wage accounts. 1n 2001 such transfers totaled
89 hillion yuan (5.4 percent of total nationd revenues), and this amount was budgeted to
increase to 118 billion yuan (6.6 percent of total revenues) in 2002.3

Smilarly, the central government alocates funds to plug holesin the nationa
socid security program. Particularly since the failure of the program of sdlling down
date shares, there is no dternative to the use of genera revenue funds for socia security,
given shartfalsin the overal program. In 2001, 31 billion yuan (1.9 percent of
budgetary revenues) was used to replenish the nationa socia security fund, and the
amount will be far higher in 2002. Put together, more than 7 percent of budgetary
revenues in 2001, and probably 10 percent of budgetary revenues in 2002, will go to
these stopgap expenditures. Thus, overdl spending for discretionary government projects
and for funds to cover shortfalsin socid welfare spending is taking an increasing share
of the totd government budget.

This pattern of politicized “pork barrd” and welfare spending has along-run cog,
and it aso presents a short-run danger. The long-run cogt isthat this system of
politicized payoffsis an dterndtive to more fundamentd fiscal reforms. By their nature,
such policies create perverse incentives and encourage a kind of welfare dependency.
Loca governments that fail to cover wages and pensions can reasonably expect to be
bailed out. Over the long run, these perverse incentives will erode the predictability and
authoritativeness of centra government budget policy. But the short-run danger is more
relevant to the immediate policy environment tracked by China Leadership Monitor. In
essence, budgetary practices become dacker for the poorer and more backward areas.
But, the benefits are not distributed according to regular formulas or transparent
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regulations. Instead, regions with exceptiond problems or unusud clout increasingly
drive specid bargains. Specia regions not only receive more incoming transfers, but
they aso end up receiving more dack in meeting their revenue targets. Oncethis
environment setsin, it tends to erode the progress made in establishing alarger and more
authoritative centra government budgetary presence.

This scenario seems to be exactly what happened in the first quarter of 2002. The
fird-quarter fisca results were darming. Government revenue rose only 3.4 percent in
the first quarter, compared to a budgeted figure for the year of 10 percent growth.
Meanwhile, spending gained 23.9 percent, compared to a budgeted 12 percent increase in
spending.* Alternately stated, first-quarter revenues fell 24 billion yuan short of the
budgeted figures, while expenditures went 34 billion yuan over. Since the budget had
been officidly promulgated by Finance Minister Xiang Huaicheng only a month earlier,
the firg- quarter results were something of a shock.

Thus, by mid-2002, some unpleasant trends were emerging. For a period, reforms
were stagnating, and budgetary discipline seemed to be eroding. This combination was
particularly threstening given the unanimous opinion (both ingde and outsde China) that
Chinafaces seriousrisk of financid crigs. It iswidely accepted that China s financid
inditutions are fragile. The ability to fend off widespread financid panic therefore
depends sgnificantly upon the leve of confidence actorsin financid markets have in
China s leaders and in the hedlth of China s budget. If leaders can act decisvely and
mohilize fisca resources when needed, then China can ded with the fragility of its
financia system. But if leaders are unable to mobilize a prompt and effective response to
financid difficulties, and if fiscal resources are limited and hard to redirect, then financid
problems can easily snowbd| into large-scde financid criss. Thus, the problems
described above not only were sgnificant in their own right, but they aso contributed to
the danger of financid crissin the medium term. In short, al these factors could be seen
asthreats to Premier Zhu Rongji’s legacy.

Zhu Responds

Thefirg evidence that Zhu saw anything amiss and was prepared to act camein
June. Zhu suddenly called an opentagenda conference of economists for June 24. While
this meeting was certainly aminor event in itsdf, it was nonethdess sgnificant for what
it disclosed about the policy process and about political communication. Particularly
interesting is the way the conference was publicized and thrust before the public. Twelve
economists were asked to speak about the main economic problems Chinawas facing and
about way's to approach those problems.®> Zhu Rongji was present, as were Wang
Zhongyu, his secretary-generd, and anumber of minister-level bureaucrats. The
respongible officids from centrd party offices, the NPC Standing Committee, and the
Chinese Peopl€e s Palitical Consultative Conference also attended. Five mgor problems--
none of them unexpected--were identified: nonperforming bank loans, reduction of sate
ownership and reform of listed company governance, unemployment, budget deficits, and
the urgent need to increase rura incomes.” According to insider accounts, Zhu was
affable, the atmosphere was relaxed, and the discusson was wide-ranging. Not
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surprisngly, Zhu generdly defended exigting government policies, while the economists
present tried to push for somewhat more dramatic reforms, particularly with respect to
stock markets and pensions.

The meeting produced a near consensus on the fact that the main economic
challenges were il deflation and duggish growth. Sluggish growth, in turn, was of
concern mainly insofar asit contributes to the persstent stagnation of rural incomes and
subbornly high levels of urban unemployment. At the same time, many of the
economists were uncomfortable with the level of the fiscal deficit. The pressure to spend
has been so greet that money has been lavished on projects with low economic returns,
and with serious qudity problems resulting from corruption and haste. Moreover, a
deficit of this Sze would not be sustainable for very long, and it may dready betimeto
dat reining it in. But with the economy il weak, smply shrinking the deficit rapidly is
likely to cause an unacceptable dowdown of the economy, with particularly serious
effects on urban unemployment and dow-growing rurd incomes. Thus, atheme that
runs through the various economists commentsiis the search for continued simulus to
the economy, but stimulus that imposes less of a burden on the budget. Continuoudy
increasing Simulus through an ever larger deficit would be unsugtainable and ultimately
disastrous.

This emphasis on continued stimulus, combined with the marked erosion in
budgetary performance, ultimately led to some new policy directions, which included:

An emphasis on increased collection of the persona income tax (because the
income tax isonly levied on high-income individuds, it promises away to rase
revenues without affecting the average person);

A decison to dlow increased entry of medium-sized banks not controlled by the
central government, in order to provide better financing opportunities for small
and medium-sized enterprises; and

Anincrease in spending on smdl-scae rurd infrastructure.

Thelig of problems and proposed policiesis less sgnificant than the fact that Premier
Zhu--famoudy sdif- confident--felt the need to hold aworkshop to explore the question of

“what should we be doing next.” It could hardly be anticipated that the invited

economists would say something really new or unexpected, and indeed, from published
accounts it seems asif the discussion of issues was quite predictable. After dl, the

invited were all prominent economists whose views were quite well known to the premier.

Equdly sgnificant was the amount of publicity given to the meeting. This seems
to have been thefirgt timein recent memory that an open-ended discussion of this sort
was given extensve press coverage.  The publicity kicked off with a brief front-page
report in People’s Daily (Renmin ribao).” Following up on this story were extensive
reports esewhere. Two articlesin International Finance (Guoji jinrongbao), posted on
the People’ s Daily web Ste, are particularly interesting in thisregard. A substantive
article on the discussions was published on June 28, but two days earlier afront-page
aticlein the origina source provided a buildup to the subsequent coverage. The article
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went out of itsway to identify al 12 of the economigts participating, and provided
thumbnail biographies and links to the participants' recently published articles. The
account even makes a point of introducing four of the participants who are not household
names, aBnd it mentions six high-profile economists who were notable for not having been
present.

What were the purpose and impact of publicizing such amesting? Isit possble
that the state media are Smply promoting increased transparency by reporting on the
premier’s process of consultation? Thisinterpretation isnot likey. Nor isit likely that
the premier smply sought an update on current economic views and new thinking.
Rather, the meeting and its attendant publicity must be understood first and foremost asa
way to sgnd that the reform policy agenda was not moribund. By holding--and
publicizing--the meeting, Zhu was able to sgnd that the policy stance was going to
change, without actudly committing himsdf to aspecific policy inititive. Themain
messageis “Your leaders are actively engaged in grappling with your problems, and
solutions will be forthcoming soon.” The account of the meeting in International
Finance specificdly ingructsits readers that athough economists do not al agree on
specific measures, the shagpe of future policy will emerge from the areas of common
understanding a a meeting such as this one.

Second, by announcing that the reform agenda had moved off life support, Zhu
was aso asserting that he was till in charge and capable of governing Chinal's economy
decisvely and authoritatively. In that sense, the discussion of reformisat least as
important for whet it presagesin the area of budget implementation as for what it
indicates about the implementation of specific reform measures. By announcing his
renewed presence, Zhu served notice that he will soon be enforcing grester fiscal
discipline.

Third, and finaly, by mesting with Beijing economists, Zhu showed that he could
listen to advice and have good relations with outside experts. This ability isimportant, of
course, precisely because more and more people were saying that he couldn’t do so.
Zhu' s famous arrogance has caused a steady deterioration in his relationship with
economists. The press coverage “gave face’ to prominent senior economists, such as
Wang Luadlin and Wu Jnglian, while aso giving participating younger economists more
vighility and prestige. Thus, this meeting can be seen as an effort on Zhu's part to
rebuild bridges--or at least to creste the impression of rebuilding bridges--to the specidist
community from which he had become dienated. This gpparent reconciliation could also
serve to deflect the notion, gathering force among andysts of China, that Zhu's policies
wereincreasangly reflecting either his own persona wishes or caprices or the dictates of
political necessity. A meeting such as this one creetes an impression of consensus-
building that can contribute to the success of policy later on.

The Economy Stirsto Life

Inthefind anadlyds, mos of thisactivity is politicd thegter, rather than red
policymaking. Nevertheless, we can in fact see some substantive policy changein the
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wake of thismeeting. Thefirg Sgnificant impact has come precisdy in the area of
budget implementation. After a miserable first quarter, budgetary performance improved
in each successive quarter, and by the third quarter implementation was essentialy on
track. Exactly what pressures were exerted behind the scenes to achieve this result, we
do not generdly know. But one high-profile eement has been a subgantid and highly
publicized crackdown on persona income tax evasion.

With aknack for generating publicity, Zhu Rongji moved againgt one of China's
most famous and beautiful movie stars, Liu Xiaoging, who was arrested for income tax
evason on July 24. One verson of the story holds that during March, the nationa tax
bureau had published aligt of the 100 private enterprises that had paid the most tax to the
nation’streasury. A clever reporter a one of Beljing's evening newspapers had the
bright idea of comparing the tax list to the Forbes list of the 100 richest peoplein
China... and discovered that the two lists shared only four names® A hue and cry was set
off about tax evasion by the rich, and a report from the tax bureau landed on Zhu
Rongji’sdesk. After seeing the report, Zhu is said to have asked: “Why isit that the
richer someoneis, the lesstax that person pays?’ This comment set off ascramble
among wedthy Chinese--especidly, one presumes, those on the Forbes 100 ligt--to make
voluntary supplementary tax payments. Liu Xiaoging, however, who had long been
suspected of avoiding taxes, refused to make any additiona payments. The tax bureau
reported to Zhu on tax compliance in the wake of his comments, and specificaly asked
for guidance in the case of Liu Xiaoging. Zhu replied: “Handle it according to the law.”
Thus was Liu Xiaoging made an example in the income tax compliance campaign.*°

This decision ingtantly produced greater recognition for income tax enforcement,
and ahigher profile for Zhu, aswell. The movie star made irresstible copy: Within 60
days of the arret, there were dready three different books on bookstore shelvesin Hong
Kong combining accounts of Liu Xiaoging's life with verdons of her crime and
imprisonment. At the same time, the event alowed Zhu to act out one of his favorite
roles, that of the virtuous officid crusading againg public corruption and private laxity.
These wdll-staged events, then, marked a shift in the economic policy atmospherein

Beijing.

In fact, some of the pardyssthat afflicted economic policy at the beginning of
2002 seems to have been shaken off by thefdl. It isfar too early to assess these Sgns of
increased life, but a number of indicators show arevitdization of reform policy. Long-
delayed legidation on the stock market has been promulgated in fairly quick succession.
Firgt, the China Securities Regulatory Commission (CSRC) published regulations on
mergers and acquisitions (September 28). In November, this move was followed by two
joint regulations from the top government commissions on explicitly foreign participation
in mergers and acquisitions (November 4 and 11). At the same time, on November 8, the
CSRC announced that it would permit foreign investment funds to enter the Chinese
sock market through the mechanism of the Qualified Foreign Ingtitutiona Investor
(QFII). Under this system, alimited number of foreign investment funds will be alowed
to sat up Chinese market mutud funds (the initid dollar vaue will be fixed). These
“closed-end funds’ will be permitted to hold A-shares heretofore limited to Chinese
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ditizens!! Theseinitiatives are, to be sure, less complex and less controversia items than
the program of sdlling down dtate shares, which remainsin limbo. In particular, these
regulations liberdize conditions under which foreign funds and firms can buy into the
Chinese market, creating additiond buyers and tending--if anything--to prop up stock
prices. Inthat sense, the measures have the opposite effect to that which would result
from the government sdlling off its own shares, an action which tends to depressthe
market. Thus, the regulations are much more likely to be welcomed by market
participants, who have been battered by the long bear market.

Other 9gns of life are more tentative, and even more difficult to evduate. There
are reports that the pace of privatization of smal, loca government-owned firms has
increased. These smdler firmswere privatized in large numbersin the late 1990s, but the
rate of privatization seemed to dow in 2000-2001. Anecdotal reportsindicate larger
numbers of firms going on the block in the second haf of 2002. Relatedly, there are
reports of amore permissive attitude toward the entry of smdl-scde, private financid
inditutions into the banking arena. Such shifts often Sgnal broader changesin the
overdl policy environment, and that pattern may hold in the current Situation.

Conclusion

It iscommonly said that the new leaders China ingtdls at the 16th Party Congress
will have to hit the ground running. The economic challenges are great, and new leaders
will have little breathing room, little time to focus soldly on the consolidation of power.
But in the run-up to the congress, there are now some indications that the policy process
is once again inching forward, breaking through the pardyss that characterized the first
haf of 2002. The new leaders will have some palicy innovations in the pipeline that they
can push forward and take credit for.

We can attribute this state of affairsto severa causes. Firdt is certainly the sheer
magnitude of the economic challenges China faces, which congtantly generates pressure
to adapt policies and respond to problems. Second, without doubt, is the pressure
generated by China s World Trade Organization (WTO) membership, which is steadily
eliciting policy responses from regulators and entrepreneurs a dl levels. But, onefind
factor has turned out to be Zhu Rongji’ s atention to his public role, image, and placein
higory. During the last few months of histerm, Zhu has resumed ardaively high profile
and ingsted on his own continuing relevance as the one indispensable player in Chinese
economic policy. So far, this role has been largely symboalic, and redlly substantia policy
innovations have not emerged. Still, we may see alast burst of activity before the end of
Zhu'sterm in March 2003, as he seeks to consolidate his position in history.

November 2002
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