Naughton, China Leader ship Monitor, No.7

Government Reorganization:
Liu Mingkang and Financial Restructuring

Barry Naughton

The Chinese government was in the midst of a mgor reorganization when the
severe acute respiratory syndrome (SARS) epidemic exploded upon Beijing. That
reorganization will go forward, but the suspension of much government activity because
of SARS highlights the fact thet this ongoing reorganization is dill far from complete.

The long gestation reflects the powerful competing interests that are at stake. Thisaticle
examines the crestion of one new agency, the China Banking Regulatory Commission
(CBRC), and discusses the qudifications and persondlity of its head, Liu Mingkang. It
uses the case of Liu to illugtrate the emergence of anew kind of economic technocrat in
China

Government Reorganization

As of early 2003, the Chinese government was absorbed in a change of
adminigration. Undoubtedly, this change of adminigtration would have dowed the
Chinese response to any unanticipated criss—such as the SARS epidemic thet in fact
aose. Sill, Chinasdow initiad response to SARS has been widely noted and
condemned, and that response’ srootsin China's secretive, authoritarian tradition have
been frequently—and correctly—pointed out. An additional reason for the slow response,
which has aso been noted, isthe gradua power transition that has been occurring at the
very top of the Chinese Communist Party politica structure. As Hu Jintao was moving
dowly and ddiberately to consolidate his own power and to ensure that Jang Zemin's
hold on power was gradually weakened, dramatic and decisive moves were delayed, and
the top power-holders put off making essentia decisons. The delay, and the attempt to
cover up the disease, have dready cost China enormoudy, and may impose huge further
burdens on Chinaand the world.

The fact that anew adminigration isjust getting established in Chinawill likely
interact with the SARS epidemic in other costly ways. The government reorganization
wasin the early phases of implementation in March and April 2003. Just as China s new
leaders had opted for a dow and methodica transition at the top, so they had opted for a
thorough and methodica—and therefore necessarily dso somewhat dow—
recongtruction of operationsin the adminidirative agencies of the government. These
changes are incomplete, but the SARS crigs will inevitably lead to further ddays and to
the digtraction of top adminigtrators away from organizationa trangtion. This
consequence is an additiond way in which SARS will result in a period of diminished
government effectivenessin China
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The badc outline of the government reorganization, as expected on the eve of the
10th Nationa People’s Congress (NPC), was described in my contribution to CLM 6,
“The Emergence of Wen Jiabao.” The reorganization plan ultimately gpproved by the
NPC conformed closdly to expectations, with only afew minor variations introduced a
the last minute. The new agency that replaced the State Development Planning
Commission was named the State Development and Reform Commission, a bit of
proreform atmospherics that involved dropping the word “planning” from the name
dtogether. A new “superminigry,” aMinigry of Commerce which brings together
foreign and domestic trade regulation, was created as expected. A number of new
commissions and regulatory agencies were created, the most important of which are the
China Banking Regulatory Commission and the State Assets Regulatory Commission.

The overdl purpose of governmenta reorganization is to shift the functions and
capabilities of the Chinese state toward greater competibility with a market economy.
The changes are designed to make the Chinese government sgnificantly stronger asa
regulatory body and to reduce direct government management of businesses.
Reorganization is dso aregponse to China's membership in the World Trade
Organization (WTO). Repeatedly, concerns have been raised over China s adminigtrative
and regulatory capatiilities, particularly whether they are sufficient to ensure compliance
with the country’s WTO commitments. Although China s WTO membership officidly
began on January 1, 2002, the most important commitments are being phased in over the
next few years. The creation of new regulatory agencies, and of a superminigtry for
commerce, condtitutes an attempt to provide administrative muscle that can push through
WTO commitments and provide the indtitutional underpinnings to aworking market
€conomy.

Competing Interests

The reorganization of regulatory agencies does not seem to be the most exciting
of topics. But, reorganization does not merdly involve reshuffling government functions.
The establishment of the new regulatory agencies requires answers to fundamenta
questions about authority over public property, as wdl as new rules concerning the
management of public assets. Inevitably, thereis a great ded of backstage maneuvering
and conflict over reorganization. For this reason—and because of the complexity of the
issues involved—reorganization takes time. Uncertainty is created about the final shape
of the new organizations and rules, which of courseis of interest to bureaucratic insders.
In addition, uncertainty extends to the outcome of efforts to tighten oversight of public
property, to claw back revenuesthat de facto have become privatized, and to initiate
relatively trangparent programs of privetization. In the short run, this uncertainty reduces
the effectiveness of oversight and, in the worst case, may create a scramble to establish
rights over various kinds of public property. Thus, protracted implementation amost
inevitably brings about a short-run dedline in government effectiveness.

The deeply contentious issues about control of public property are most obvioudy
in play with respect to the establishment of the new State Assets Regulatory Commission
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and the new China Banking Regulatory Commisson. The State Assats Regulatory
Commission must sort out thorny questions such as; (1) Who has the right to gppoint
managers and corporate board members of public companies? (2) Who has control over
profit streams? (3) Who has the right to privatize public firms? and (4) Who hasthe
respongbility to audit public firms performance? The new head of the State Assets
Regulatory Commission, Li Rongrong, isarisng sar who will have sgnificant influence
on thisprocess. The new China Banking Regulatory Commission faces smilarly
chdlenging questions. In the process of cleaning up the problem of nonperforming loans,
for example, critica decisons have to be made about control of wedlth. Will regulators
be empowered to go after government insiders who have directed |oans to pet projects, or
into their own pockets, and who now claim to be unable to repay the banks? Will banks
be dlowed to sl control of public firmswith bad debts to the highest bidder? Who will
bear the codts of cleaning up the bad loans? Regulators will have to mobilize substantia
politica authority behind their choices, and the waysin which their regulatory agencies
are etablished will affect the degrees of success they ultimately achieve.

The Case of the CBRC

The creation of the China Banking Regulatory Commission, and the appointment
of Liu Mingkang to head it, were important outcomes of the 10th National People's
Congress. The CBRC formdly opened its doors on April 28, 2003. But in fact, the
reorganization had been widely reported since early 2002, when it was discussed & a
meeting of the Centra Financia Work Commission (CFWC). Moreover, Liu
Mingkang's name had been widdly circulated in speculations about the identity of the
commisson'shead. Thus, in asense, the establishment of the CBRC hasbeenin
progress for over ayear, and it is not yet completed.

The CBRC is often characterized as the independent agency that results from the
extraction of the current regulatory functions of the People s Bank of China (PBC) from
that inditution. In addition, however, the CBRC will absorb functions from the Centrd
Financia Work Commission. The CFWC—cregted under the previous Zhu Rongji
adminigtration and headed then by current Premier Wen Jiabao—served asan
authoritative ingrument of government oversight of the banking sysem. The CFWC was
apowerful body, but it was created in arather informa, ad hoc way. Merging its powers
with the PBC' s regulatory functions will be a complex process. Among other things, the
CFWC exercised authority over personnel appointments in the state-run banks down to
the provincid level. The CFWC aso gppointed a board of supervisors for each of 16
state-run financid indtitutions. These exceptiona personnd powers redlly derived from
the government’ srole as owner of the state banks, so they are not fully consstent with
the CBRC' s mission of acting as apurely regulaory agency. A difficult chalenge will
be to strengthen the CBRC' s regulatory oversight while somehow reducing its direct
management control over state bank assets and personnd. Of the CBRC'sinitid totdl
personnel of about 400, roughly 200 will come from the PBC, and 120 will come from
the CFWC.!
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The CBRC dso lacks a straightforward legal charter. The CBRC is not
sanctioned by any of the main laws that govern the banking sysem. But, the NPC has
neither the time nor the space on its infrequent meeting agenda to rewrite the banking
laws expeditioudy. Ingtead, the NPC Standing Committee will pass a kind of
“continuing resolution” to alow the CBRC to sart work. Thisdigtinction is quite
sgnificant because the CBRC has been given afairly broad supervisory mandate,
incorporating nonbank financid inditutions as well as banks narrowly defined. Many
issues of jurisdiction will have to be hammered out over the next few months. The
creation of this new structure will continue to be awork in progress for the foreseeable
future. Assuch, the sate of the CBRC' s development is emblemetic of the nature of the
government reorganization in generd: ddiberate, delayed, and complex, yet ill moving
forward.

Technocrats

Liu Mingkang and Zhou Xiaochuan, the new head of the People’ s Bank of China,
exemplify new leadership trends in the economic bureaucracies. Both men are
consummeate technocrats, both are well educated and experienced, and both approach
issues from an anaytic and intellectua standpoint. The use of the term “technocras’ in
this context must be distinguished from its common use to describe the top leedership in
China. The summit of palitica power, the Standing Committee of the Politburo of the
Chinese Communist Party, isa surprisingly uniform group, of Smilar age and Smilar
educationa experiences. dl were trained as engineers before the Culturad Revolution. In
asense, these politica leaders are “technocrats,” by virtue of possessing university
degreesin technica subjects and perhaps sharing a certain worldview. But, no members
of the top leadership rose to positions of authority practicing the professonsin which
they were educated. Every one of them shifted to a“political” career track early on and
rode a politica promotion track to attain the heights of power.

By contrast, the group of professond bureaucrats just below this level—such as
Liu and Zhou—is compaosed of true technocrats, individuas with higher-education
gpecidization in the professond fields in which they have made their careers. They are
technocrats not Smply by virtue of a generalized background as technicaly educated
individuas, but rather in the sense that they are genuindly specidized, well trained, and
experienced. For the first time, many in the top bureauicratic positions have sudied
abroad in the West or in Japan.? As one account putsit, “[ T]he 16th Party Congress
established that engineers run the party; now the [10th] NPC has determined that
oversess returnees have entered the cabinet.”® Many members of this group—even those
who have not studied abroad—have excdlent Englishtlanguage skills. In generd, a
relaively smal proportion of those who have studied abroad have doctord degrees, most
have professona degrees, or have spent ayear or two as vigting scholars. Thistrend
indicates something about their ages and career paths. this group was dreedy in line for
important pods a the beginning of the Reform Era. Rather than pulling up stakes
entirdy for long-term residence abroad, they have tended to remain focused on their
careers while adding one or two years of training abroad.
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These new technocrats have moved up to positions of considerable persond
influence, but they have primarily been promoted through their own functiona
bureaucracies, particularly those having to do with finance. Liu Mingkang has made
virtudly his entire career in the banking sysem. Smilarly, the recent NPC rdtified a
basic continuity of personnd within the Ministry of Finance, asindividuas within that
system were reshuffled and moved upward. The head of the State Adminigiration of
Taxation, Jn Renging, became the new minigter of finance, while the intdllectud and
policy-oriented Vice Minister Lou Jwel moved over to replace Jn as head of the State
Adminigration of Taxation. Furthermore, afew months later, former minister of finance
Xiang Huaicheng was named the new head of the Socid Security Penson Fund. Thus, a
very experienced and specidized team remained in the key posts of the financid sysem.

What makes this pattern especidly interesting is that top technocratic officids can
aso move out of the specidized sysemsinto generd paliticd jobs. This potentid is
particularly strong for finance technocrats. Thus, Dai Xianglong, the popular and
generdly successful head of the People s Bank of China, became mayor of Tianjin a the
2003 NPC mestings after he graduated from the PBC. Wang Qishan, who has just
become the acting mayor of Beijing, served for adecade in the banking system, indluding
adint as head of the Congruction Bank of China. Before being called in to replace the
disgraced Beijing leadership, Wang had just been appointed governor of Hainan
Province* A dightly different pattern is displayed by Hua Janming, the new secretary-
generd of the State Council. Huamoved from a generd politica job (vice mayor of
Shangha under Jang Zemin!) to afinancid post (secretary-generd of the Centra
Finance Work Group) before moving back to his most recent generd adminigrative post.

Theincreasing politica importance of bureaucrats with economic responsibilities
isespecidly evident in the Chinese Communist Party Central Committee. Lots of
attention was paid to the party’ s decison in 2002 to admit entrepreneurs, but only atiny
handful of independent businessmen became Centra Committee members. By contradt,
many managers of sate-controlled firms became Centrd Committee members, including
al three heads of the “big threg’ oil companies. Similarly, the heads of the state banks,
including Liu Mingkang and Jang Janging, are dternate Central Committee members,
asis Shang Fulin. Zhou Xiaochuan, the new PBC heed, isafull Centra Committee
member. These patterns clearly show the increased importance of economic technocrats,
and especidly finance bureaucrats, at the top of the political structure. A technocrat such
as Zhou Xiaochuan has a possibility of moving higher, and his name is mentioned in
discussons of possible future premiers. But, Zhou has paliticd liabilitiesaswedl: during
the NPC session, Zhou received the lowest total of votes of any ministerial nominee
(“only” 92 percent of the votes), reflecting continuing resentment over stock market
losses incurred while Zhou was the head of the market regulatory agency.

The New Head of the CBRC: Liu Mingkang
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Liu Mingkang's career reflects many of the characterigtics of economic
technocrats described in the previous section. Born in August 1946, the son of alaw
professor, Liu joined the Bank of Chinain 1979. He was posted to London with the bank
in 1984. Hereceived an M.B.A. from the City University of London in 1987. He spesks
excdlent English and iswdl known in internationa finance and economic circles. While
he has a srong management record, he clearly has aso been serioudy studying, thinking,
and writing about financia issues for along time®

Liu's career has been predominantly with the Bank of Chinasnce 1979. He
worked hisway up through the bank, and was assigned to the Fuzhou branchin 1988. In
1993, in asomewhat unusua move, he was gppointed vice governor of Fujian Province.
Soon theregfter, he returned to the banking system and continued moving up. Hewas
gppointed vice governor of the State Development Bank in 1994 and vice governor of the
People s Bank of Chinaiin April 1998. He has dso served as amember of the PBC's
Monetary Policy Committee (dlong with new PBC Governor Zhou Xiaochuan).

The highly visble phase of Liu's career began in August 1999. Heleft his
position at the PBC to become head of China Everbright, succeeding Zhu Xiaohua.
China Everbright isa “red chip,” a Hong Kong—based corporation with People's
Republic of China (PRC) ownership and a complex and highly persondized past. Zhu
Xiaohua was arrested for corruption, and Liu Mingkang was sent in to clean up the mess.
Although China Everbright was certainly anest of questionable business practices, it
remains unclear to this day whether Zhu Xiaohua was persondly guilty of sgnificant
corrupt practices. Zhu Xiaohua had been afavorite of Zhu Rongji since the late 1980s
when they worked together in Shanghai, and he was dso well known as a serious policy
intellectua within financid circles. There is ongoing debate as to whether Zhu Xiaohua
was pergondly corrupt or was smply asacrificid victim of persond jedlousy and power
palitics.

In any case, Liu was successtul in abilizing the foundering China Everbright,
and in refocusing it on investment and commercid banking. He dso moved it tentetively
into insurance and other financid services, kegping the firm consstent with the image of
acomprehensive financia services provider. However, he was soon called upon to step
into amuch larger, and potentialy palitically more explosive, scandal. In February 2000,
Liu was cdled upon to succeed Wang Xuebing as head of the Bank of China. Liu's
return to the Bank of China was made necessary by the spectacular implosion of Wang
Xuebing, which was triggered by the discovery by U.S. regulators of improper practices
a the New Y ork branch of the Bank of China. Wang Xuebing had himsdf been ahighly
regarded, rapidly risng star within China banking circles, albeit one with substantialy
more taste for the high life than the careful bureaucratic survivors who are the subjects of
this discusson. (In contrast to the case of Zhu Xiaohua, it has never been suggested that
Wang Xuebing was innocent of the abuses of which hewas accused.) The Bank of China
was ultimately fined $20 million by regulators in the United States and China for
cronyism in placing loans out of the New Y ork office. Through June 2000, Liu
concurrently held the head jobs a China Everbright and the Bank of China, amazingly
dedling with the aftermath of mgor scandals at both—nor was that the end of it. By
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October 2001, Liu had to ded with a case at the Kaiping, Guangdong, branch of the Bank
of China, in which the bank manager and his cronies disgppeared (perhaps to Canada)
after embezzling a least $480 million.” Asaresult of these cases, Liu gained a

reputation as something of a cleanup batter, capable of resolving messes [ eft to him by
earlier managers.

For three years leading up to March 2003, Liu was the most important individua
shaping the Bank of China, and his activities went far beyond smply cleaning up after
scandals. Liu compiled agood record at the Bank of China. The Bank of Chinaisin a
unique position. Like the other “big four” banksin China, the Bank of Chinaiis Sate-
owned. However, the Bank of Chinais clearly a better-run bank for anumber of
different reasons. Firg, for years the Bank of Chinawas China s financia window to the
world, possessing amonopoly, and then a semimonopoly, on internationa financia
transactions. Asaresult, bankers at the Bank of China have traditionaly had much more
exposure to internationa best practices than have other bankers within China. Moreover,
the Chinese and foreign companies dedling with foreign trade are typicaly of ahigher
grade than the average Chinese domestic firm, and the Bank of China has little to do with
the especidly troubled financid inditutionsin Chind srurd areas. Findly, the Bank of
China existed even before 1949, and the bank picked up overseas branchesin places such
as London and Singapore, aswell as Hong Kong, that had significant expertise and
sgnificant autonomy. All these factors quite understandably imply that the Bank of
China had more capability, and alower leve of problem nonperforming loans (NPLS),
than did other state-run banks. Of course, even if it isin ardatively advantageous
position compared to Chind s other state-owned banks, the Bank of China gtill has many
serious problems, including substantia NPLs.

Liu Mingkang inherited, and then systematicaly advanced, a program to make the
Bank of Chinaa pacesatter for Chind s entire financia reform program. If the Bank of
China could transform its own corporate governance system, and control its NPL
problem, it could serve asamode for the other banks. Liu Mingkang threw himsdlf into
this process. Hisfirg chalenge was to restructure the Bank of Chinagroup itsdf. The
Hong Kong operations of the Bank of China group, the source of the bulk of Bank of
China profits, had developed over the years through a sprawling series of takeovers and
sart-ups. The higtorical legacy of multiple, ssmiautonomous branches in different
countries clearly had to be changed, particularly after the Wang Xuebing scandd
emerged. Thus, Liu'sfirg job was to restructure 13 different affiliated banksinto a
coherent unit by streamlining the Bank of China s Hong Kong operations.

The reorganization of the Hong Kong business of the Bank of China, undertaken
over about 18 months, and the control of the damage from the earlier scandals were
aufficiently successful that by July 2002 Liu could proceed with the previoudy planned
flotation of Bank of China Hong Kong (BOCHK) shares on the Hong Kong stock
exchange. Thelisting was successful, as the Bank of China (the parent of BOCHK) sold
22 percent of its ownership stake in BOCHK for atotal of $2.63 billion. The flotation of
BOCHK gtock isseen asatrid run for future stock market listings of the Industrial and
Commercid Bank, the country’s largest lender, the Congtruction Bank of China, and the
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main Bank of Chinaitsdf. All these have declared that they plan to sdll shares by 2005.
(The fourth main state bank, the Agriculture Bank, has too many problem loans and
troubled affiliates to be talking about listing on the stock exchange &t thistime.)

Listing on the stock market—even the Hong Kong stock market—isjust an
externd indication of changes in the corporate structures of the firms cited. 1n the short
history of the Chinese stock market, we have seen many cases of listed firms that turned
out to have chaotic or nonexistent systems of internd control. Liu Mingkang, however,
gave serious condderation to the interna system of corporate governance at the Bank of
China, and made some sgnificant progress. He ingtituted a board of directors at the Bank
of Chinawith severd independent directors, and established independent audit and other
committees under the board of directors. Liu aso recognized the importance of a
complete restructuring of the incentive system within the banks, caling the needed
reforms a program of “carpet bombing.” Liu introduced a system of grades for bank
branch heads, who were assgned agrade of A through D based primarily on profitability
and progressin cleaning up NPLs. He then posted the grades quarterly on an interna
Bank of Chinaweb ste. Managers who received too many Ds were demoted, and in
somewhat over two years, demotions affected six of the 31 provincia branch heads®

Liu Mingkang has been involved in attempts to address the problem of NPLs over
the years. He was a participant in the design of the asset management companies that
took over a portion of the NPL burden from the banksin 2001. The Bank of Chinawas
the firg of the state banks to reclassfy its loans according to standard international
categories, a step that increased the apparent share of NPLs. Today, the Bank of China
has the lowest NPL ratio among the state banks. Primarily, no doubt, these achievements
are due to the advantages with which the Bank of China started, but improved
governance may aso play arole. According to the bank’s own figures, the share of
NPLs—according to the new, internationally comparable classification—dropped from
27.5 percent at the end of 2001 to 22.4 percent at the end of 2002. The bank asserts that
among new loansissued since 2000, fewer than 0.5 percent have been classified as
nonperforming.® 1n other words, Liu Mingkang iswell positioned to lead the next wave
of effortsto reduce the NPL burden in China

Financid reform is near the top of the agendain contemporary China, and it is
universaly felt that banking reform will be the focus of activity in the second haf of
2003. Liu Mingkang has strong, publicly expressed views on the principles for financia
restructuring. He strongly advocates the need for trangparent systems of information
revelation, in order to provide market credibility. He strongly supports market-based
solutions for resolving problems, when feasible. Thus, heislikely to push for additiona
efforts to repackage and sall NPLS, as securities or in swaps for equity in or control of a
firm. Liu dso hasagrong beief in financid innovation and in the need for regulaorsto
cross the boundaries separating traditiona banking from nonbank financia inditutions.
His tenure as head of the CBRC islikely to be marked by movement in these directions.
Liu Mingkang' s first appearance as head of the CBRC was on April 20, 2003, in apeech
in which he stressed the importance of increasing lending to smal and medium-sized
enterprises.’”
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Character and Personality

Employees of the banking system in China describe Liu Mingkang in consstent
terms. Heisdescribed asadtickler for rules, amethodica and diligent worker. Heis
comfortable taking respong bility—to the extent that heis sometimesreferredto asa
“drong man” (tiewan)—>but is dso universadly regarded as moderate and affable
(wenhe).!* Steady and deliberate, Liu Mingkang has an ability to respect the “face” of his
coworkers and subordinates, even while inducing them to accept greater job
accountability. Certainly, Liu does not possess the pungent persondity of aZhu Rongji.

These qudities of steadiness, moderation, and diligence are not rare in the current
group of leading government personnel. Wen Jigbao himsdf is seenin thisway, and
indeed presents himsdlf thisway. In hisvery firg press conference after assuming the
premiership, Wen mentioned that he had visited 1,800 of China’'s 2,500 counties,
certainly ademondration of diligencein action. Indeed, Wen felt compelled to mention
that dthough he was generdly regarded as mild or moderate (wenhe) in temperament, he
was a0 someone with strong beliefs and opinions who was willing to take
responsibility.’? Whether these characteristics will add up to an effective leadership style
remainsto be seen. But it may well be that if Chinaisto develop amore responsive
politica culture to go with its increasingly market-oriented economy, leaders in the mold
of Liu and Wen will be necessary to lead theway. Certainly in thefirst grave te of the
new Chinese leaders, it gppears that Wen's behavior was, a aminimum, the “least bad”
among those of the top leadership. According to the best accounts we have right now,
Wen Jiabao was the first top leader to react strongly and honestly to SARS, when he met
with Beijing hedth officids and demanded that the military stop covering up the extent
of the SARS infection at their Beijing hospitls. That meeting, on April 7, came three
days after the heroic retired military doctor, Jang Y anyong, sent the e-mails that began
the collapse of the SARS cover-up.™
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