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Executive Summary

China’s rise as an economy of systemic significance is
among the most remarkable stories of the 21st century,
and has come to define modern international economic
relations. With its strategic emphasis on export-oriented
growth, China has transformed itself within a couple of
decades into the world’s second largest economy, powered
by a labour-intensive manufacturing sector. However,
despite its vast production capacity and trade links with
global markets, China lacks depth in its financial sector,
and its currency, the renminbi (RMB), has very limited
use in international trade and finance. For example, a
close look at China’s international investment position as
a percentage of global stocks shows that China’s foreign
direct investment and international portfolio assets and
liabilities are a tiny percentage — less than 3% - of total
global stocks. Compare this with its foreign exchange
reserves, which account for about 30% of global stocks.

Beijing acknowledges the need to develop a deeper
financial sector and a currency that is widely used to
settle international trade, thereby reflecting the signifi-
cance of China’s economic power. Deng Xiaoping cham-
pioned a policy of incremental economic reform that
he called ‘touching stones to cross the river’ It is in this
spirit that China is embarking on a cautious journey to
reform and open up its financial market and its currency,
integrating them into the international financial and
monetary system.

Much like its trade integration over the last twenty
years, China’s financial integration will trigger funda-
mental changes in the global economy in the coming
decades. Financial reform will eventually allow Beijing to

open China’s capital account fully and to make its currency

fully convertible. In turn, this will help in rebalancing the
global economy and eventually alter the international
monetary system. This is why policy-makers around the
world, and particularly those from other systemically
important countries, should pay close attention to the
changing financial landscape in China.

This report focuses on the steps that China is taking
to reform its financial services sector through the incre-
mental development of the financial centres in the Greater
China region. As clusters of activities and services that
connect different operators and facilitate financial trans-
actions among them, financial centres are where China’s
reform measures are seen in action and where their impact
can be assessed and measured. Thus they are the report’s
main unit of analysis.

The report takes a broad regional approach, and so
includes the four financial centres in Greater China -
Shanghai, Shenzhen, Hong Kong and Taipei. These are
centres that, in different ways and with different competi-
tive advantages, both rival and complement one another
in serving Greater China’s large regional economy, as
well as helping it become more integrated in the world
economy.

China’s financial reform, and in particular the process
of internationalizing its currency and eventually making
it fully convertible, binds these financial centres together
and shapes their future development. For instance, in the
few years since its launch in 2009, Beijing’s RMB strategy
has helped redefine Hong Kong’s financial sector. The
RMB is now the third most used currency in the special
administrative region, after the Hong Kong dollar and the
US dollar, and accounts for about 10% of total banking
deposits. The volume of RMB deposits accumulated in
Hong Kong has steadily increased from RMB56 billion
in July 2009 to RMB588.5 billion at the end of 2011. The
RMB lending business in Hong Kong has also experi-
enced rapid growth, rising from RMB2 billion in 2010
to RMB30.8 billion in 2011. Similarly, the market for
RMB-denominated bonds has grown at a rapid pace since
its inception in 2007. The volume of new issuances in 2011
was almost RMB104 billion, tripling from RMB35.8 billion
in 2010. The total outstanding bonds were worth about
RMB200 billion at the end of 2011.

www.chathamhouse.org



Executive Summary

The development of these four financial centres provides
a picture of the complex evolution of China’s financial
reform, which is a policy-driven process where political
considerations directly interact with market forces. The
Fourth National Financial Work Conference that was
held in Beijing in January 2012 clearly identifies eight key
areas of financial reform over the next five years, including
measures to strengthen financial regulation and financial
infrastructure.

The reform policies decided by Beijing will, for example,
shape both the development of Shanghai as an interna-
tional financial centre (IFC) and its eventual integration
into international capital markets, and the consolidation of
Hong Kong’s position as one of the world’s leading inter-
national financial centres. By integrating China’s financial
sector into international financial markets, Beijing will
also assert and expand its financial influence in the region
while becoming a more significant player on the interna-
tional financial stage.

The report argues that Hong Kong will remain the
dominant IFC in the region because of its well-developed
regulatory system, its existing reputation as the most liber-
alized financial centre in Asia and its unique competitive
advantage over other IFCs such as New York or London -
i.e. the ‘China dimension’ Despite concerns that Mainland
authorities may expect it to make way for Shanghai
eventually to become the largest RMB onshore IFC in
mainland China by 2020, Hong Kong is likely to maintain
its competitive edge for a long time to come, irrespective
of policy shifts or decisions made in Beijing.

Even if Shanghai is unlikely to supplant Hong Kong as
the region’s dominant IFC in the next few years, the size of
mainland China’s real economy indicates that the country
has ample capacity to accommodate two major inter-
national financial centres in the longer term. Moreover
the decision by China’s State Council in 2009 to develop
Shanghai as an international financial centre by 2020
suggests that by the beginning of the next decade Shanghai
may have considerably narrowed the gap that now exists
with Hong Kong.

For its part, Shenzhen will mainly serve as a domestic
financial centre, focused on the needs of small and

medium-sized enterprises (SMEs) and start-ups located

in Guangdong that currently have difficulty in obtaining
credit through the banking sector. Taipei, on the other
hand, can benefit from its experience with high-tech SMEs
in the broader Asia region to target Chinese SMEs at a
relatively advanced stage of growth. Although the capital
markets in Taiwan remain small relative to other centres
in the region at present, further cross-strait cooperation in
the financial sector, along with mainland China’s financial
reform process, will provide Taipei with new opportunities
as a complementary regional financial centre.

Along with the development of the four financial
centres in Greater China, the three financial systems in
the region - those of mainland China, Hong Kong and
Taiwan - are expected to undergo a certain degree of
integration over the next ten years. The development of
Hong Kong as an RMB offshore centre has reinforced the
financial linkages with the Mainland, and this process
is set to continue, leading to more systemic integration.
Within this framework, closer cooperation and coordina-
tion among Shanghai, Hong Kong and Shenzhen should
develop gradually. For example, the report shows that it
will be both technically and politically feasible to form a
multi-tiered trading platform as well as a broader equity
market in the Greater China region over the coming years.
Meanwhile, a currency repatriation scheme, bridging the
RMB onshore and offshore market, is also shaping up
between Shanghai and Hong Kong.

From Beijing’s point of view, the degree of cooperation
among the four financial centres implies the emergence of a
‘division of labour’ between them, each with its own desig-
nated role. But it is hard to see this as a sustainable arrange-
ment, particularly once the Chinese capital account is fully
liberalized. If and when the policy barriers are relaxed,
market forces will ultimately lead capital resources, business
and talent to cities where the market is most efficient, cost-
effective and profitable, and where it is most pleasant to
live. By that time, only those financial centres with a strong
competitive edge that cannot be eroded by policy decisions
from Beijing will find themselves at the top of the league
table of international financial centres.

China’s financial and monetary reform is a complex
policy-driven process with several overlapping levels and

related goals. It has a broad span, from the reform of the
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Shifting Capital: The Rise of Financial Centres in Greater China

banking system and the development of the bond market
to the interest rate and exchange rate reforms. It revolves
around and at the same time is supported by the strategy of
developing the RMB as an international currency without
making it fully convertible yet. Most of all, it is where
political considerations and market preferences meet.
Thus China faces the difficult challenge of reconciling the
need for an efficient and market-driven financial sector
with its policy-driven growth strategy.

If all goes according to plan, China will eventually
emerge on the international scene as a major financial
power, the issuer of one of the key reserve currencies
within a multi-currency international monetary system,
with deeply connected international financial centres
where domestic and international capital is interme-
diated by domestic and international firms. All this will
correct the fundamental problem that currently afflicts
the international economic and monetary system — where
the world’s second largest economy and the first exporter
is managing its exchange rate, resulting in a large current
account surplus and a very large accumulation of foreign
reserves.

What China is doing is critically important not only for
the development of the Greater China region, but for the
world as well. It is also historically unprecedented. Thus
there is ample scope for policy experimentation, and the
challenges are enormous. Possibly the most difficult of
these challenges is that China has no roadmap or past
experience to rely on. Indeed it is the first emerging
country to seek a comprehensive reform and expansion of
its financial services sector and to establish a truly interna-
tional currency.

Most of all, China’s financial reform is a gradual process
that will take time to deliver the expected results. As there
is no official timetable beyond a few goalposts, the full
impact of China’s measures is likely to be noticeable in
five to ten years. This may sound far too slow given the
current urgency of rebalancing the world economy, and
disappointing in the short term. But it is critical that China
carefully manages its transition to a modern financial
system. A financial crisis, or protracted financial instability
in China, would have a systemically devastating effect on

the rest of the world.

Policy recommendations

Building modern financial centres and an efficient national
financial system in Greater China will be fraught with
challenges, and the future of these four cities is yet to be
determined. In order to address some of these challenges
the report offers the following ideas to Chinese decision-

makers:

®  Moderate government intervention: Steadily reduce
government intervention in the financial services
sector and provide greater operational independence
to the financial institutions, including state-owned
banks. This could promote a favourable environment
to implement full commercialization of the banks and
efficient allocation of financial resources.

®  Accelerate the reform of the banking sector: Expedite
the ongoing reform to develop a market-driven
banking sector that adheres to international standards
and regulations. Free the country’s banks from welfare
goals and liberalize interest rates to remove market
distortions and minimize misguided investment
decisions, as well as creating and reinforcing appro-
priate incentives and capital allocation mechanisms.

® Develop capital markets and reduce reliance on the
banking sector for the financing requirements of the
economy: Rebalance the financial sector by creating a
level playing field for various types of financial institu-
tions. Develop the necessary financial infrastructure
and a rigorous legal regime to encourage greater
private-sector presence in the market and fundraising
through capital markets, particularly in bond markets.
Reduce the administrative controls that prevent the
further deepening of capital markets. Nurture the
asset management industry to develop a broad range
of financial products with different risk/return profiles
to promote entrepreneurship and meet the risk prefer-
ences of investors.

® Increase Hong Kong’s exposure to the financial systems
of the BRICs and other emerging-market economies:
Improve Hong Kong’s international market influence
in these markets and achieve a greater competitive

advantage vis-d-vis London and New York.
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Promote greater cooperation and coordination between
Hong Kong and Shanghai: Take steps to ensure that the
competitive advantage of both cities is managed through
effective cooperation and coordination to achieve the
macro goals of China’s financial reform process.

Develop Shenzhen as a regional financial centre:
Encourage Shenzhen to serve the demand stemming
from the growing number of SMEs that lack adequate
credit facilities, enabling it to support entrepreneur-
ship and indirectly contribute to the deepening of

capital markets.

Carve out a niche for Taipei in response to Beijing’s
strategies: Taipei should take advantage of the new
opportunity provided by mainland China’s integra-
tion with the global financial system to redefine itself
as a regional financial centre. To this end, it needs to
understand and anticipate Beijing’s strategies, given
its role as an ‘outsider’ in relation to the Mainland’s
financial reform strategy. It is therefore in the interest
of the Taiwanese government to engage proactively
with the Mainland and respond strategically to its

policies.
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Introduction

Beijing has embarked on a cautious journey to open up
its financial system and integrate it into the international
financial system, in line with the incremental reform
process championed by Deng Xiaoping - ‘touching stones
to cross the river. Albeit gradual and almost unnoticed by
non-specialists in financial affairs, the reform is critical
for Chinas ability to create a financial sector that is
congruous with the size, and relevance, of the country’s
economy and to shift its economic growth model towards
domestic demand. Currently, China’s financial sector is
small compared with the size of the real economy and is
mainly domestic because of its limited integration in the
international financial system. Moreover, the Chinese
currency, the renminbi (RMB), is not yet fully convertible
and has very limited use beyond the country’s borders. If
China wishes to play a greater international role, it needs
a currency that reflects such a role. The reform of the
currency and of the exchange rate regime requires the
development of liquid and diversified capital markets.

The process of financial reform will eventually allow
China to fully open its capital account' and make its
currency fully convertible. Hence it represents a key step
in rebalancing the global economy. This is why what
China is doing is of global importance, and policy-makers
around the world, especially in systemically important

countries,?should pay close attention to it. Global financial

stability is essential for the framework of ‘strong, sustain-
able and balanced growth’ to which the G20 committed
at the Pittsburgh meeting in September 2009. The global
financial crisis of 2008 demonstrated how fast financial
shocks can travel across the international financial and
banking system and how vulnerable domestic economies
are to these shocks. At the same time it is vital to reduce
the imbalances between deficit countries and surplus
countries, of which China is the most prominent. Having
a fully convertible currency will help China to reduce its
surplus, and hence its holding of foreign reserves, and
eventually produce a (small) deficit.

Financial reform is of course a complex process in which
political considerations and market preferences meet.
Thus China faces the difficult challenge of reconciling the
need for an efficient and market-driven financial sector
with its policy-driven growth strategy. Another challenge
is to reduce the country’s reliance on the banking sector.
The dominance of the banks in China’s financial sector is
the consequence of the role historically played by the main
banks as policy facilitators and a source of funding for the
country’s development objectives.

In this report we assess the steps that China is taking to
reform its financial services sector and discuss the outlook
for such a sector in the years to come. In doing so, we take
an innovative approach by looking at the development
of financial centres in the region. These are the physical
places where the main financial transactions take place
and are clusters of activities and services that connect
several different operators and so facilitate financial trans-
actions among them. As such they are deeply affected
when measures to reform the whole financial system are
implemented. At the same time they reflect the features
and strategies that underpin the reform process itself. In
other words, the financial centres are where the reform
measures are seen in action and where their impact can be

assessed and gauged.

1 Using the IMF definition of categories of capital controls, Gao and Yu (2009: 8-9) show that at the end of 2007 half of the transactions under capital

account were subject to controls, and half of cross-border capital transactions were available for non-residents and residents.

2 In this report, we refer to the broadly used concept of ‘Systemically Important Countries’ (SICs), or countries of systemic significance to the world economy,

to identify countries that are so large and integrated into the global economic system that any changes or shocks in one or more of them could have

significant spillover effects on the rest of the world through direct or indirect channels. The IMF, in its spillover reports, classifies China as one of the five

systemically important economies, together with euro area, Japan, the United Kingdom and the United States (IMF, 201 1c).
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In the report we also make a distinction between
domestic or regional centres and international financial
centres (IFCs). The latter are centres with a critical mass of
business and capital transactions and where global firms
raise capital and invest. IFCs have become important
clusters for the world economy in the last two decades
as the result of the process of integration of international
capital markets.

Rather than just focusing on mainland China, the
report takes a broader regional approach and so considers
the main financial centres in Greater China® - Shanghai,
Shenzhen, Hong Kong and Taipei. This allows us to
address the key research question of whether China’s
financial reform will have an impact on the Greater China
region, rather than just on the domestic economy. Looking
at the whole region, therefore, offers a wider perspective
on the effects of China’s financial reform.

The links between these four cities are historically very
tight, and are strengthened by geographic and cultural
proximity. Shanghai and Shenzhen, the two major
financial centres of mainland China, have been shaped by
the reform process since its very beginning. Hong Kong,
one of the world’s leading IFCs, is the main actor in China’s
financial opening-up thanks to the ‘one-country, two-
systems’ arrangements. Taipei is the most relevant example
of the way in which China’s financial expansion broadly
affects financial centres in the Greater China region and
how this influence can be exploited for business.

China’s financial reform is the ‘glue’ that links these
four financial centres together. In the report we look at
the development of each centre within the framework of
reforms, the impact of the reform process on this devel-
opment, and the way in which each centre interacts with
the others. How is each centre evolving in terms of the
markets that it serves and its links with the international
financial markets? We regard the internationalization of
the RMB as the most important reform measure and the
one that, to varying extents, binds the financial centres
in Greater China together. In particular, Shanghai as the

RMB onshore centre aiming to expand its international

influence, and Hong Kong as the RMB offshore centre
aiming to keep its competitive position as one of the
world’s leading financial centres are the two cities most
affected by China’s RMB strategy. A fully convertible RMB
brings challenges as well as opportunities. By offering a
comprehensive view on how the four centres are posi-
tioning themselves with respect to the internationalization
of the RMB, this report brings to light the major dynamics
that are shaping and will shape the four cities during this
process.

One aim of the report is to develop a deeper analysis of
the transformation of the different financial sectors under
the reform process in mainland China. The transforma-
tion implies that the whole financial industry is currently
in the process of shifting from a system dominated by big
banks to one that is more focused on capital markets. It
provides significant potential for growth for Shanghai and
Shenzhen as new business opportunities arise from the
development of the bond market and the asset manage-
ment industry. Also, the growth of the real economy is
expected to push the demand for financial services and
products in the country. China’s growing middle class and
rising number of SMEs, for example, offer new opportuni-
ties for the financial services industry.

The report also asks how quickly Shanghai will catch up
with a major IFC such as Hong Kong in terms of size and
market capitalization. At the same time it explores whether
size is enough for Shanghai to be acknowledged as an IFC.
What other policy measures, other than developing a fully
convertible RMB, would Shanghai need in order to gain
such recognition?

Another critical question is how each of these cities
fits into the bigger picture of Beijing’s overall strategy
for mainland China’s financial development. Beijing
was deliberately excluded from our analysis. We are
conscious that this decision may be controversial. As
China’s political capital, Beijing is where the majority of
financial and non-financial institutions maintain their
headquarters in order to be close to the centre of power.

However, we see Beijing as the source and the promoter

3 Greater China includes mainland China, Hong Kong SAR (Special Administrative Region), Macau SAR and Taiwan. In this report, ‘mainland China’ and ‘the

Mainland’ are used interchangeably as they both refer to the two geopolitical Chinese terms, namely Dalu (KBi) and Neidi (), which mean ‘continent’

and ‘inner land’ respectively.
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of the financial reform rather than as a financial centre
where reform measures become operational and where
market activities are run.*

If Shanghai is China’s designated international financial
centre, to be developed by 2020, and this is one of the key
objectives of the central government’s policy, it is in Beijing
that every single step in the process of financial reform
originates. It starts with the internationalization of the
RMB and its eventual full convertibility, and it is on this
that the future of Shanghai as an international financial
centre depends. As a result, we constantly need to refer to
Beijing to understand where China is going, even if it does
not feature directly in our analysis of financial centres in

Greater China.

Methodology

The research undertaken for this report was informed
and supported by in-depth research roundtables and
discussions held with senior policy-makers, academics
and market participants in Hong Kong, Shanghai, Taipei
and London throughout 2011. These first-hand research
sources are complemented by analysis of publicly available
data, policy documents and literature, and the report aims
to provide a comprehensive, independent assessment of
current policy developments as well as some policy recom-
mendations.

Given the breadth of the topic, there are some inevi-
table omissions in themes and approaches in the report.
For instance, we refer only cursorily to China’s legal and

regulatory system even though we recognize its essential

role in the development of financial centres. We agree
with many market practitioners we talked to during the
course of this research that mainland China’s legal system
needs to be reformed in order to develop Shanghai, or
any other city, as an IFC. Since IFCs are where global
firms can raise money and global investors are welcome,
regulations that prevent Shanghai from doing offshore
business, thus constraining the number of global firms
and participation of international investors, could hinder
the development of Shanghai’s international dimension.
Corporate governance, transparency and an accounting
system aligned with that used in many other countries
not only supply the necessary infrastructure but also give
confidence to foreign companies that do business in the
Mainland. Despite the relatively small size of its domestic
market, Hong Kong has the advantage over Shanghai of
operating a legal and regulatory system that international
investors trust.’®

Similarly, our analysis does not consider the impact of
the evolution of the international regulatory framework,
in particular the gradual implementation of Basel III, on
Greater China’s financial centres. Nor do we discuss the
importance of a robust professional framework and key
services, such as accountancy, for the development of an
international financial centre.

Nevertheless we are confident that our approach
offers a valuable contribution to the debate on China’s
financial reform and its interaction with the development
of financial centres in the region. Most of all we hope to
shed light on what China is doing to develop and open up
its capital markets, thereby eventually contributing to the

rebalancing of the world economy.

4 For instance, Beijing does not have a stock exchange.

5  Unlike other developing countries such as Brazil and India that are comfortable in drafting contracts with international partners under Western law

(e.g. English or New York law), China prefers to use Chinese law.
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1. Setting the Scene:
China’s Financial
Landscape

1.1 An internationally integrated economy,
but a less integrated financial sector

The rise of China as an economic superpower and its
integration with the rest of the world have been among
the most remarkable stories of the 21st century and
have come to define modern international economic
relations (Subacchi, 2008). While remaining a low-
income country where about 254 million people still

live on less than one dollar a day, China is also of

systemic significance to the world economy (Subacchi
and Jenkins, 2011; O’Neill, 2011).

China’s development has been driven by its integration
in global markets, while at the same time globalization has
been furthered by its rapid economic growth. The Chinese
economy expanded from $59 billion (RMB364.5 billion)
in 1978 to $7.7 trillion (RMB47.15 trillion) in 2011, at an
annual growth rate of about 10% for the past thirty years. It
now contributes about 14% of the world’s GDP (see Figure 1).
In 2010 China overtook Japan to become the world’s second
largest economy. It has also become the world’s largest
exporter, having overtaken Germany in 2009 when its
annual exports were over $1.2 trillion.

Since the opening up of China’s economy in 1978, its
development has been driven by exports; the country’s
abundant workforce has supplied the world market with
cheap products. Through trade China has become more
integrated in the world economy. A major step in this process
was its accession to the World Trade Organization (WTO) in
December 2001. By joining the WTO, China could exploit
new markets for its goods and expand its exports, which
rose from $299.4 billion in 2001 to a high of $1.6 trillion in
2008. Although it is at the lower end of the world’s produc-
tion chain in terms of value added, China has built a very

successful labour-intensive manufacturing sector.

Figure 1: Share of total world economy, 2001, 2011 (GDP, PPP)

China 8%

Japan 7%

2001

Rest of World 62%

Source: IMF (2011a).

United States 23%

Rest of World 61%

China 14%

Japan 6%

2011

United States 19%
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Figure 2: Financial depth, year-end 2010 (% of regional/country GDP)
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Despite China’s large production capacity and trade links
with the rest of the world, its financial sector lacks depth
and has little connectivity with the international financial
system (Figure 2). Underdeveloped financial markets are
not unusual among emerging-market economies, and
indeed China fares well on different indicators of financial
depth when compared with other emerging markets, espe-
cially with Latin America and the Middle East and North
Africa (Figure 2). Considering China’s 30-year history of

reform, this is hardly surprising.

However, China’s domestic financial depth does not
match its global economic significance, nor that of the
developed economies whose contributions to global
economic growth it already rivals. Furthermore, despite
being the world’s second largest economy it does not have
a currency that can be used in international transactions,
owing to restrictions on its capital account. Its financial
integration is largely restricted to accumulation of reserve
assets, while its capital assets abroad, in particular portfolio

assets, remain underdeveloped (Figure 3).
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Figure 3: China’s international investment position (% of global stocks)
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Sources: SAFE, UNCTAD, IMF CPIS, DB Research Institute Analysis.
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Box 1: Eight key areas for financial reform (Fourth National Financial Work Conference, Beijing, January 2012)

e Financial services: Improve the overall quality of financial services to support economic and social development;
particular attention is given to providing financial services for the rural sector, small enterprises and government-
supported sectors such as environmental protection projects and green energy.

e Financial institutions: Deepen institutional reforms to reinforce corporate governance and effective decision-
making. Encourage private capital to enter the financial service industry. Policy banks are to continue to serve the
policy-based projects, while the China Development Bank will continue with its reform to become a commercial bank.

e Financial regulation: This needs to be strengthened to prevent systemic financial risks. The banking industry
should institute comprehensive risk management systems. The security industry should improve the market
system, strengthen regulation of market participants and protect investor rights.

e Risks arising from local government debts: Though China’s overall public debt liability is safe and manageable, it
is important to manage outstanding debt properly and to control the debt-issuing mechanism of local governments.
Revenue and expenditure related to local government debt should be incorporated into the budgeting system.
Monitor the size of overall local government debt and establish a risk-monitoring and early-warning system.

e Capital market and insurance market: Enhance overall financial market coordination for the healthy development
of stock and futures markets, and encourage the development of a well-regulated and unified bond market.

e Macroeconomic policy: Strengthen the coordination of monetary and fiscal policies and that of regulatory and
industrial policies. Improve the RMB exchange rate mechanism by allowing a wider float.

e Allocation of financial resources: Gradually relax the RMB capital account controls to improve capital allocation
and enhance the management of foreign reserves. Promote closer financial cooperation with Hong Kong, Macau and
Taiwan, support Hong Kong's development as an international financial centre, and speed up Shanghai's development
into an IFC. Actively participate in the dialogue and reform of the governance of global economic and financial systems.

e Financial infrastructure: Set up a unified credit information system, improve registration, depository, settlement

and clearance systems and enhance consumer protection.

Source: Government of the People's Republic of China.

1.2 The financial system in mainland
China: a work in progress

China now needs to develop a deeper and diversified
financial sector that reflects the size and the international inte-
gration of its real economy to ensure the efficient allocation
of capital. There is scope to enhance domestic financial depth ~ Reforms of mainland China’s financial system began

by improving financial infrastructure, developing financial ~ in earnest in the 1990s and accelerated over the next

segments and instruments (such as insurance) that are much
needed to help expand the retail sector, for instance, and
establishing credit-rating agencies for Chinese companies.
The corporate bond and securitization markets are particu-
larly underdeveloped (Figure 2), while financial services
need to reach the rural sector and private capital needs to be
encouraged to feed into financial services. These are key areas
of financial-sector reform in the next decade, as stated in the

Fourth National Financial Work Conference (Box 1).

decade, following the opening-up of the Chinese
economy in the 1980s. As shown in Figure 4, 30 years
ago neither capital markets nor the insurance sector
existed in mainland China. In this ‘mono-bank period,
the People’s Bank of China (PBoC) and the rural credit
cooperatives served the entire nation’s commercial
banking needs. However, with the implementation of
the economic reforms championed by Deng Xiaoping,

the PBoC’s role as the supreme controller of the banking
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system was gradually decentralized. In the 1980s four
specialized banks (‘the Big Four™®) were established to
take over the PBoC’s policy and commercial functions.”
While China’s rural credit cooperatives were merged in
1979 to establish the Agricultural Bank of China (ABC),
both the Industrial and Commercial Bank of China

of the PBoC’s commercial and foreign exchange busi-
nesses. The China Construction Bank (CCB), jointly
established by the PBoC and the Ministry of Finance,
was created to facilitate major national infrastructure
projects. Thus during the 1980s the financial market in
mainland China became dominated by the PBoC and

(ICBC) and the Bank of China (BOC) were carved out  the Big Four.

Figure 4: Financial-sector reforms in mainland China — selected benchmarks
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Source: IMF (2001b).

6  The phrase ‘Big Four' refers to the four largest commercial banks in China, namely the Industrial and Commercial Bank of China (ICBC), the Agricultural
Bank of China (ABC), the Bank of China (BOC) and the China Construction Bank (CCB).

7  Before the reform of the financial system in the 1980s, the PBoC served as deposit and lending bank, payment system and cash agent for the government
and the entire nation. It functioned as a commercial bank — responsible for deposit-taking and credit-lending for domestic customers and enterprises —
a policy bank providing financial resources to meet fiscal objectives and government projects, and a central bank. In the 1980s, to alleviate its burden and
to decentralize China’s banking sector, the bank’s commercial functions were allocated to the Big Four according to their industry sectors, as were its policy
functions. Among the four banks, the CCB and ABC were established with a greater focus on providing financial services for government projects, whereas
the ICBC and BOC emphasis was on developing commercial businesses.
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In 1994 ‘the three policy banks® were created to take
over policy functions from the Big Four. Meanwhile, the
nation’s equity market, instituted in 1990 with the Shanghai
and Shenzhen stock exchanges, required a new set of
regulatory institutions - the China Banking Regulatory
Commission (CBRC), the China Securities Regulatory
Commission (CSRC) and the China Insurance Regulatory
Commission (CIRC) - to support the financial sector. With
accession to the WTO, financial reforms accelerated, while
a better legal and regulatory framework was established.
For example, regulations on securities investment funds
were first introduced in 2003, and banking regulation and
supervision measures were also adopted in the same year.’
In 2006, bankruptcy rules were revised after the five-year
buffer period following China’s accession to the WTO in
2001 (Figure 4). Between 2005 and 2010 there was a massive
growth in Chinas equity market. Driven by more than
500 initial public offerings (IPOs) and some huge listings,
including those of China’s largest banks, in 2010 the IPO
boom contributed US$131 billion to the rapidly expanding
equity market, a dramatic increase from $25.6 billion in 2005
(PwC, 2011). At the end of 2011, China’s total stock market
capitalization was estimated at about US$3.7 trillion." This
was nearly ten times the level in 2005 ($401 billion).

Along with its financial system, China’s financial regu-
latory framework has gone through a long period of
structural reforms. It is currently based on the ‘One-Bank,
Three-Commissions’ model, with the PBoC playing the
central role (Figure 5)." The PBoC serves as the country’s
central bank and its primary function includes the formu-
lation of monetary policy, the maintenance of financial

stability and the provision of financial services. The “Three

Commissions’ - the CBRC, the CSRC and the CIRC -
oversee their respective financial sectors. These institu-
tions and the PBoC report directly to the State Council,
where regulatory and monetary policies are formulated
and approved and, most importantly, where the nation’s
financial reform strategy is implemented.

Although much has been achieved since the early
1980s, China’s financial reform is still a work in progress.
For instance, throughout the whole reform process little
flexibility was granted to the two essential pricing tools
- interest rate and exchange rate - to be determined
by market forces. Consequently, the country does not
have an efficient capital allocation system - in partic-
ular, an effective price-signalling mechanism. The interest
rate and exchange rate fail to reveal the relevant infor-
mation that would assist market participants to adjust
their behaviour. Similarly, domestic financial institu-
tions, notably the banks, are still heavily reliant on their
policy-driven business model, which puts their respective
political objectives ahead of profit maximization as their
business priority. Such a system has resulted in significant
capital misallocation in China, where large state-owned
enterprises (SOEs) hold excessive funds and small and
medium-sized enterprises (SMEs) find it difficult to raise
capital for their activities.

The current state of China’s reform process, and the
major weaknesses of its financial system, are captured in the
Financial Development Index (FDI) compiled by the World
Economic Forum in its annual Financial Development
Report. The FDI ranks nation-states according to the
level of financial development: ‘the factors, policies, and

institutions that lead to effective financial intermediation

8 The expression ‘the three policy banks' used in this report denotes the China Development Bank (CDB), the Agricultural Development Bank of China

(ADBC), and the Export-Import Bank of China (China Exim Bank). In the Mainland, however, the term ‘policy banks' refers specifically to the ADBC and

China Exim bank but not to the CDB. In 2008, the CDB was converted from a policy bank into a commercial bank jointly owned by the Ministry of Finance

and Central Huijin Corporation, but it is still regarded as the most influential policy bank in China.

9 On 28 October 2003, the Law of the People’s Republic of China on Funds for Investment in Securities was promulgated and went into effect as of 1 June 2004.

Under the Securities Investment Fund Law, a securities investment fund may thereby be established as either a closed-end fund or an open-end fund, which

was a significant breakthrough in the development of the fund management industry in China. Details are available at http://english.gov.cn/laws/2005-
09/07/content_29992.htm. The Law of the People’s Republic of China on Banking Regulation and Supervision, adopted on 27 December 2003, was
the first law promulgated after the establishment of the new banking supervisory institution, the China Banking Regulatory Commission, in the same year.
Details of the clause can be found at http://www.pbc.gov.cn/publish/english/964/1956/19566/19566_html.

10 The total stock market capitalization of US$3.7 trillion is composed of the year-end data for market capitalization of the SSE and SZSE, but excluding HKEx and TSEC.

11 The phrase ‘One Bank, Three Commissions’ is used by the Chinese authorities to refer to the PBoC and the three regulatory institutions overseeing the

three major financial sectors in China, namely the China Banking Regulatory Commission (CBRC), China Securities Regulatory Commission (CSRC) and

China Insurance Regulatory Commission (CIRC).
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Figure 5: Financial system architecture in mainland China
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and markets, as well as deep and broad access to capital and
financial services’ (WEE 2011: 6). The index assesses 60 of the
world’s leading economies and is based on seven parameters
of financial development organized under three main cate-
gories (Figure 6).”? China is ranked 19th while Hong Kong
(considered separately from the Mainland) is first, followed
by the US and the UK (Table 1).

The FDI shows that China performs well in terms of
‘Non-banking financial services and ‘Financial stability’
However, stressing that China’s financial and regulatory

reform is still a work in progress, the 2011 edition of

the FDI report observes that China needs to enhance its
macro-prudential oversight of financial systems, and the
laws and regulations that facilitate the development of deep
and efficient financial intermediaries, markets and services
to improve its performance on the ‘Institutional environ-
ment’ pillar (WEE 2011: 6). The ‘Business environment’
pillar also shows considerable weakness, mainly owing
to the tax regime, poor infrastructure and cost of doing
business. More importantly, the FDI report highlights that
China also needs to develop its ‘Financial markets’ - an

allusion to its underdeveloped corporate bond markets.

12 The three categories are: 1) ‘Factors, policies and institutions), relating to the local business and institutional environment; 2) ‘Financial intermediation’, which

refers to the efficiency of banking services, non-banking services and financial market accessibility for the intermediaries themselves; and 3) ‘Financial

access, which relates to the ease of access to financial markets for the end-users of capital (investors). The FDI is based on a system of weighted variables,

with data drawn from a variety of sources. A principal source is the Executive Opinion Survey indicators (drawn from the World Economic Forum'’s Executive

Opinion Survey). Each pillar is sub-divided into variables. The computation of the FDI is based on the aggregation of weighted scores from the variable level
to the overall FDI level. More details on the methodology of the IFC can be found in WEF (201 1), Appendix A.
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Source: WEF (2011).

Figure 6: Composition of the Financial Development Index
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Table 1: FDI ranking, 2011 and 2010

Exchanges/city 2011 rank 2010 rank Country/Economy 2011 rank 2010 rank
Hong Kong SAR 1 4 Germany 14 13
United States 2 1 Denmark 15 16
United Kingdom 3 2 Malaysia 16 17
Singapore 4 3 Spain 17 14
Australia 5 5 Korea, Rep. 18 24
Canada 6 6 China 19 22
Netherlands 7 7 Austria 20 19
Japan 8 9 Finland 21 20
Switzerland 9 8 Ireland 22 18
Norway 10 15 Saudi Arabia 23 26
Sweden 11 12 Bahrain 24 23
France 12 11 United Arab Emirates 25 21
Belgium 13 10

Source: WEF Financial Development Index (2012, 2011).

1.3 The financial centres in Greater China

The financial centres in mainland China are expected to play
a significant role in the country’s efforts to build a modern
financial system that reflects the size and the international
integration of its real economy. It is hardly surprising that
the central government places much emphasis on the

Mainland’s financial centres, notably Shanghai. The Fourth

National Financial Work Conference held in January 2012
and the State Council’s report on establishing Shanghai
as an international financial centre reiterated the need
both to develop Shanghai and to introduce policies to
consolidate and strengthen Hong Kong’s position as one
of the world’s leading financial centres. China not only
welcomes the economic benefits that IFCs bring to the

local economy, but also considers its national development
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plan to be incomplete without reputable financial centres
in the region. In fact, the authorities in Beijing see IFCs as
a symbol of international recognition of a nations global
influence.”

A cursory analysis of the financial sector in mainland
China shows that Shanghai and Shenzhen, the two leading
financial centres within its domestic market, are the
two cities that have attracted most capital as well as the
largest number of financial intermediaries, both domestic
and foreign. Shanghai is mainland China’s leading
financial centre with well-developed insurance and fund-
management sectors, but existing regulations constrain its
ability to offer access to international investors. Shenzhen
too has a blossoming financial industry, though smaller
than Shanghai’s; it mainly focuses on serving the needs of

SMEs in the prosperous region of Guangdong.

Hong Kong, an international city that is now part of
China but with a separate legal and institutional system,
and a recognized centre of international financial interme-
diation, plays a crucial role in China’s ‘Go Global’ strategy
(see Box 2). Its well-developed equity market, banking
sector and fund-management industry have made it one of
the leading global financial centres (Seade, 2007). The city
also serves a broad and international set of investors and
clients, allowing them exposure to global capital markets.

The Mainland’s plan to make the RMB a more inter-
national currency implies greater cooperation in future
between its financial centres and those of Hong Kong
SAR, Macau SAR and Taiwan. Taipei, for instance, with
its diversified financial services and better links to inter-
national capital markets, is expected to play an important

complementary role.

Box 2: China's ‘Go Global’ strategy

Officially launched in 1999, the ‘Go Global’ strategy aims to support Chinese enterprises and investment outside
China. There are three clear motivations for the adoption of this strategy. First, in the late 1990s the national authori-
ties started to realize that the domestic market was not large enough to sustain China’s strong growth and thus
promoted investments abroad to secure new markets as well as resources. Secondly, the government was very keen
for large SOEs to become multinational and expand their influence in the international economy. Finally, it was a way
to relieve upward pressure on the RMB. As a consequence, China gradually shifted from being a major recipient of
foreign direct investment to an important global investor.

The ‘Go Global' strategy progressively exposed the Chinese financial sector to international markets. Furthermore,
as Chinese enterprises gain a heightened international presence through investments abroad and greater participa-
tion in the global economy, Chinese financial institutions, mainly banks, are increasingly expanding abroad in order
to provide services for them. In line with the reforms of the financial system, financial institutions were also encour-
aged to seek greater exposure to international financial markets. In particular, the big state-owned banks such
as the ICBC and the ABC chose the Hong Kong Stock Exchange for their IPOs in 2006 and 2010 respectively.
Being the gateway for Chinese companies to the rest of the world and the place where they seek access to foreign
capital markets, Hong Kong is the market where a growing number of Mainland companies double-list when they
go public. Both these outward investments and joint IPOs have contributed to the development of an offshore RMB
centre and the internationalization of the RMB, and indeed the latter can be considered the latest development of

the ‘Go Global' strategy.

Source: Government of the People’s Republic of China.

13 The Chinese authorities set out their ambitious plan to establish an international financial centre in the 12th Five-Year Plan (2011-15). The establishment
of an IFC, further domestic reform in financial markets and the internationalization of RMB are the three main themes of China’s medium-term financial
strategy. Expansion of its financial periphery is also treated as an essential component of enhancing China’s soft power. Detailed targets for realizing this

goal have been set out in China’s Fourth National Financial Work Conference, as detailed in Box 1.
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Table 2: Overall GFCI rankings of major cities

Country/Economy GFCI 11 Rank GFCI 10 Rank GFCI 9 Rank
London 1 1 1
New York 2 2 2
Hong Kong 3 3 3
Singapore 4 4 4
Shanghai 8 5 5
Beijing 26 19 17
Taipei 27 23 19
Shenzhen 32 25 15
Sources: GFCI 11 (2012), GFCI 10 (2011), GFCI 9 (201 1).

In the Global Financial Centres Index (GFCI) published by
the Z/Yen Group," Hong Kong is ranked third worldwide as
an IFC and Shanghai eighth, whereas Taipei and Shenzhen
are ranked 27th and 32nd respectively (see Table 2).

Connectivity, Diversity and Speciality are the three elements
adopted in the GFCI rankings to measure the financial inte-
gration level of each financial centre.” Connectivity is key in
showing the level of global integration of the cities consid-
ered and provides the criterion for their classification as
Global, Transnational or Local Financial Centres. The wider
the global network a financial centre has, the greater its
potential international exposure, and thus the more inter-
national it is. The other variable used to classify centres with
the same level of Connectivity is the level of financial depth,
which is determined by the two other categories, Diversity
and Speciality, shown in Table 3.

Hong Kong is classified as a Global Leader (Table 3) along
with London and New York. Consistently ranked among
the top five in GFCI reports, London, New York and Hong
Kong are likely to retain their leading positions in the near

future as they control a large proportion of financial trans-

actions (approximately 70% of equity trading). Shanghai has
comparable levels of market depth and breadth to those of
the Global Leaders, but because it is not integrated in the
international financial markets, it is classified as a Global
Diversified Centre. Indeed, the city has a growing market
that taps into Chinas domestic development and plays a
critical role in the ‘Go Global’ strategy; it also has a mature
and broad financial sector. As for Shenzhen and Taipei,
these cities are viewed more as niche centres. The former,
in particular, is classified as a Transnational Specialist with a
slightly lower level of connectivity with Shanghai, which is
classified as an Evolving Centre at the local level.

Since the publication of the first GFCI report in March
2007, financial centres in emerging Asia, particularly
those perceived as ‘strong, having improved their ratings
(GECI, 2011). Shanghai, in particular, rose into the top
5 list for the first time in 2011. However, perceptions on
the rise of those financial centres in the Greater China
region have recently changed as the result of concerns
about the convertibility of the Chinese yuan (GFCI, 2012).
Consequently, this is reflected in the 2012 GFCI’s lower

14 The GFCI provides a useful and systematic framework, albeit with some methodological limitations. The index, which has been compiled by the Z/Yen

Group since 2007, ranks financial centres using a ‘factor assessment model, i.e. using two different types of input: instrumental factors and financial centre

assessments (responses to an online survey). Instrumental factors are defined as ‘external indices that contribute to competitiveness”: these indices come from

surveys and other sources and are combined in order to measure the so-called competitiveness factors for each financial centre (the four main competitiveness

factors are the availability of skilled personnel, the regulatory environment, access to international financial markets and the availability of business

infrastructure). Financial centre assessments are collected from 1,887 respondents via online questionnaires. See GFCI (2011), Methodology, p. 32.

15 In the GFCl report, 1) Connectivity is defined as the centre’s level of interaction with other financial centres, or the depth of the network as perceived by

investors; 2) Diversity is defined as ‘the breadth of industry sectors that flourish in a financial centre’ or ‘richness of business environment'; 3) Speciality

refers to the depth of each sector that makes the whole industry, including asset management, investment banking, insurance, professional services and

wealth management.
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ranking for Shanghai. On the other hand, Hong Kong  in the global context and the level of financial development

kept its position as the third leading IFC, despite concerns  of a country and its economy. The latter carries far greater
about the RMB currency issue. weight for the institutional environment, whereas the
There is a clear distinction in the classification adopted ~ former focuses on the centre’s financial network, empha-

by the GFCI between defining a financial centre’s position  sizing market accessibility and market integration.

Table 3: Financial centres by ‘Connectivity’ and ‘Diversity and Speciality’

Broad and deep

Relatively broad

Relatively deep

Emerging

Global Global leaders Global diversified Global specialists Global contenders
Chicago Amsterdam Beijing Luxembourg
Frankfurt Dublin Moscow
Hong Kong Seoul
London Shanghai
New York Singapore
Paris
Tokyo
Toronto
Zurich

Transnational

Established transnational

Transnational diversified

Transnational specialists

Transnational contenders

Copenhagen Boston Athens Bahrain
Geneva Istanbul Dubai British Virgin Islands
Madrid Kuala Lumpur Edinburgh Cayman Islands
Montreal Washington DC Glasgow Gibraltar
Munich Mumbai Guernsey
Sydney Doha Isle of Man
Vancouver Shenzhen Jersey

Local Established players Local diversified Local specialists Evolving centres
Brussels Bangkok Abu Dhabi Buenos Aires
Calgary Warsaw Bahamas Jakarta
Helsinki Budapest Johannesburg
Lisbon Hamilton Manila
Melbourne Malta Mauritius
Mexico City Monaco Osaka
Milan Oslo Taipei
Prague Reykjavik Wellington
Rome Rio de Janeiro

San Francisco

Riyadh

Séo Paulo St Petersburg
Stockholm Tallinn
Vienna

Note: Diversity and Speciality are combined to create a two-dimensional table showing financial depth.
Source: The GFCI 11 Report, March 2012.
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On the basis of the GFCI’s Connectivity criteria, we can
infer that Hong Kong is an IFC as it presents a strong base
comprising functioning intermediaries and infrastructure
that connect international financiers and capital markets.
Shanghai, on the other hand, lacks a deep enough financial
market and therefore, as noted above, offers limited access
and products to international investors. In this report,
therefore, we still classify Shanghai as a Domestic Financial
Centre, notwithstanding the classification followed by
the GFCIL. But its tremendous market size and fairly well-
developed financial market, especially in the banking

and insurance sectors, give it the potential to extend its

influence regionally and internationally as the liberalization
of the RMB progresses. Meanwhile, Shenzhen will remain a
niche financial centre serving the SMEs in mainland China.
Though not comparable to Shanghai in terms of market
size or financial infrastructure, it will be at the forefront of
Beijing’s experiments with its internationalization strategy
for the RMB. As for Taipei, this is classified by the GFCI as
a Local Centre. However, as discussed in Chapter 3, with
its vast network of Taiwanese business throughout Asia and
its competitive advantage in terms of connectivity, Taipei
could gain relevance as a complementary regional financial

centre as China opens up and reforms its financial system.
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9. A Tale of Two
Cities: Shanghai
and Shenzhen

2.1 Building financial centres in mainland
China

As China reforms and opens its financial sector, its financial
centres will support the implementation of these policies.
Conversely, the process of financial reform is an important
determinant in shaping these centres. In particular, both
Shanghai and Shenzhen have played and are still playing
a critical role in China’s long-term economic reforms.
Backed by a successful history as the city where financial
activities were concentrated before 1949, Shanghai, as
noted, has been designated to become the IFC in mainland
China. The government’s commitment to this has been
made evident several times: in the 11th Five-Year Plan in
2006 (NDRC, 2006), in the State Council declaration in
2009' and in the 12th Five-Year Plan in 2011.

Like Shanghai, Shenzhen has been a frontrunner in
China’s reform process. Since the early 1980s it has
served as a testing ground for the process of financial
liberalization through the development of the very first
Special Economic Zone (SEZ).” The establishment of the
Shanghai Stock Exchange (SSE) and then of the Shenzhen

Stock Exchange (SZSE) were the first signal that the central
government was planning to develop these two cities as
China’s main financial centres. Shenzhen has now become
Chinas second most important financial centre, serving
the local economy of the Guangdong region where many

innovative companies, many of which are SMEs, are based.

2.2 Shanghai and China’s domestic
financial reform

According to Chinas 12th Five-Year Plan (2011-15),
Shanghai is set to become an IFC by 2020. In January
2012 the National Development and Reform Commission
(NDRC) and the Shanghai government announced a plan
to develop the city as a global hub of RMB trading by 2015.
This could be a significant announcement as it reveals
that China’s RMB strategy is essential to the process of
building an international financial centre in Shanghai -
and the pace at which its capital account is opened up to
make the RMB a fully convertible currency will therefore
ultimately determine Shanghais evolution towards this
goal. The announcement not only demonstrates the strong
strategic preference of the Chinese authorities to pursue
more vigorous financial development in Shanghai, but also
sets out a list of ambitious yet pragmatic goals to achieve
within a set timeframe (see Box 3 and Table 4).

The goals set for Shanghai raise two questions. First,
is it feasible for Shanghai to achieve these targets within
the proposed timeframe? For any financial centre, the
financial depth and liquidity of its capital markets, both
equity and debt markets, are at the core of its competi-
tiveness. In this regard, measurable parameters such as
market capitalization, IPOs, turnover, size of derivatives
and exchange markets are fundamental to quantifying
a financial centre’s potential for developing a deep and

liquid market.

16 On 25 March 2009, China's State Council issued detailed guidelines for the promotion of Shanghai to become an international financial centre by 2020.

This seminal policy document cemented Shanghai's position as Beijing's preferred choice as an IFC.

17 Special Economic Zones (SEZs) are selected geographical areas with rules and regulations that are different from the rest of the country, aimed at

encouraging foreign direct investment. The companies operating in SEZs often receive tax and tariff incentives. In China, the term was chosen after

considerable semantic discussion and intellectual debate, with SEZs being conceptualized as a complex of related economic activities and services rather

than as uni-functional entities. SEZs in China, therefore, differed from free-trade zones and similar special areas in Asia by being more functionally diverse

and covering much larger land areas (Yeung et al, 2009).
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Box 3: Shanghai as a global centre for RMB trade by 2015

According to the plan by the National Development and Reform Commission, Shanghai is set to become a global RMB
trade centre by 2015. This is a major milestone on the city’s path to becoming an international financial centre. The plan,
the first detailed follow-up since the State Council's 2009 announcement that Shanghai would become an international
financial hub by 2020, envisages the city becoming a leading international financial hub and global centre for RMB trading,

clearing and pricing by 2015. The document lists ambitious goals that Shanghai is expected to achieve by that date:

e Financial market transactions (excluding foreign exchange transactions) to almost triple to RMB1,000 trillion
(US$158 trillion), and comprehensive expansion of market size and market depth (see Table 4).

e The Shanghai Interbank Offered Rate (SHIBOR) and the RMB central parity rate to become major benchmarks
for RMB asset pricing and transactions, both domestically and internationally.

e Infrastructure construction to be speeded up to build a cross-border RMB payment and clearing network that
will eventually support international demand; a cross-border RMB investment and financing centre is also to be
established in Shanghai.

e Sufficient provision of financial services to be ensured, to facilitate the needs stemming from the real economy
of the whole of China, with a focus on the development of assets under management (AUM), ship financing,
reinsurance and private equity and venture capital industry.

e Greater communication and cooperation between Shanghai and Hong Kong in areas such as financial markets,

institutions, products, businesses and talents.

Table 4: Goals for Shanghai's financial sector during the 12th Five-Year Plan period (2011-15)

ltem

2010

2015

Size of financial markets

Total transaction volume of Shanghai's financial
markets (excluding foreign exchange market)

RMB386.2 trillion

RMB1,000 trillion

Total volume of the balance of securities deposit ~ Global No. 5 Global top 3
Total transaction volume of Gold Spot Trading Global No. 1 Global No.1
Total transaction volume of financial derivatives N/A Global top b
Total insurance premium RMB69.5 billion RMB140 billion
Total interbank card transaction RMB10 trillion RMB25 ftrillion

Market connectivity
and diversity

Overseas investor

Global influence

Limited market participation

Limited overseas market

Significant market participation

Promote international market influence

influence through listing major indices in Shanghai
Stock Exchange and developing RMB-
denominated commodity future prices
Market depth Direct financing as % of total financial markets 16.70% 22%
Financial Assets Under Management (AUM) RMB15 trillion RMB3O0 trillion
Financial environment Total no. of professional financiers 245,000 320,000
Global competitiveness National No. 1 Adopt international standards for stable

legal and regulatory financial environment

Source: NDRC (2012).
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To develop as an international financial centre
Shanghai also needs to develop its international exposure
and connectivity, to use the GFCI terminology. It also
needs to establish a sound regulatory framework, a
transparent supervisory environment, a stable legal
system, a fair tax regime, modern financial infrastruc-
ture and a good standard of living, all of which would
help in attracting and retaining a skilled workforce
(GFCI, 2011).

This leads to the second question: will Shanghai be
able to develop greater international ‘connectivity’ and
improve these qualitative facets within the proposed
timeframe? If purely judged on the quantitative aspects,
the performance of Shanghai’s capital markets appears
very promising. Looking at the equity market alone,
the domestic stock market capitalization stood at
$2.36 trillion, exceeding Hong Kong’s $2.26 trillion at the
end of 2011 (WFE, 2012). The stock market in Shanghai
experienced a rapid boom in the 2000s, with market
capitalization growing at an average annual rate of 60%
between 2000 and 2010, while market turnover in 2010
was almost tenfold that in 2005." By the end of 2011,
the SSE’s trading volume reached $3.67 trillion, and it
was ranked as the third largest in the world (Hong Kong
achieved only $1.49 trillion). If such a growth rate is
sustained, even at a slower pace, Shanghai’s equity market
will be able to compete with London, Tokyo and even
New York in the near future.”

These figures and their growth rate trend once again
suggest the potential for Shanghai to achieve the targets
by volume set by the 12th Five-Year Plan in the proposed
timeframe. Moreover, the role of China's vibrant real
economy cannot be ignored. Its strong growth in the
last two decades, if it continues, provides Shanghai with
a very solid platform to build an international financial
centre. Major state-owned enterprises such as the energy
companies Petro China and Sinopec, large commercial
banks and financial institutions, and China’s rapidly

growing private sector would rely on the Mainland’s

principal exchange, the Shanghai Stock Exchange, to
raise funds and manage financial risks. Shanghai is also
a major seaport, which overtook Singapore in 2010 to
become the world’s largest container port.

All these factors provide foreign financial institutions
with enough business potential to make Shanghai one
of the most attractive cities in the Mainland: 68% of the
foreign banks have their head offices there, as well as 44%
of non-life foreign insurance companies and 31% of life-
insurance joint enterprises (PBoC, 2011a).

At the end of 2010, the city was also home to 45% of
joint-stock securities companies and 63% of joint-stock
asset management companies in China. Shanghai is attrac-
tive not only for private foreign banks and insurance
companies, but also as the centre with the most important
financial institutions. A growing number of key financial
exchange houses have been established in the city since the

SSE’s inception in 1990.

Table 5: Chronology of major financial institutions
in Shanghai

Inception date Financial institution

1990 Shanghai Stock Exchange

1994 China Foreign Exchange Trade System (CFETS)

1997 National Interbank Funding Centre (NIFC)

1997 National Bond Trading Centre

2002 Shanghai Gold Exchange

2005 2nd Headquarters of the People’s Bank of China

2006 China Petroleum Futures Market

2006 China Financial Futures Exchange

2007 Shanghai Financial Arbitration Court

2009 Shanghai Clearing House

Source: Chatham House.

This agglomeration of private foreign financial insti-
tutions and public authorities provides a sound basis for
Shanghai’s development as an IFC. However, compared

with Hong Kong, it still lacks a sound supervisory

18 In 2010, its equity market turnover was RMB416 trillion (in 2005 it was approximately RMB40 trillion).
19 By the end of 2011, the domestic equity market capitalization of LSE, TSE, NASDAQ and NYSE was US$3.27 trillion, $3.33 trillion, $3.85 trillion and

$11.8 trillion respectively, according to WFE 2011 data (WFE, 2012).
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Box 4: Qualified Foreign Institutional Investors (QFII)

The Qualified Foreign Institutional Investors (QFIl) scheme refers to the programme by which selected foreign

investors are allowed to participate in China’s domestic managed fund market. The scheme allows authorized

institutional investors to invest in and trade on the Chinese securities market, namely the Shanghai and Shenzhen

stock exchanges. Launched in November 2002, the QFIl scheme has allowed China to maintain strict controls over

its currency and capital flows, while its economy has become integrated with the rest of the world. The national

authorities have controlled the inflow of international funds into the country by using the licences issued by the Fund

Supervision Department of the China Securities Regulatory Commission (CSRC) and the quota set by the Reserve

Management Bureau of the State Administration of Foreign Exchange (SAFE).

framework, investor protection laws and a favourable
tax regime — all necessary for such development.

In terms of connectivity too, Shanghai falls short as a
potential IFC. The restrictions on the convertibility of the
RMB and the free movement of capital make it difficult
for the city to build a deep financial sector in terms of
products and services, especially one that involves cross-
border and cross-currency financial transactions. The
direct tradable foreign currencies in the Shanghai foreign
exchange market, for example, are mainly the US dollar,
the Japanese yen, the Hong Kong dollar, the euro, the
British pound and the Australian dollar (SAFE, 2011).
Additionally, the bond market is mainly confined to the
interbank market, where bond dealers require licences for
access. Despite figures showing an increase in the activities
conducted within the SSE, its exposure to foreign capital
and investors is still very limited. Foreign companies are
not allowed to list on the SSE and the securities market
is heavily regulated. Programmes such as the recently
introduced QFII scheme (Box 4) are important in terms of
allowing foreign investors to participate in China’s capital
markets. These schemes give the SSE much-needed inter-
national exposure, but the volumes that they generate are
limited. Much more has to be done for Shanghai to attain
the level of connectivity deemed necessary for an IFC and
currently enjoyed by cities such as London and New York.
This leads us to conclude that Shanghai’s current ranking
in the GFCI report is not entirely appropriate. While it
clearly shows the potential to become one of the world’s

leading IFCs, it is not there yet.

2.3 Shenzhen and the development of SMEs

In the sixth edition of the GFCI in 2009, Shenzhen ranked
fifth, mainly because of the positive assessments by the
respondents based in Asia, but it had poor assessments by
those outside Asia. However, since then Shenzhen has lost
its high rankings and is ranked 32nd in the latest GFCI
report. Though it is classified as a “Transnational’ and
‘Relatively Deep’ financial centre, its development remains
very closely linked to that of the Guangdong region.
Moreover, relative to Shanghais, Shenzhen’s financial
infrastructure is not highly developed and lacks connec-
tivity with other international centres. However, it has
the potential to evolve into a niche centre serving the
SMEs based in the Guangdong region and to comple-
ment Shanghai’s international role as China opens up and
reforms its financial system.

There are two elements that suggest how Shenzhen
could or should evolve as a financial centre focusing on
the development of capital markets and services needed to
support SMEs at a local or regional level.

First, the effort to develop Shenzhen as a Special
Economic Zone is set to continue. Shenzhen was allowed
to develop as an SEZ and was used as a platform to ‘exper-
iment’ with financial liberalization that was eventually
implemented elsewhere. When the city began its transfor-
mation into a financial centre by becoming Chinas first SEZ
in 1980, it was chosen for its proximity to Hong Kong and
the links between the two cities, with Shenzhen working as

the manufacturing ‘backyard’ for Hong Kong. Furthermore,
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the whole of Guangdong Province has a long tradition
of trade and entrepreneurship, making Shenzhen an
ideal ground for economic reforms. In fact, Guangdong’s
liberal and outward-looking leaders were the first to ask
for the domestic market to be opened. The success of this
scheme led Beijing to persist with the opening-up. Thus
Shenzhen became the ‘pilot city’ for reforms that were later
implemented on a larger scale in Shanghai. Indeed, when
the Shenzhen Stock Exchange was established in 1991,
investors in southern China were far more enthusiastic
than in other regions in mainland China. At that time,
Shenzhen enjoyed light policy intervention and relatively
loose regulation on market activities. However, the fast
pace at which speculative activities on the SZSE increased
led to Beijing imposing strict regulations on futures
trading transactions and almost freezing the expansion
of capital markets after the Asian financial crisis in 1997.

The second reason for expecting Shenzhen to develop as
an SEZ is its close links with the manufacturing industry
embedded in Guangdong, one of the world’s largest
manufacturing centres — production in 2011 was worth
RMB?2.6 trillion (US$ 469 billion), accounting for about
56% of the province’s GDP. In 2011 Guangdong’s GDP was
RMBI.15 trillion, making Shenzhen the largest and richest
metropolis in the Pearl River Delta region and the fourth
in the Mainland. Manufacturing industry contributed
over 46% (RMB522.8 billion) to the municipal GDP and
service industries accounted for around 53% of the city’s
economic growth, of which 13.6% was contributed by its
financial sector (PBoC, 2011b).»

Powered by a strong export-oriented manufacturing
industry, Shenzhen is now a point of reference for SMEs
that are seeking business opportunities and capital. The

central government is encouraging Shenzhen to be the

financial centre for SMEs and innovative start-ups. It
made this clear with the opening of the SME Board on
the SZSE in June 2004 and the ChiNext Board in October
2009. The establishment of the SME Board was a defining
moment for Shenzhen’s capital market, considering that
the applications for new IPO issuances on the SZSE Main
Board* had been suspended for the previous four years.”
This was also intended to provide SMEs with better access
to capital resources via the primary capital market, in
particular the equity market, reducing their dependence
on commercial banks as the only means of corporate
financing,” and ultimately to develop a multi-tier financial
system — which is not only composed of banks - to create
diversified financing channels for the domestic economy.
Thus the SME Board has made available vital resources for
SMEs while also reviving the market activity of the entire
SZSE. The ChiNext Board specifically facilitates fund-
raising for start-up enterprises. The goal is to expand as the
next Nasdaq-style board with equivalent importance for
Chinese companies to the Main Board, where major SOEs
and large financial institutions and enterprises are listed.
Since its inception, ChiNext has grown strongly, with
117 IPOs in 2010, raising US$14.6 billion in total. As
shown in Figure 7, the SME Board remains the most
important of the SZSE boards with the highest numbers
of IPOs, while all the SZSE boards show a clear prefer-
ence for the manufacturing industry. However, its future
is uncertain. Guo Shuqing, appointed Chairman of the
CSRC in October 2011, announced that securities regula-
tion on stock issuance and delisting would be introduced
within the next five years and meanwhile, in a bid to
encourage standard industry practice in China’s equity
market, tougher legal penalties would be imposed for

deliberate illegal speculation.

20 PBoC's data on China's domestic GDP are organized according to three levels — municipal, provincial and regional. For the municipal level, financial data on

the four Chinese direct municipalities (Beijing, Shanghai, Tianjing and Chongqging) and Shenzhen are available from PBoC publications. Provincial statistics

provide the aggregated data for the 31 provinces in mainland China, and regional reports cover a much broader geographical area, offering aggregated data

on, for example, the Pearl River Delta region and Yangtze River Delta region.

21 China's equity market comprises the SSE and SZSE Main Board markets, SME Board market, ChiNext market and OTC market. The Main Board was
originally established for the reform of state-owned enterprises and later expanded to serve the real economy. Over the past two decades, the Main Board

markets have become the vital financing channel for major enterprises.

22 In September 2000, IPO activity in Shenzhen Stock Exchange was suspended as the Chinese government decided to merge its bourses into a single

exchange in Shanghai and prepared to launch a second board in Shenzhen for private and technology companies.

23 In the Mainland market, direct credit from commercial banks is the major channel for SMEs to finance business. However, with their strong lending

preference for SOEs (which are regarded as much creditworthy), commercial banks tend to impose stricter conditions for providing credits to SMEs.

Owing to these banks’ market dominance, it is generally very difficult for Mainland’s SMEs to acquire adequate capital resources through them.
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Figure 7: Number of SZSE-listed companies by board and sector
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Source: SZSE, 2011.

In Shenzhen, the financial sector contributed about
13% of the local (municipal) GDP in 2011, slightly lower
than that of Hong Kong at 15%.* This is quite remarkable
considering that apart from the SZSE, Shenzhen does
not have any other exchange (such as a commodity or
futures exchange) of national significance that would help
attract financial activities to the city. In addition Hong
Kong absorbs the bulk of capital from the Mainland and
overseas, and has distinct advantages such as the most
liquid financial markets, an advanced legal system and
world-class financial talent.

The only other centre that can compete with Shenzhen
in serving the SME market is Taipei. This has rich experi-

ence in addressing SMEs’ financial needs at their different

stages of growth, and a broader SME customer profile
across the Asia region, not just across mainland China
(APEC, 2003).

Nevertheless, the ongoing financial reform and RMB
internationalization strategy have been providing new
opportunities for Shenzhen. The newly proposed scheme
allows Qianhai region autonomy in setting preferential
policies to attract financial institutions and to act as the
experimental region for cross-border RMB transactions.
Though the details of the proposal are unclear, Beijing
hinted at the possibility of a low tax regime and free convert-
ibility of the RMB in Qianhai. In addition, it has repeatedly
emphasized the importance of Qianhai’s role in the process

of setting up a cross-border RMB settlement scheme.

24 In London, the world's leading financial centre, the financial sector contributed 10% of the local GDP in 2011.
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3. Beyond Borders:
Hong Kong and Taipei

3.1 Internationalization of the RMB

The integration of financial centres in Greater China is an
important step in Beijing’s strategy to develop the Mainland’s
financial system and to expand the country’s economic and
financial influence beyond its national borders towards its
financial periphery. In doing so, China will directly shape
the future of Hong Kong’s financial sector, and to some
extent, and indirectly, also that of Taipei. Consequently,
cooperation and coordination among the financial centres
in Greater China are expected to grow as mainland China
strengthens its presence in the regional financial network.
The scope and pace of financial reforms, both domestic and

international, set by Beijing will ultimately determine the

exact nature of this process of integration. The RMB and its
internationalization lie at the heart of this process.

China’s strategy of internationalizing the RMB without
fully opening its capital account is proceeding along
two parallel tracks. The first track aims to increase the
regional use of the RMB, with policies focused on its use
as a currency for invoicing cross-border trade. The second
track aims to develop Hong Kong as an offshore RMB
centre, with policies focused on providing instruments
for hedging the currency risk and making RMB holdings
more attractive to non-residents (Subacchi, 2010). This
two-track strategy is likely to draw the financial centres in
Greater China into the Mainland’s financial sphere and will
bind them together as the RMB and the RMB-denominated
assets become more sought out in the region.

This is already evident in the rapidly evolving relation-
ship between Hong Kong and Shanghai. On the one hand,
Hong Kong, the main offshore centre for the Chinese
currency, is increasingly dependent on China’s RMB inter-
nationalization policies for future opportunities (Figure 8).
On the other hand, as Shanghai, the main onshore centre
for RMB, aims to develop into an IFC over the next decade
it will gradually gain greater significance in the inter-
national RMB market. These developments suggest that
over time Hong Kong and Shanghai are expected to forge
deeper financial ties and converge in terms of the services

offered to market players.

Figure 8: Milestones of offshore RMB liberalization
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Figure 9: RMB deposits in Hong Kong
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Hong Kong remains the most important centre in China’s
RMB internationalization strategy and the RMB market in
the city has come long way since July 2009 when the pilot
scheme for RMB cross-border settlement was announced.
The introduction of new policy measures — the expansion of
cross-border settlement to twenty new provinces and permis-

sion for offshore institutions to open RMB settlement accounts

- in mid-2010 led to a strong growth of RMB deposits in
Hong Kong (Figure 9). The even stronger growth of the
RMB-denominated bonds issued — the so-called dim sum
bonds* -

Kong, as well as the introduction of the RMB Qualified Foreign

and the rising significance of RMB IPOs in Hong

Institutional Investors (RQFII) scheme (Box 5), are fuelling the
growth of the RMB offshore market, as indicated in Figure 10.

Figure 10: Growing RMB offshore bond market
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25 These RMB-denominated bonds issued in the offshore market are called ‘dim sum bonds. The other type of RMB bond is called a Panda Bond. These are RMB-

denominated bonds issued by non-Chinese institutions and sold in mainland China’s onshore interbank bond market. See Chapter 4 for more discussion of this topic.
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Though RMB-denominated bonds issuance has been
operational in Hong Kong since 2007, it was not until
August 2010 that the first foreign private company,
McDonald’s, issued RMB bonds, attracting significant
attention from the international investor community.*
Previously the Chinese government had only allowed
financial entities incorporated in the Mainland to issue
such bonds in Hong Kong. The growth of the RMB
offshore bond market in Hong Kong has been very strong
(Figure 10). In 2011, 84 financial institutions and corpo-
rates issued US$14 billion worth of dim sum bonds in
Hong Kong, triple the amount in 2010 (US$5.4 billion),
and six times the level in 2009 (US$2.3 billion). By the end
of 2011, RMB-denominated bonds represented 51.6% of
Hong Kong’s bond market.

The equity market is another area of expansion for
RMB-denominated securities. The first RMB IPO was
in April 2011 when the Beijing-based Hui Xian real-
estate investment trust raised up to RMBI11.2 billion
(US$1.7 billion) in Hong Kong. The RMB listing of the
REIT (Real Estate Investment Trust) was a critical step that
consolidates Hong Kong’s market status as the first and
most important RMB offshore centre.

There are at least three main competitive advan-
tages that give reason to believe that the market for
RMB-denominated products will flourish in Hong Kong.
First, the city has the technical and operational capa-
bilities to deal with trading and clearing businesses of
RMB products. Secondly, there is growing and positive
market demand for RMB-denominated products in Hong
Kong. Partly because of expectations of the yuan’s appre-
ciation and partly owing to the growing profitability of
RMB-denominated products, the market has so far reacted
extremely positively to the issuance of dim sum bonds. In
particular, it welcomed the announcement of exclusive
RMB repatriation schemes to be sited in Hong Kong, made
immediately after Vice Premier Li’s visit to Hong Kong in
August 2011. Finally, the city offers ample RMB liquidity
because of its huge deposits (Figure 9). Hong Kong is
so far arguably the only RMB offshore centre where the

three elements of RMB trade settlement, RMB financing
and RMB wealth management have reinforced its market
status as the foremost RMB offshore centre (Yue, 2011).
More recently, the RQFII scheme (Box 5) was intro-
duced as a means of repatriating a portion of the accu-
mulated offshore RMB (CNH)?¥ back to Mainland capital
markets. The scheme permits registered foreign investors
to invest in the Chinese securities markets by using RMB
raised from offshore, with an initial limit of RMB20
billion (US$3.1 billion) in total as the maximum volume.
More importantly, the RQFII scheme is the first channel
that allows smooth circulation of the RMB between the
offshore market in Hong Kong and the Mainland. This
scheme provides incentives for foreign investors to hold on
to CNH as they can access the onshore RMB market. The
scheme also promotes the innovation and development
of Hong Kong’s offshore RMB financial products while

turning the city into a gateway to mainland China.

Box 5: RMB Qualified Foreign Institutional
Investors (RQFII)

Introduced in August 2011, the RMB Qualified
Foreign Institutional Investors (RQFII) scheme allows
foreign investors to invest RMB raised in offshore
centres into the Mainland; 80% of the funds brought
into mainland China under the scheme must be
invested in the bond market. The first batch of
licences has been allocated to Hong Kong branches

of Mainland companies.

The development of an offshore RMB market is expected
to cement Hong Kong’s position as the IFC for China in
the medium term as well as to draw it closer to Shanghai
through the gradual merging of the RMB onshore and
offshore markets. Measures to deepen ties between the
two stock exchanges are encouraged. In October 2008,
the Hong Kong Stock Exchange (HKEx) Information

Services Limited and SSE Infonet Limited (the information

26  In August 2010, McDonald’s Corporation issued an RMB corporate bond. This issuance is seen as an important milestone in the development of an

offshore RMB bond market and also a new channel for international companies seeking to raise capital.

27 CNH is the currency code given to the RMB traded on the offshore market in Hong Kong. The onshore-traded RMB is generally referred to as CNY.
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business subsidiaries of the HKEx and SSE) signed a
two-year agreement to support investors with an interest
in shares of issuers dual-listed in Hong Kong and Shanghai
by raising the transparency of the issuer in both markets.
The agreement, the Mainland Market Data Collaboration
Programme (HKEx Information Services Limited, 2010),
was renewed in November 2011 and is set to remain in
place until the end of 2013.

Furthermore, in January 2009 the Hong Kong Stock
Exchange and the Shanghai Stock Exchange signed a
Closer Cooperation Agreement, which was renewed in
January 2010. This agreement commits the two exchanges
to work even more closely together ‘towards the common
goals of meeting the domestic and international fund-
raising needs of Chinese enterprises for their continued
development, and contributing to the greater develop-
ment of Chinas economy’ (HKEx News Release, 2009). In
addition, the presence of Mainland companies in the HKEx
is significant in terms of the IPOs, market capitalization
and sheer number of listed companies. The cooperation
between the stock exchanges suggests that companies
would have advantages in expanding their exposure to
both markets. As already discussed, Shanghai serves the
national market, and companies would aim to list on the
SSE to be closer to domestic investors. The advantages of
listing in Hong Kong include its international exposure
and the great range of opportunities it offers to market
participants in terms of connectivity, quality of service and
diversification of products.

Although Shenzhen does not seem to have an evident role
in this story, recent developments suggest that the Chinese
authorities are exploring the possibility of allowing a cross-
border RMB lending scheme in Qianhai, a coastal region
geographically close to Hong Kong.*® Adopting the broad
philosophy of China’s economic reform process set out by
Deng Xiaoping - the initiation of pilot programmes in the
south China region before any major reform is implemented
nationwide — Qianhai is to be developed into an experi-

mental ground for further RMB cross-border development.

As for Taipei, it is less likely to become an RMB offshore
centre in the near future or play any significant role in the
RMB internationalization process. The primary obstacles
lie in the lack of policy cooperation that is necessary for
building an RMB offshore centre and linking it with the
RMB onshore. Although cross-strait cooperation and
business ties are growing, they are as yet far from strong
enough to support the establishment of another RMB
offshore centre in Taipei.

Integration between Taipei and the other financial
centres in the region seems confined to cross-strait
trading businesses. Financial cooperation between the
two markets is still in its infancy, at a stage where political
consensus plays a very dominant role in the process.
Yet as Beijing's RMB strategy unfolds, Taiwan would
embrace greater business opportunities in the area of
cross-strait financial cooperation as well as in trade. For
instance, Taiwanese banks would be able to expand their
offshore banking business (or so called OBU - Offshore
Banking Unit) in the Mainland market, enjoying exclusive
benefits to provide Taiwanese firms with the local currency
(RMB) services. Nevertheless, further financial integration
between the two markets is still constrained by cross-strait

political dialogue.

3.2 Hong Kong: springboard for the
Mainland and gateway for the RMB

Hong Kong, as noted, has an internationally integrated
financial sector and a sound regulatory framework that
make it one of the world’s leading international financial
centres. Under the influence of the British rule, the city was
able to develop as a financial centre for two main reasons.
First, it adopted a regulatory system based on the rule of
law that is reflected in the current financial institutional
environment. Secondly, following the Anglo-Saxon model,
Hong Kong embraced an open market regime character-

ized by the free movement of people, goods, services and

28 On 12 April 2012, a set of measures including the pilot reform programmes in bond, private equity and RMB cross-border lending schemes were approved

by Shenzhen'’s local authorities. Although detailed policies are yet to be clarified, media reports on the ‘Project Qianhai’ zone reveal several measures to be

taken in 2012, including: 1) preferential policies for foreign firms to establish global settlement centres in the Qianhai Zone; 2) the legalization of direct

yuan lending business between onshore and offshore markets.
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capital. These factors make Hong Kong similar to London
and New York, whose open environment to trade and
investment was an indispensable condition for their devel-
opment into global centres.

A government report (Hong Kong Information Services
Department, 2011) describes the performance and the
international dimension of the city by looking at its
banking sector. At the end of July 2010, Hong Kong
counted 146 licensed banks, 22 restricted-licence banks
and 27 deposit-taking companies, together with 70 local
representative offices of foreign banking institutions.”
These institutions come from 34 countries and include 70
of the world’s largest 100 banks. However, the attractiveness
of Hong Kong for international investors is not limited to
the banking sector, but comes from having deep financial
markets. For example, the foreign exchange market, which
has been supported by the absence of exchange controls

and its favourable location in terms of its time-zone, is a

Box 6: Regulatory evolution in Hong Kong

well-established market. Moreover, not only does the Hong
Kong stock market rank as the sixth largest in the world
(as of end 2011), but its bond market has also developed as
one of the most liquid in the region. The city is also a major
asset and portfolio management centre in Asia, offering a
wide range of services (including unit trusts, mutual funds
and institutional fund management) to overseas investors
willing to explore opportunities in the region.

Since the handover of Hong Kong to mainland China in
1997, the Hong Kong SAR has maintained its high degree
of autonomy in developing its economic system under
the Basic Law,* a different legal system from that of the
Mainland. However, as it is part of China, it is impossible
to analyse Hong Kong’s status as an IFC without consid-
ering the nature and evolution of its relationship with the
Mainland. In the past, commercial activities were essential
to Hong Kong’s prosperity, as it was the only port linking
the Mainland and the West, particularly at the beginning

Under the British administration, Hong Kong built an institutional and regulatory architecture based on English
Common Law. Since the 1960s, its financial sector has undergone several reforms that culminated in the
establishment of a prudential supervisory authority to support financial stability. The institution in charge of monitoring
this system is the Hong Kong Monetary Authority, founded in 1993.

Another important supervisory body for the securities, futures and equity markets is the Security and Futures
Commission (SFC), an independent non-governmental body created in 1989 in response to the stock market
crash of 1987 and further improved after the Asian financial crisis in 1997. The SFC's goal is to create a secure
business environment for financial transactions, where investors will feel comfortable in following the decision-making
processes of financial institutions and more willing to take advantage of the financial services offered by Hong
Kong. A transparent financial environment is known to build trust among market players and can result in a relevant
competitive advantage for the financial centre itself.

Linked to the regulatory regime, the tax policy in Hong Kong is another element in its success as a financial centre.
Low taxes attract capital and professionals, from all over the world. In recent years the largest group of professionals
relocating to Hong Kong has been from mainland China. Hong Kong offers a competitive individual income tax rate
capped at 17%, compared with the 45% rate in the Mainland. Hong Kong's low tax rate also makes it a preferred

option for personnel looking to locate in the Greater China region.

29 Hong Kong maintains a three-tier system of deposit-taking institutions, including licensed banks, restricted-licence banks and deposit-taking companies.
The first may operate current and savings accounts and accept deposits of any size and maturity from the public. Restricted-licence banks are principally
engaged in commercial banking and capital market activities. Deposit-taking companies are mostly owned by or associated with banks and engage in a
range of specialized activities. All three types are known as authorized institutions.

30 For detailed information on Hong Kong's economic history, see Schenk (2008).
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of the colonial period and during the planned economy
in the Mao era (Schenk, 2008). In 2003, Hong Kong and
the Mainland signed the Closer Economic Partnership
Agreement (CEPA), aimed at promoting trade and invest-
ment by progressively reducing or eliminating tariffs and
non-tariff barriers on virtually all reciprocal trade in
goods. Liberalization of trade in services followed, through
the reduction or elimination of virtually all discrimina-
tory measures, resulting in greatly facilitated trade and
investment opportunities. Its links with the Mainland also
enabled Hong Kong to become the investment gateway
into and out of China. The consequences for Hong Kong’s
financial sector have been very positive. Indeed, after the
opening of the investment regime in mainland China in
the 1990s, and since the introduction of the ‘Go Global
strategy, Hong Kong has become a major springboard for
business from the Mainland (Brown and Steel, 2010).

The importance of the relationship between Hong
Kong and Beijing is reflected in the structure of the
HKEx. In terms of listed companies this includes
domestic and foreign listings plus two types of Chinese-
controlled shares: ‘H-shares’ and ‘Red-chips,* introduced
for Chinese companies with Mainland majority control
in order to overcome the infrastructural inadequacy
of the Mainland stock exchanges. Table 6 shows the
‘mainland China dimension’ as at August 2011. H-shares

and Red-chips together form a high proportion of

the total market capitalization (40.43%). Approximately
40% of companies listed on the HKEx are Mainland
companies. The importance of Mainland companies is
even more evident in Table 7, which shows the major
IPOs in the history of the HKEx: China’s four big state-
owned banks appear in the top ten. Hong Kong receives
very high volumes of business from Mainland companies
listed in the HKEx; at the same time, companies in the
Mainland gain exposure to international capital markets
and foreign investors by listing in Hong Kong.

Hong Kong’s financial links to Beijing are becoming
even more significant owing to its role in the RMB
offshore market. As an already well-developed IFC, it fits
into Beijing’s strategy as the springboard for the RMB to
become an international currency. Indeed, working closely
with Beijing, Hong Kong is now becoming recognized
for providing the most sophisticated RMB products and
services to the world. Its ability to exploit its financial
structure and respond to the demand for financial
services from Beijing to support the internationalization
of the Chinese currency constitutes a great competitive
advantage for the city. Vice Premier Li’s visit in August
2011 reconfirmed Beijing’s firm will and policy support
to establish Hong Kong’s position as the most prominent
RMB offshore market. The internationalization of the
RMB is the principal policy that will shape the future of

Hong Kong as an international financial centre.

Table 6: Mainland companies’ market presence in the HKEx

market capitalization

(HKD, billions) 2011 end 2010 end No. of 2011 end 2010 end
Market capitalization of H-shares 410127 5,230.48 Issuers of H-shares 168 163
Market capitalization of Red Chips 4,002,562 4,385.97 Issuers of Red-Chip stocks 107 102
Market capitalization of NHMPE 1,619.95 2,319.32 Issuers of NHMPE 365 327
Total market capitalization of Mainland 9,723.75 11,935.77 Total issuers of Mainland enterprises 640 592
enterprises

Mainland enterprises as % of total 55% 57% Mainland enterprises as % of total 43% 42%

market capitalization

Note: NHMPE refers to non-H-share Mainland private enterprises.
Sources: HKEx, Market Statistics 201 1.

31 H-shares come from Mainland-incorporated state-owned companies but are traded on the HKEx. Red-chip shares come from Mainland companies

incorporated outside the Mainland and listed in Hong Kong.
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Table 7: Top 10 largest IPOs in Hong Kong (1986 to end 2011)
Rank Company IPO funds raised Year listed
(HKD, billions)
1 AlA Group Ltd. 169.08 2010
2 Industrial and Commercial Bank of China Ltd. (H shares) 124.95 2006
3 Agricultural Bank of China Ltd. — H shares 93.62 2010
4 Bank of China Ltd. (H shares) 86.74 2006
5 Glencore International plc 7775 2011
6 China Construction Bank Corporation (H shares) 71.68 2005
7 China Unicom Ltd. 4361 2000
8 China CITIC Bank Corporation Ltd. (H shares) 32.92 2007
9 China Mobile Ltd. 32.67 1997
10 China Minsheng Banking Corp,, Ltd. (H shares) 31.23 2009
Sources: HKEx, Market Statistics 201 1.

3.3 Taipei: a niche regional centre

Centred in Taipei, Taiwan’s financial markets serve local
businesses, especially those engaged in high-tech manu-
facturing activities. As shown in Figure 11, this is reflected
in the activities of the Taipei Stock Exchange Corporation
(TSEC). The sectoral breakdown of listed companies
shows that it is dominated by technology-oriented SMEs.
This is partly because the TSEC, like the Shenzhen Stock
Exchange, offers preferential treatment to technology-
based companies. For example, high-tech start-ups
without track records but with a certain amount of paid-in
capital asset and projected net worth are allowed to list
on the market with no extra requirements. The focus on
high-tech SME businesses is definitely a source of compet-
itive advantage for Taipei to grow as a niche financial
centre. Even so, capital markets in Taiwan are likely to
remain small relative to other centres in Greater China.
Deep cross-strait trade links with mainland China
were established as a result of the Economic Cooperation
Framework Agreement (ECFA, see Box 7) signed in June
2010. This preferential trade agreement between Taiwan and
mainland China is regarded as the most significant accord

between them since 1949 and marks the start of a new phase

in cross-strait relations, but political differences remain. For
instance, although the agreement is expected to bring substan-
tial economic benefits for local companies, the political debate
in Taiwan often focuses on the dangers of becoming economi-
cally too dependent on the Mainland’s market. The fear is that
this might lead to a situation that could jeopardize Taiwan's
manufacturing sector and put Taipei in a ‘weaker’ position

vis-d-vis Beijing in setting its own economic strategy.”

Figure 11: Taiwan Stock Exchange listed
companies by sector
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Source: TSEC, 2010.

32 The Democratic Progressive Party (DPP) and other pro-independence groups believe that the ECFA is a cover for political unification with mainland China.
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Box 7: Cross-Strait Economic Cooperation Framework Agreement (ECFA)

The Cross-Strait Economic Cooperation Framework Agreement (ECFA) agreed by the Straits Exchange Foundation
and the Association for Relations Across the Taiwan Straits is intended to gradually reduce or eliminate barriers
to trade and investment between mainland China and Taiwan. It was initially called the Comprehensive Economic
Cooperation Agreement when proposed in early 2009 by Ma Ying-jeou, the President of the Republic of China
(Taiwan). But the agreement faced strong objections from the Taiwanese opposition, who thought the name was too
similar to the Closer Economic Partnership Arrangement (CEPA) signed between the Mainland and its two special

administrative regions, Hong Kong and Macau. The agreement, signed on 29 June 2010, hopes to:

e strengthen and advance economic, trade and investment cooperation between mainland China and Taiwan;
e promote further liberalization of reciprocal trade in goods and services and gradually establish fair, transparent
and facilitative investment and investment protection mechanisms;

e expand areas of economic cooperation and establish a mutual cooperation mechanism.

In terms of trade in goods, the ECFA allows for a reduction in the Mainland tariffs on 539 Taiwanese products,
valued at 16.1% of Taiwan's exports, and lowers tariffs on 267 Chinese goods, accounting for 10.5% of the
Mainland’s exports by value. With regard to trade in services, the agreement allows for the establishment of branches
by Taiwanese banks in the Mainland if any such branch has been operational for more than a year and is profitable.

More importantly, branches will also be allowed to conduct RMB business for Taiwanese firms in mainland China.

Before signing the ECFA neither Taiwan nor mainland  addition, Taiwan, unlike Hong Kong or other advanced
China had allowed overseas banks to operate locally. Without =~ economies, still imposes controls over its capital account
sufficient financing support from home banks, the Taiwanese ~ and the convertibility of the Taiwanese dollar. Cross-border
firms in the Mainland often struggled to expand beyond  capital transactions between the two economies, both
their current market domain, which is mainly located in ~ with limited freedom of local currency convertibility, have

the Pearl River Delta and Yangtze River Delta regions. In  therefore resulted in increased costs and inefficiencies.

Table 8: Cross-strait financial cooperation

Date Event

2009 April 26 Association for Relations Across the Taiwan Straits (ARATS) and the Straits Exchange Foundation (SEF) signed the
'Cross-Strait Financial Cooperation Agreement' and reached a consensus on cross-strait financial supervision and monetary
cooperation.

2009 November16 China Banking Regulation Commission (CBRC) and Taiwan'’s Financial Supervisory Commission (FSC) signed MOU on
cross-strait interbank supervision.

2010 March 16 Taiwan announces guidelines for the MOU.

2010 June 29 Signing of Economic Cooperation Framework Agreement (ECFA).

2011 April CBRC and FSC jointly host the First Cross-Strait Summit on Banking Cooperation in Taipei.

2011 November 23 CBRC and FSC hold Second Cross-Strait Summit on Banking Cooperation in Beijing.

Sources: CBRC, FSC, Chatham House.
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Table 9: Taiwan banks in mainland China

Company name Branch office location

Inception date
representative office

Upgrade approval date
branch office

Cathay United Bank Co. Shanghai
First Commercial Bank of Taiwan Shanghai
Land Bank of Taiwan Shanghai

Taiwan Cooperative Bank Suzhou (Jiangsu Province)

Hua Nan Commercial Bank Shenzhen

Chang Hwa Commercial Bank Kunshan (Jiangsu Province)

2002 May 2010 December
2003 March 2010 November
2003 April 2010 November

2002 November 2010 November

2002 November 2011 November

2002 November 2010 November

Sources: Wall Street Journal, Chatham House.

Table 10: Mainland banks in Taiwan

Company name Representative office location

Inception date
representative office

Upgrade approval date
branch office

Bank of China Taipei
Bank of Communication Taipei
China Merchants Bank Co. Taipei
China Construction Bank Taipei

2010 October N/A
2010 September 2011 December
2011 March N/7A

2011 March 2011 December

Sources: Wall Street Journal, Chatham House.

Some measures to foster cooperation in the
financial sector predate the ECFA. A Memorandum of
Understanding (MoU) on cross-strait interbank supervi-
sion was signed in the run-up to the ECFA. This removed
the barriers for banks on both sides to establish repre-
sentative offices and conduct cross-border local currency
business. In order to foster cross-strait cooperation in the
banking sector, after the ECFA was officially signed, both
sides’ regulatory commissions for the banking sector
agreed to jointly host a cross-strait banking summit every
six months in April and November on a one-year rotating
basis (Table 8).

The reopening of the cross-strait dialogue led to an
increase in business between the two sides. The high-
level political dialogues, in particular, significantly eased
the difficulties encountered by Taiwanese enterprises in

the Mainland. Likewise, Taiwanese banks operating in

the Mainland now enjoy the same benefits there as their
Mainland counterparts do in Taiwan. They are allowed
to practise local banking businesses and serve a broad
clientele. By the end of 2011, six Taiwanese banks had been
granted licences by the CBRC to establish branches, and
ten other banks have set up representative offices in the
Mainland (Tables 9 and 10).

The question for Taipei now is how to exploit this
rapprochement so as to bolster its position as a regional
financial centre. The economic interdependencies,
common cultural roots and privileged channel into the
Mainland all provide a strong foundation for Taiwan
to rebuild its financial sector. However, it will have
to pay close attention to Beijing’s reform policies and
strategies, in particular the process of RMB internation-
alization. Mainland China’s integration with the global

financial system provides Taipei with a new opportunity
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to redefine itself as a regional financial centre. It could  within the region itself. The Taiwanese government
utilize the current transition in the Mainland’s financial ~ should therefore proactively engage with the Mainland
markets to carve a niche role for itself. To this end, Taipei =~ and respond strategically to its policies in order to exploit

needs to understand and adapt to Beijing’s strategies  this opportunity to the full.
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4. From Banks to
Capital Markets

Financial reforms in mainland China are ultimately
intended to create a more liquid and diversified financial
system where capital can be more efficiently channelled
through the banking sector and capital markets. Having
more channels for financial intermediation would improve
capital allocation and provide more options to investors.
A deep and efficient capital market would support China’s
next stage of economic development and contribute to
domestic rebalancing between the banking sector and
capital markets. Recent policy measures, in particular

the Fourth National Financial Work Conference, have

reaffirmed Beijing’s will to gradually liberalize China’s
financial sector and transfer some power from the banking

system to the capital market.

4.1 The ‘all-mighty’ banks

The banking sector is at the core of the financial system
in mainland China. The challenge for the authorities is to
reform it and make it more market-driven, while leaving
room for the capital market to develop. In contrast to its
manufacturing industry, which is ‘capable of meeting the
demands of the world’s most sophisticated markets and
open to intense on-shore competition’ (Goodstadt, 2012: 2)
from foreign enterprises, the banking industry in mainland
China lacks a competitive market structure and noteworthy
foreign participation. Even though banking reform has
been a well-known priority for the Chinese government
for over two decades, China has not yet been able to create
a market-driven banking sector and adopt international
standards and regulations. More importantly, the country’s
banks are still saddled with welfare goals, which put
political objectives instead of profit maximization as their

business priority (Hale and Long, 2010). Consequently, the

Box 8: The banking sector in China

The banks in China, currently classified into five categories — commercial banks (including the so-called Big Four
commercial banks); policy banks and China Development Bank; China Postal Savings Banks; cooperative financial
institutions; and new-type rural financial institutions — remain the primary source of capital for local businesses
and enterprises, and account for the bulk of capital resources in the country. At the end of 2010, total assets in
the sector stood at RMB95.2 trillion (US$14.2 trillion), making it the third largest banking sector in the world by
assets.

The banking structure in the country is characterized by the dominant state-owned banks and a few foreign
institutions. Given their size and the continued support from Beijing that they enjoy, the state-owned banks play a
major role not only in the domestic banking sector but also in China's whole financial system. Commercial banks
account for nearly 80% of the total assets in China's banking sector. By contrast, the three policy banks, which
specialize in lending to national infrastructure projects, export and import business from SOEs and economic
development in the agricultural sector, account for just 8% of assets (Figure 12). Among the commercial banks,
nearly 85% of the total assets are held by the large commercial banks and the joint-stock commercial banks, whereas
foreign banks hold a mere 2.5%. Moreover, as shown in Table 11, since the onset of the global financial crisis, the

large Chinese commercial banks now figure among the global top ten banks by pre-tax profit.
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Figure 12: Banking structure in mainland China by % of total banking assets
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Table 11: Global top 10 banks by pre-tax profit, 2007-2010
2007 Bank Country $US million 2008 Bank Country $US million
1 Bank of America USA 31,973 1 ICBC China 21,260

2  Citigroup USA 29,639 2 CCB China 17520

3 HSBC Holdings UK 22,086 3 Banco Santander Spain 15,825

4 JP Morgan Chase & Co USA 19,886 4  BOC China 12,620

5 Royal Bank of Scotland UK 18,033 5 BBVA Spain 9,640

6  Crédit Agricole France 14,060 6  HSBC Holdings UK 9,307

7 Barclays Bank UK 14,009 7  Barclays Bank UK 8,859

8 BNP Paribas France 13,921 8 ABC China 7,659

9 Mitsubishi URJ Financial Group Japan 12,824 9 UniCredit Italy 6,952

10 Wells Fargo & Co. USA 12,745 10 Royal Bank of Canada Canada 6,077
2009 Bank Country $US million 2010 Bank Country $US million

1 ICBC China 24,494 1 ICBC China 32,528

2 CCB China 20,316 2 CCB China 26,448

3 Goldman Sachs USA 19,826 3 JP Morgan Chase & Co USA 24,859

4 Barclays Bank UK 18,869 4  BOC China 21,463

5  Wells Fargo & Co USA 17,606 5  HSBC Holdings UK 19,037

6 Banco Santander Spain 16,951 6  Wells Fargo & Co USA 18,700

7 BOC China 16,319 7  ABC China 18,230

8  JP Morgan Chase & Co USA 16,143 8 BNP Paribas France 17,406

9 BNP Paribas France 12,292 9  Banco Santander Spain 16,079

10 [tau Unibanco Holding SA Brazil 11,521 10  Goldman Sachs USA 12,892
Source: The Banker, 2011.
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government has allowed the inefficiencies in the system
to continue despite the ‘multiple rounds of reforms to
help transform the old financial institutions into authentic
commercial banks’ since the 1990s (Goodstadt, 2012: 2).
Recent developments suggest that the reform process
is still in progress, and new targets have been set.
According to the 12th Five-Year Plan, the government’s
goal is to complete the commercialization of its three
policy banks by 2015. Meanwhile, commercial banks
will face increased market competition from small and
medium-sized domestic financial institutions, as they
will no longer be able to benefit from the fixed interest
rate spread between the deposit and lending rate that is
currently determined by the government. Finally, with
Beijing’s ‘Go Global’ strategy, large commercial banks
will inevitably need to adopt international standards and
regulations and to develop business models to compete

on international markets.

Yet the banking sector will continue to dominate China’s
financial landscape in the medium term and the reform
process of creating a market-oriented banking sector that
meets international standards will be gradual. This partly
reflects the implicit acknowledgment by the national
authorities that in the medium term the financial sector

will continue to bear the burden of welfare goals.

4.2 Capital markets in Greater China: the
equity market

In Greater China, as in many other economies in the region,
development of the financial sector has lagged behind the
performance of its real economy® This is evident from
the size of its equity markets, a proxy for the size of its
capital markets. Market capitalization figures for Shanghai

(45%) and Shenzhen (22%) show a much lower level of

Table 12: Comparison of market capitalization and GDP
2008 2009 2010

Exchange/city Market GDP Market Market GDP Market Market GDP Market

capitalization capitalization capitalization capitalization capitalization capitalization

to GDP (%) to GDP (%) to GDP (%)

Hong Kong Hong Kong 1,329 217 612 2,305 211 1092 2,712 295 1205
Shanghai China 1,425 4,405 32 2,705 4912 55 2,717 6,039 45
Shenzhen  China 353 4,405 8 868 4912 18 1,312 6,039 22
Taipei Taiwan 357 392 91 641 379 169 817 467 175
Greater Greater 3,464 5,014 69 6,519 5,502 118 7,557 6,731 112
China total China
NYSE us 9,209 14,265 65 11,838 14,258 83 13,394 14,660 91
NASDAQ us 2,249 14,265 16 3,239 14,258 23 3,889 14,660 27
NYSE+ us 11,458 14,265 81 15,077 14,258 106 17,283 14,660 118
NASDAQ
Total
London UK 1,868 2,340 80 2,796 2,255 124 3,613 2,267 159
Sources: World Federation of Exchanges 2011, Chatham House.

33 In Asia, broadly, the development of capital markets is a recent phenomenon that has taken different paths and evolved at different speeds in different
countries. However, it is clear that in many Asian economies during the 10 years after the Asian financial crisis, financial-sector development has lagged
behind the performance of their real economy (Madhur, 2008). The financial sector is still dominated by banks in most countries, and capital markets,
especially bond markets, remain less developed. For detailed discussions on the evolution of capital markets in Asia, see Ghosh (2006), IMF (2006),
Nakagawa (2007), Goswami and Sharma (2011) and BIS (2012).
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capitalization as a share of China’s GDP than other financial
centres in the region, let alone international financial centres
such as London and New York (see Table 12). However,
Hong Kong, comparable to Shanghai in terms of absolute
market capitalization, remains an outlier with a high ratio
to GDP. This anomaly is partly explained by the influence of
the Mainland in Hong Kong’s equity markets. But as China
gradually integrates with the rest of the world, the potential
for both Shanghai and Shenzhen to expand their stock
markets, and by implication their capital markets, is actually
higher than that of Hong Kong.

At 91%, New YorK’s market capitalization-to-GDP ratio
shows that a country with a large economy should be
able to develop an equity market whose value is almost
equivalent to that of its domestic economy. Moreover, the
size of New YorK’s stock exchange provides a benchmark
for Shanghai’s potential development. The projections of
market capitalization to GDP ratio over the next five years
(Figure 13) suggest that if the consistent and strong growth
in market capitalization in Shanghai between 2000 and
2010 continues, the city’s potential as a financial centre

over the next decade is very high.*

Hong Kong, despite having a longer history of well-
developed equity markets, shows a strong positive
growth trend (mainly owing to the presence of Mainland
companies), but it is not comparable to that of Shanghai.
If the Hong Kong market capitalization is weighted with
the total Chinese GDP (including Hong Kong GDP),
its ratio to GDP drops from 1205% (Table 12) in 2010
to 46% (Figure 13). Figure 13 suggests that Hong Kong,
being part of China but not as plugged in to the Chinese
economy as Shanghai, will not quite achieve the level of
capitalization of the other two leading IFCs, New York and
London. It benefits from being part of the Mainland’s ‘Go
Global strategy, with its equity markets strengthened by
some big Mainland companies double-listing on the SSE
and the HKEx. However, it is hard to say that the double-
listing strategy will guarantee Hong Kong an advantage in
tackling the Mainland’s domestic market, where local busi-
nesses may still find Shanghai more convenient as their
main point of reference. Competitive advantages for Hong
Kong’s capital market are more likely to come, as already
argued, from the offshore RMB market and the issuance of

RMB-denominated financial products.

Figure 13: Market capitalization/GDP projections (NYSE, SSE, HKEx)

Total China GDP  [lUS GDP === NYSE Market Cap/GDP (RHS)

20,000 - - 140
120
15,000 4 r
L 100
é 80
3 10,0001
?
2 60
5,000+ [40
l ‘ -
EEEEDR N i

o o @ P o

Note: The figure uses GDP at current prices.
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34 The GDP projections are taken from the IMF's World Economic Outlook, whereas the market capitalization has been projected using the average growth

rate for the 10-year period 200010, based on WFE data.
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Table 13: 2010 Global IPOS, by stock exchanges

Top 10 by number of deals Top 10 by capital raised
Exchange No. of deals % of global total Exchange Capital raised % of global total

(USD, million)

Shenzhen* 321 23.0 Hong Kong 57383 202
Sydney 92 6.6 Shenzhen* 44,295 15.6
Hong Kong 87 6.2 New York 34,717 12.2
New York 82 59 Shanghai 27879 9.8
NASDAQ 76 556 Tokyo 14,268 5.0
Warsaw — New Connect 71 5.1 London 8,861 3.1
Bombay 62 4.4 NASDAQ 8,726 3.1
KOSDAQ 56 4.0 Bombay 8304 29
Toronto Venture 42 3.0 Australia 7905 2.8
London AIM 40 29 Korea 7750 2.7
All other exchanges 464 33.4 All other exchanges 64,5606 22.7
*Shenzhen Stock Exchange includes listings on Mainboard (SME) and ChiNext.
Sources: Dealogic, Thomson Financial, Ernst & Young, Global IPO Trends 2010.

Over the last twenty years, since the opening of the
Shanghai and Shenzhen Stock Exchanges, the equity
market has become increasingly relevant in providing an
alternative source of capital for local businesses. The SSE
has expanded remarkably since it was reopened in 1990.%
The main challenge then was to rebuild the whole infra-
structure and regulatory system, which was outdated
and inadequate for Chinas growing economy. Today,
the activity of the SSE is also becoming more relevant
at an international level; it is now ranked 4th in the top
financial centres by capital raised in 2010 (Table 13).
Also, according to a recent KPMG study (2011), the mix
of investors is becoming more diversified, showing that
equity markets are evolving into a more appealing desti-
nation for investments. Institutional investors (such as
pension funds, investment funds, insurance companies
and corporate investors) are overtaking retail investors

and looking to increase their allocations in the Chinese

equity market. By the end of 2010, institutional investors
owned about 60% of China’s tradable shares by value
(KPMG, 2011).

However, foreign companies are not allowed to list on
the SSE and non-resident investors are allowed to buy
stocks only through controlled channels (B-Shares). These
restrictions limit the expansion of the SSE and Shanghai’s
appeal as an attractive business environment for foreign
investors, and hence its international dimension. In
addition, the regulatory authorities remain very cautious
about excessive deregulation of the equity market. Tight
controls over trading operations and limited innovation
in financial products are currently still the main policy
stance. It will take time for mainland China to reach the
level of development of the Hong Kong or even Taipei
equity markets — despite the latter’s small relative size on
the global financial markets, it has still achieved a good

level of capitalization.*

35 In his paper ‘Shanghai and Hong Kong as International Financial Centres: Historical Perspective and Contemporary Analysis' (2003) Y.C. Jao asserts: ‘From

1949 to 1979, the Chinese Government pursued what can only be described as “financial repression™: foreign banks and financial institutions were in effect

driven out of China; private Chinese banks were first reorganized into ‘joint public-private banks’ and later nationalized by merging them with the PBoC;

other non-bank financial institutions were either nationalized or closed; all financial markets, such as securities markets, forex markets, inter-bank market,

gold and silver markets etc were closed!

36 By the end of 2011, Taipei's market capitalization was US$635.5 billion. Its market capitalization-to-GDP ratio in 2010 was around 175% (see Table 12).
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The central government aims to develop Shenzhen
as a financial centre to serve SMEs that are deprived of
credit relative to large state-owned enterprises. As already
discussed in section 2.3, one of Shenzhen’s main features
as a financial centre is its focus on local SMEs operating
in the manufacturing and high-tech industries. Given the
dominance of the policy banks that favour large state-
owned enterprises and an underdeveloped equity market
in the Mainland, the creation of a multi-tier structure
for the SZSE is an important step towards the opening
of equity markets to a broader set of participants, and in
turn develops it as another pillar in the Chinese financial

system.

4.3 Developing the bond market

Developing the bond market is another priority for the
national authorities in their attempt to reduce reliance on
the banking sector. Efforts to open up mainland China’s
interbank market have become visible in recent years.
Since 2010, international investors have been allowed to
enter Mainland’s interbank bond market. Government
bonds and corporate bonds are made available for foreign
central banks as part of their foreign exchange reserves
and for large-scale international financial institutions as
part of their global asset portfolios.

Recent developments in mainland China’s bond market

were driven by the RMB offshore bond market in Hong

Kong, which acted as the ‘bridge’ linking the Mainland to
Hong Kong. The availability and nature of debt products
issued in RMB in Hong Kong are strictly linked to the
convertibility of the Chinese currency. In the past few
years, Beijing’s main goal was to expand the bond market
beyond the national market with adequate restrictions on
capital flows. Crucial market reforms were implemented
as part of the ‘Go Global’ strategy, and Beijing chose Hong
Kong to become the first offshore market for bonds to be
issued in RMB.

According to Beijing’s strategy, the Chinese bond
market is expected to evolve in two ways: by increasing
market access for international investors to conduct
inward investments into the Mainland and by growing
RMB bond issuance in the offshore market in Hong
Kong. Within this framework, Shanghai could become
the onshore centre for the issuance of RMB Panda
Bonds by foreign governments and international insti-
tutions in the Mainland market.” Meanwhile, Hong
Kong will continue to grow as the major offshore RMB
bond market, generating great potential for it to expand,
provided Beijing’s policy support continues.

The main challenge that China is facing in devel-
oping its bond market is once again the dominance of
the banking system on the debt market. The interbank
market is currently the major trading platform for the
Mainland’s bond market, accounting for over 90% of
national bond issuance volume and trading volume
(Table 14).

Table 14: Fixed-income business in mainland China

Market Major securities Outstanding amount Regulatory institution
(RMB billion)
Interbank Bond Market Treasuries, Policy Financial Bonds, PBoC Bills, Financial Bonds, Enterprise 18,879 PBoC
Bonds, Medium-term notes, Commercial Paper Asset-backed Securities,
Bond forwards, Bond repurchases, Interest rate swaps
SSE and SZSE Treasuries, Enterprise Bonds, Corporate Bonds, Convertible Bonds, 288 CSRC
Bond Repurchases
OTC Bond Market Treasuries 172 CSRC

Sources: Chinabond, Chatham House.

37 As noted, Panda Bonds are RMB-denominated bonds issued by non-Chinese institutions and sold within mainland China.
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As shown in Figure 14, the banks in China play a triple
role as the key issuers of bonds, the largest investors
and the intermediary institutions in the bond market.
Only institutional investors are allowed to participate in
the interbank bond market, which is a wholesale quote-
driven market; for non-banking institutions or individual
investors tight restrictions are in place.”

There are three major bond issuers on the Chinese
market: the Ministry of Finance (MoF), the PBoC and
the three policy banks (including the China Development
Bank). Together these three institutions hold 78% of the
total issuance of bonds, with the majority being traded
on the interbank market. As policy banks do not have
commercial banking functions and are not allowed to hold
any private deposits,” bond issuance becomes the only way
for them to collect sufficient capital to accomplish their task.

On the investors’ side, large commercial banks are the major

players, benefiting from their evident market dominance
and from being the first authorized institutions to enter the
interbank market. Chinese commercial banks hold about
68% of the total outstanding bonds; the three major issuers
combined hold about 10%, fund managers approximately
7% and other market players 14.5%. Individual investors,
who are affected by regulatory limitations in accessing
the major bond markets, account for a mere 1%. Finally,
banks act as intermediary institutions with almost complete

control of the bond market itself.

4.4 Asset management

China’s asset management industry has also been consist-
ently promoted and guided by the government over the

past fifteen years. Immediately after the Asian financial

Figure 14: Bond market in mainland China
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38 In the interbank market, institutional investors include commercial banks, securities companies, trust and investment companies, finance companies affiliated

with corporations, insurance companies, fund management companies etc. For non-banking institutions, investors can only conduct transactions through

authorized agents (NAFMII, 2012).
39 See footnotes 9 and 10 in Chapter 1 above.
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crisis, when market conditions were highly unfavour-
able, the industry adopted the ‘Provisional Measures for
Securities Investment Fund Management promulgated
in November 1997 by the State Council, which provided
detailed regulations on the establishment of fund manage-
ment companies (FMCs). During its preliminary stage
in 1998, only five fund management companies were
approved by the CSRC to operate as closed-end funds. Each
fund at that time was assigned to a different commercial
bank as the qualified custodian. Though closely overseen
by the regulator, these five closed-end funds ushered in a
new era in China’s asset management industry.

However, apart from the government’s support in
providing a sound legal framework, the FMCs faced
extreme difficulties in building up their market reputa-
tion and finding efficient distribution channels outside the
banking sector. At that time, neither individual investors
nor Chinese banks were familiar with the concept of
FMCs, and investors lacked trust in the financial services
industry. Without the assistance of the Big Four, which
closely follow Beijing’s policy strategy, domestic FMCs
could not have survived in the market and gradually built
up their market share and presence to the current levels.

Despite their short history, FMCs have now become the
most representative institutional investors in China’s capital

markets, with 75% of the market share. Since the approval of

open-ended funds in 2001 and exchange traded funds (ETFs)
in 2004, a number of funds have been gradually developed
in China, covering stock funds, bond funds and currency
funds. The QFII Fund (see Chapter 2) is a unique type that
originated in the limitation of RMB currency convertibility.
Despite the entry restrictions for foreign FMCs, the financial
assets under management (AUM) grew rapidly. Excluding
the assets held by the QFII Fund, it is now a market worth
RMB2.13 trillion (US$320 billion) (CSRC, 2011).

Initially holding less than 1% of domestically issued
shares in 1997, the fund industry had about 60% of domes-
tically issued shares in 2011. In comparison, the Taiwan
fund industry took 20 years, and the US 25 years, to reach
the same level. In addition, led by the local FMCs, joint-
venture FMCs entered the market and quickly became
significant players along with the local FMCs. Nevertheless,
as noted earlier, China’s limited currency convertibility
means the market is dominated by domestic investors.
Aside from the authorities’ cautious attitude towards liber-
alizing capital inflows, in recent years Beijing has speeded
up approval procedures for QFII licences, in terms both of
licence numbers and of trading quotas (Figure 15).

For Mainland FMCs, Chinas equity market and real
estate markets are the two major investment markets. Fund
managers dealing with either conventional AUM or alterna-

tive assets™ therefore prefer to locate their business in places

Sources: CSRC, 2011 Annual Report.

Figure 15: Increasing QFll licensing and investment volume
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40 Conventional Assets Under Management (AUM) — pension funds, insurance funds and mutual funds; Alternative (Non-Conventional) Assets — sovereign

wealth funds, hedge funds, private equity and ETFs.
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From Banks to Capital Markets

Figure 16: Non-REIT fund management business in Hong Kong (HKD, billions)
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close to the main stock exchanges and to wealthy clients. In
this sense Shanghai is a favourite among fund management
companies. It is home to 31 of the 67 FMCs registered in the
Mainland - nearly 50% of the market (PBoC, 2011a).

With such a density of FMCs, Shanghai is set to become
a leading player in the wealth management industry.
Considering China’s plan to relax capital market entry for
international investors, its asset management industry still
has significant scope for growth. Domestically, it is expected
to witness greater diversification in its investor profile, with
domestic pension funds, insurance funds and international
FMCs gaining in importance. In addition, Chinese FMCs
are anticipated to step out of the local market.

In contrast to the Mainland, Hong Kong not only attracts
local and regional capital resources but also global capital

resources and high net wealth clients. Moreover, its fund

Box 9: Qualified Domestic Institutional Investors (QDII)

management industry is bigger and more international
and diversified. It continues to be a preferred location for
international investments (Figure 16). Of its total US$9,988
billion assets in the non-REIT fund management business
in 2010, 66% originated from non-Hong Kong investors.

In terms of the gradual opening-up of the capital market
in the Mainland, Hong Kong acts as a springboard to the
international market for Chinese funds. Four years after
the introduction of the QFII scheme, the Mainland’s FMCs
were first allowed to invest abroad through the Qualified
Domestic Institutional Investor (QDII) scheme in 2006
(Box 9). Though still limited in scale and legally accessible
overseas markets, the QDII investment overseas from the
Mainland will in the long run strengthen Hong Kong’s
position as the bridge between the Mainland market and

the global financial system.

The Qualified Domestic Institutional Investors (QDII) scheme is designed to allow domestic financial institutions

(including securities firms and insurance companies) which have been approved by CSRC to invest in offshore

markets using locally raised funds. Private firms and individual investors are allowed to access overseas markets

through Chinese banks. QDII can therefore be viewed as the reverse of QFIl. Although the scheme, officially

inaugurated in April 2006, is seen as means of diversifying investments, currently most QDII investments have

been made in Hong Kong. More importantly, the scheme has also lost some steam as a result of the global financial

crisis and the expected appreciation of the RMB.
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h. Conclusion

This report has considered Chinas financial reform
process and the consequent expansion of key financial
centres in the region at a critical juncture in the country’s
economic development. The analysis has emphasized the
significance of the coming decade in China’s financial
reform process and sheds light on the outlook for
financial centres and integration of financial systems in

the Greater China region in the medium term.

H.1 Outlook for the financial centres in
Greater China

The growth of the region’s four financial centres will be
influenced by the policy process decided in Beijing. In
fact, Beijing will set limits to the wider external use of the
RMB and determine the pace of the capital account liber-
alization, consequently shaping the development of these
financial centres. Looking ahead, Hong Kong is expected
to remain the international financial centre in the region
that could rival New York and London. This is not only
because of its well-developed regulatory system and its
reputation as the most liberalized financial centre in Asia
but also because of its unique competitive advantage over
London and New York, namely the ‘China dimension.
More importantly, despite concerns that the Mainland’s
authorities may expect Hong Kong to provide traction to

ultimately make Shanghai the largest RMB onshore IFC in

mainland China by 2020, Hong Kong has its own competi-
tive edge such as its legal system, abundant financial talent
and liberal market environment, which no policy decisions
can erode.

Shanghai is unlikely to be able to compete sufficiently
with Hong Kong to emerge as the international financial
centre in the region over the next few years. This situation
could radically change, however, with the convertibility
of the RMB and subsequent comprehensive liberalization
of Chinas capital account.”” Although there is no clear
timetable for this process, the State Council’s decision in
2009 to develop Shanghai as an international financial
centre by 2020 suggests that it expects both these policies
to be established by then. A convertible currency and an
open capital account will help Shanghai compete with Hong
Kong and other established international financial centres
to attract global capital. In the meantime close cooperation
between these two centres will enable Shanghai to benefit
from Hong Kong’s international exposure, and Hong Kong
will further benefit from growth in mainland China. In
addition, the size and growth of the real economy suggest
that the country can accommodate two major financial
centres. However, Shanghai remains the city chosen to be
the international financial centre in China in the longer
term. Finally, in terms of RMB-related business, Shanghai
would still be the only financial centre in Beijing’s strategy
intended to become the largest international financial
centre in the Greater China region.

Shenzhen and Taipei are expected to develop as regional
financial centres. On the one hand, Shenzhen presents a
strong case for developing as a regional financial centre
serving the growing number of domestic SMEs based
in the Guangdong region as well as from the Mainland
market, and the Mainland authorities are encouraging it
to grow by serving the domestic SMEs and start-ups in
need of capital other than through bank financing. By
opening the SME Board on the Shenzhen Stock Exchange
in June 2004 and the ChiNext Board in October 2009, the

authorities have made the direction of their policy evident.

41 In February 2012, the statistics department of the PBoC published a progress report on the liberalization of China's capital account, assessing the possibility

of accelerating the pace. The report took a positive outlook, implying that the economic benefits from greater capital account freedom would outweigh the

potential risks. It also delivered an agenda for gradual and sequential liberalization in the short term (1-3 years), medium term (3-5 years) and long term

(5-10 years) (PBoC, 2012).
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Taipei, on the other hand, is seeking greater access to the
Mainland through the ECFA in its attempts to rebuild itself
as a regional financial centre. Taipei’s focus on high-tech
SMEs in the Asia region offers it a competitive advantage
for targeting SMEs at a relatively advanced stage of growth
(compared with those in the Mainland). At present, the
capital markets in Taiwan remain small relative to other
centres in the region. Further cross-strait cooperation in
the financial sector would provide Taipei with new oppor-
tunities. Should the development trajectory of Shenzhen’s
SMEs model work well, similar opportunities could be
seized by Taipei to specialize as the financing centre for
high-tech manufacturing enterprises in the Asia region.
Nevertheless, to achieve this, it needs to strengthen its
Mainland dimension. This could potentially be done by
establishing itself as the next RMB offshore centre backed
by Beijing. It is thereby critical for Taipei to carve out a
niche role for itself in Beijing’s strategy.

China’s tremendous economic growth capacity, in terms
of both volume and rate, suggests that the country will
be quite capable of accommodating two major financial
centres (Shanghai and Hong Kong), both at interna-
tional level, and presumably also another two niche
centres (Shenzhen and Taipei). Taking the United States
as a benchmark economy; it is apparent that the financial
system in a large economy does not necessarily gravitate
towards a single financial centre. New York developed as
the international financial centre, while other cities such
as Chicago and San Francisco grew into regional financial
centres by serving the local economy or by specializing in
specific markets. The outlook for the four financial centres
suggests a similar scenario is likely to emerge in Greater
China.

5.2 Integration of the financial systems in
Greater China

Along with the development of the financial centres in
Greater China, the three financial systems in the region
- those of mainland China, Hong Kong and Taiwan - are
expected to undergo a certain degree of integration over

the next ten years. The development of Hong Kong as an

RMB offshore centre has reinforced the financial linkages
with the Mainland, and is set to continue, leading to
more systemic integration. Within this framework, closer
cooperation and coordination among Shanghai, Hong
Kong and Shenzhen is expected to develop gradually.
It is technically and politically feasible to form a multi-
tiered trading platform as well as a broader equity market
in the Greater China region. Such trends are illustrated
by the closer cooperation among the three exchange
houses discussed in this report. Meanwhile, a currency
repatriation scheme, bridging the RMB onshore and
offshore market, is also shaping up between Shanghai and
Hong Kong.

The interaction among the three financial systems covers
two main themes, China’s domestic financial reform and
internationalization of the RMB. As discussed in Chapter
1, China still has much to do to catch up to consolidate its
domestic financial depth, and the three financial centres,
Shanghai, Hong Kong and Shenzhen, sharing the same
currency periphery, will play essential roles in this process.
To establish broader and deeper capital markets (both
equity and bond markets), a nationwide trading platform
underpinned by the three cities is required. Domestically,
China needs to deepen its financial services for SMEs.
With its specialization in the SMEs market, Shenzhen
could once again become a market pioneer in leading this
reform. Unlike in the economic liberalization of the 1980s,
Hong Kong could cooperate with Shenzhen to promote
market-oriented reform in the Pearl River Delta region.
At the same time, the other theme of RMB internation-
alization will help form closer links between Shanghai
and Hong Kong, with one being the largest onshore RMB
centre and the other the first offshore centre. Within this
expanding RMB business, Shenzhen, though playing a
relatively less important role because of the limited size of
its local financial market, will become the testing ground
in preparation for the opening of greater direct capital
channels between these two major cities.

However, cross-strait cooperation in the financial sector
presents a less compelling case for systemic integra-
tion between Taipei and the Mainland. Recent dialogues
between the central banks from the two sides have in

fact been driven by an improvement in the political
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environment, and the adoption of the ECFA in June 2010.
Despite considerable systemic and regulatory similarities
between the Mainland and Taiwan, the cross-strait rela-
tionship would be the key determinant of further inte-
gration in the financial sector, particularly the banking
industry. There are lingering concerns regarding the
political environment, but the re-election of Ma Ying-jeou
as Taiwan’s president points to the likelihood of greater
cross-strait financial cooperation in the near term.

From Beijing’s point of view, the degree of cooperation
among the four financial centres implies the emergence
of a ‘division of labour’ between them, each with its own
designated role. But it is hard to see this as a sustain-
able arrangement, particularly once the Chinese capital
account is fully liberalized. If and when the policy barriers
are relaxed, market forces will ultimately lead capital
resources, business and talent to cities where the market
is most efficient, cost-effective and profitable, and where it
is most pleasant to live. By that time, only those financial
centres with a strong competitive edge that cannot be
eroded by policy decisions from Beijing will find them-
selves at the top of the league table of international
financial centres.

China’s financial and monetary reform is a complex
policy-driven process with several overlapping levels and
related goals. It has a broad span, from the reform of the
banking system and the development of the bond market
to the interest rate and exchange rate reforms. It revolves
around and at the same time is supported by the strategy of
developing the RMB as an international currency without
making it fully convertible yet. Most of all, it is where
political considerations and market preferences meet.
Thus China faces the difficult challenge of reconciling the
need for an efficient and market-driven financial sector
with its policy-driven growth strategy.

If all goes according to plan, China will eventually emerge
on the international scene as a major financial power,
the issuer of one of the key reserve currencies within a
multi-currency international monetary system, with deeply
connected international financial centres where domestic
and international capital is intermediated by domestic and
international firms. All this will correct the fundamental

problem that currently afflicts the international economic

and monetary system — where the worlds second largest
economy and the first exporter is managing its exchange
rate, resulting in a large current account surplus and a very
large accumulation of foreign reserves.

What China is doing is critically important not only for
the development of the Greater China region, but for the
world as well. It is also historically unprecedented. Thus
there is ample scope for policy experimentation, and the
challenges are enormous. Possibly the most difficult of
these challenges is that China has no roadmap or past
experience to rely on. Indeed it is the first emerging
country to seek a comprehensive reform and expansion of
its financial services sector and to establish a truly interna-
tional currency.

Most of all, China’s financial reform is a gradual process
that will take time to deliver the expected results. As
there is no official timetable beyond a few goalposts, we
expect to see the full impact of China’s measures in five to
ten years. This may sound far too slow given the current
urgency of rebalancing the world economy, and disap-
pointing in the short term. But it is critical that China
carefully manages its transition to a modern financial
system. A financial crisis, or protracted financial instability
in China, would have a systemically devastating effect on

the rest of the world.

5.3 Policy recommendations

Building modern financial centres and an efficient national
financial system in Greater China will be fraught with
challenges, and the future of these four cities is yet to be
determined. In order to address some of these challenges
the report offers the following ideas to Chinese decision-

makers:

®  Moderate government intervention: Steadily reduce
government intervention in the financial services
sector and provide greater operational independence
to the financial institutions, including state-owned
banks. This could promote a favourable environment
to implement full commercialization of the banks and

efficient allocation of financial resources.
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®  Accelerate the reform of the banking sector: Expedite

the ongoing reform to develop a market-driven
banking sector that adheres to international standards
and regulations. Free the country’s banks from welfare
goals and liberalize interest rates to remove market
distortions and minimize misguided investment
decisions, as well as creating and reinforcing appro-
priate incentives and capital allocation mechanisms.
Develop capital markets and reduce reliance on the
banking sector for the financing requirements of the
economy: Rebalance the financial sector by creating a
level playing field for various types of financial institu-
tions. Develop the necessary financial infrastructure
and a rigorous legal regime to encourage greater
private-sector presence in the market and fundraising
through capital markets, particularly in bond markets.
Reduce the administrative controls that prevent the
further deepening of capital markets. Nurture the
asset management industry to develop a broad range
of financial products with different risk/return profiles
to promote entrepreneurship and meet the risk prefer-
ences of investors.

Increase Hong Kong’s exposure to the financial systems
of the BRICs and other emerging-market economies:

Improve Hong Kong’s international market influence

in these markets and achieve a greater competitive
advantage vis-d-vis London and New York.

Promote greater cooperation and coordination
between Hong Kong and Shanghai: Take steps to
ensure that the competitive advantage of both cities
is managed through effective cooperation and coordi-
nation to achieve the macro goals of China’s financial
reform process.

Develop Shenzhen as a regional financial centre:
Encourage Shenzhen to serve the demand stemming
from the growing number of SMEs that lack adequate
credit facilities, enabling it to support entrepreneur-
ship and indirectly contribute to the deepening of
capital markets.

Carve out a niche for Taipei in response to Beijing’s
strategies: Taipei should take advantage of the new
opportunity provided by mainland China’s integra-
tion with the global financial system to redefine itself
as a regional financial centre. To this end, it needs to
understand and anticipate Beijing’s strategies, given
its role as an ‘outsider’ in relation to the Mainland’s
financial reform strategy. It is therefore in the interest
of the Taiwanese government to engage proactively
with the Mainland and respond strategically to its

policies.

www.chathamhouse.org




References

APEC (2003), ‘Best Practices Guidelines, Bangkok, October.

BIS (2012), ‘Weathering Financial Crises: Bond Markets
in Asia and the Pacific; Bank for International
Settlements, BIS Papers No. 63, January, http://www.
bis.org/publ/bppdf/bispap63.htm.

Brown, Kerry and Sophie Steel (2010), ‘Hong Kong in the
Global Economy: How the Special Administrative
Region Rises to the Challenges Posed by China,
Chatham House Programme Paper, October,
http://www.chathamhouse.org/sites/default/files/
public/Research/Asia/1010pp_hk.pdf.

CSRC (2011), CSRC Annual Report 2010.

Gao,Haihong and Yu, Yongding (2009), Internationalization
of the Renminbf, paper presented at BoK-BIS Seminar
in Seoul on 19-20 March.

GFCI (2011), ‘The Global Financial Centres Index 9
Z/Yen Group, September.

GFCI (2012), ‘The Global Financial Centres Index 10,
Z/Yen Group, March.

Ghosh, Swati R. (2006), ‘East Asian Finance: The
Road to Robust Markets, International Bank for
Reconstruction and Development/The World Bank,
ISBN-10: 0-8213-6744-7 (electronic).

Goodstadt, Leo E. (2012), ‘China’s Financial Reforms: Why
Dysfunctional Banking Survives, Working Paper No. 2,
Hong Kong Institute for Monetary Research, January.

Goswami, Mangal and Sunil Sharma (2011), “The
Development of Local Debt Markets in Asia. IMF
Working Paper 11/132, June.

Hale, Galina, and Cheryl Long (2010), ‘What are the
Sources of Financing of the Chinese Firms?, Working

Paper No. 19, Hong Kong Institute for Monetary

Research, July, http://www.hkimr.org/cms/upload/
publication_app/pub_sum_0_2_252_wp201019_
summary.pdf

HKEx (2012), Monthly Market Highlights, http://www.
hkex.com.hk/eng/stat/statrpt/mkthl/markhighlight.
htm.

HKEx Information Services Limited (2010), Mainland
Market Data Collaboration Programme, April,
http://www.hkex.com.hk/eng/prod/dataprod/mktprog/
dataprog/collaprog.htm.

HKEx News Release (2009), ‘Hong Kong Exchanges
and Clearing and Shanghai Stock Exchange Enter
into a Closer Cooperation Agreement, 21 January,
http://www.hkex.com.hk/eng/newsconsul/hkexnews/
2009/090121news.htm.

HKEx, Market Statistics 2011, http://www.hkex.com.hk/
eng/newsconsul/hkexnews/2012/documents/1201
19news.pdf.

Hong Kong Information Services Department (2011), Hong
Kong fact sheets, Hong Kong Special Administrative
Region Government, November, http://www.gov.hk/en/
about/abouthk/factsheets/docs/financial_services.pdf.

IMF (2006), ‘Asian Equity Markets: Growth, Opportunities,
and Challenges, IMF Working Paper, prepared by
Catriona Purfield, Hiroko Oura, Charles Kramer and
Andreas Jobst, authorized for distribution by Charles
Kramer and Ceyla Pazarbasioglu, December.

IMF (2011a), World Economic Outlook, September, http://
www.imf.org/external/pubs/ft/weo/2011/02/pdf/text.
pdf.

IMF (2011b), ‘People’s Republic of China: Financial System

Stability Assessment, prepared by the Monetary and

Capital Markets and Asia and Pacific Departments,

approved by José Vinals and Anoop Singh, IMF Country

Report No. 11/321, 14 November, http://www.imf.org/

external/pubs/ft/scr/2011/cr11321.pdf.

(2011c), ‘Consolidated

Implications from the Analysis of the Systemic-5]

IMF Spillover  Report:
July, available at http://www.imf.org/external/np/pp/
eng/2011/071111.pdf.

Jao, Y.C. (2003),Shanghai and Hong Kong as International
Financial Centres: Historical Perspective and

Contemporary Analysis, Hong Kong Institute of

www.chathamhouse.org



References

Economics and Business Strategy Working Paper
1071, December, http://www.hiebs.hku.hk/working
paper_updates/pdf/wp1071b.pdf.

KPMG (2011), ‘China’s Capital Markets - the changing
landscape, 17 June, http://www.kpmg.com/CN/en/
IssuesAndInsights/ArticlesPublications/Documents/
China-Capital-Markets-FTSE-201106.pdf.

Madhur, Srinivasa (2008), ‘Capital Market Development
in Emerging East Asia: Issues and Challenges, 9th
OECD-ADBI Roundtable on Capital Market Reform
in Asia, Tokyo, 26 February.

NAFMII (2012), ‘National Association of Financial Market
Institutional Investors, NAFMII brochure distrib-
uted at the London conference on ‘China Securities
Summit, 16 April.

Nakagawa, Rika (2007), ‘Institutional Development of Capital
Markets in Nine Asian Economies, IDE Discussion
Paper No. 11, Institute of Developing Economies.

NDRC (2006),
sector, 27 November, http://en.ndrc.gov.cn/hot/
t20060529_71334.htm.

NDRC (2012), The 12th Five-Year Plan for Shanghai to be

11th Five-Year Plan for financial

as the International Financial Centre, 30 January.
O’Neill, Jim (2011), The Growth Map: Economic Opportunity

in the BRICs

Penguin Books), December 2011.

and Beyond (Harmondsworth:

PBoC (2011a), Regional Financial Performance Report.

PBoC (2011b), Shenzhen Regional Financial Report.

PBoC (2011c), China Regional Financial Report.

PBoC (2012), ‘Assessment of Greater Liberalization of
China’s Capital Account’ (Chinese language), 24
February,
t20120223_3253890.html

SAFE (2011), Annual Report 2010.

Schenk, Catherine (2008), ‘Economic History of Hong
Kong), EH.Net Encyclopedia, edited by Robert Whaples,

http://www.cs.com.cn/xwzx/07/201202/

16 March, http://eh.net/encyclopedia/article/schenk.
HongKong.

Seade, Jesus (2007), ‘Hong Kong as an International
Financial Centre for China and for the World, Lingnan
University, Department of Economics Report.

Fund
Management Activities Survey 2010, Hong Kong,
July, http://www.sfc.hk/sfc/doc/EN/speeches/public/
surveys/11/fmas_201107.pdf.

Subacchi, Paola (2008), ‘New Power Centres and

Securities and Futures Commission (2011),

New Power Brokers: Are They Shaping a New
Economic Order?’, International Affairs, 84, No. 3,
pp. 485-98.

Subacchi, Paola (2010), ‘One Currency, Two Systems’:
China’s Renminbi Strategy, Chatham House Briefing
Paper, October, http://www.chathamhouse.org/publi-
cations/papers/view/109498.

Subacchi, Paola and Paul Jenkins (2011), Preventing Crises
and Promoting Economic Growth: A Framework for
International Policy Cooperation, Chatham House
Report, April, http://www.chathamhouse.org/publica-
tions/papers/view/109655.

WEF (2011), “The Financial Development Report 2011,
http://www3.weforum.org/docs/WEF_Financial
DevelopmentReport_2011.pdf

WEE (2012), 2011 WEE Market Highlights, 19 January, http://
www.world-exchanges.org/files/file/stats%20and %20
charts/2011%20WFE%20Market%20Highlights.pdf.

Yeung, Yue-man, Joanna Lee and Gordon Kee (2009),
‘China’s Special Economic Zones at 30, Eurasian
Geography and Economics, 50, No. 2, pp. 222-40,
http://www.espre.cn/111/manage/ziliao/China%26_
039.pdf.

Yue, Eddie (2011), ‘Hong Kong as an international financial
centre — the China factor, BIS central bankers’

speeches on 1 March.

www.chathamhouse.org




Appendix:
Chatham House Research
Roundtable Agendas

Shifting Capital: The Rise of Financial Centres in Greater China

Taipei's Development as a Financial Centre

Strategies for Economic Development in the China Region: The Impact of Stronger Capital Market and Financial Networks

on the Next Decade of Investment and Growth in Taiwan and China

Friday 10 June 2011, Taipei

Agenda

0930-0940

0940-0950

0950-1000

1020-1200

Chair:

Panellists:

1200-1340
Speakers:

Opening remarks

Paola Subacchi, Research Director, International Economics, Chatham House
Opening remarks

Paul Hsu, Founder and President, Epoch Foundation

Leading contribution

Lee Sush-Der, Former Minister of Finance, Taiwan

Session One: Performance and Ambitions in Taiwan

Robert Hodgkinson, Executive Director, Technical Research, The Institute of Chartered Accountants in
England and Wales

Chi Schive, Chairman, Taiwan Stock Exchange

Daniel M. Tsai, Chairman, Fubon Financial

Chien-Fu Jeff Lin, Professor, Department of Economics, National Taiwan University

Lunch Speech: Cooperation or Competition, Shaping the Relationship between Taipei and its Neighbours
C.Y Huang, Chairman, Taiwan Mergers & Acquisitions and Private Equity Council; President, FCC
Partners

Jonathan Batten, Adjunct Professor, Department of Finance, Hong Kong University of Science &

Technology

www.chathamhouse.org



Appendix

1350-1530
Chair:

Panellists:

1545-1730

Chair:
Presenters:

Discussants:

Chatham
Shifting Cap

Session Two: Recognizing the Risks and Opportunities for the Future for Taipei as a Financial Centre
Jestis Seade, Vice-President, Sydney S.W. Leong Chair Professor of Economics, Lingnan University

Jane Hwang, General Manager, State Street Bank — Taipei Branch

Dar-Yeh Hwang, Professor, Department of Finance, National Taiwan University and Director, Centre for the
Study of Banking and Finance, NTU

Paul Hsu, Founder and President, Epoch Foundation

Research Roundtable Discussion: Openness, Opportunity and Threat - The Significance of Financial
Reform in China for Taipei

Paola Subacchi, Research Director, International Economics, Chatham House

Erh-Cheng Hwa, Former Chief Economist of China Construction Bank

Chi Schive, Chairman, Taiwan Stock Exchange

Tony Phoo, Economist, Standard Chartered Bank (Taiwan) Ltd.

Guonan Ma, Senior Economist, Bank of International Settlements (BIS)

House Roundtable Event

ital: The Rise of Financial Centres in Greater China

East Asia Financial Centres: A Decade of Opportunity

Hong Kong: The Pearl River Delta as a Financial Centre
Monday 13 June 2011, Hong Kong

Agenda

0900-0905

0905-0915

0915-1000

Keynote:

Keynote:

1020-1135

Chair:

Panellists:

Welcome remarks
Anthony Wu, Chairman, Bauhinia Foundation Research Centre
Introduction

Paola Subacchi, Research Director, International Economics, Chatham House

Leading contributions: Hong Kong and the sustainability of success
1. Hong Kong’s development as the Oftshore RMB Business Centre
Norman Chan, Chief Executive, Hong Kong Monetary Authority
2. Hong Kong’s unique role as an asset management and equity fund- raising centre

K.C. Chan, Secretary for Financial Services and the Treasury, HK SAR

Session One: How to Maintain Excellence in Hong Kong

(IPOs and Hong Kong’s position as a hub for corporate fund-raising)

Lawrence Lee, Director, Bauhinia Foundation Research Centre

Dong He, Hong Kong Institute for Monetary Research

Jestis Seade, Vice-President, Sydney S.W. Leong Chair Professor of Economics, Lingnan University
Robert Hodgkinson, Executive Director, Technical Research, ICAEW

Stephen Cheung, Dean of School of Business, Hong Kong Baptist University

www.chathamhouse.org



Shifting Capital: The Rise of Financial Centres in Greater China

1135-1250
Chair:

Panellists:

1400-1715

Session Two: Hong Kong and Shanghai - Whether Growth can be Collaborative, Cooperative or Competitive
Paola Subacchi, Research Director, International Economics, Chatham House

Alicia Garcia-Herrero, Chief Economist for Emerging Markets, Banco Bilbao Vizcaya Argentaria (BBVA)
Gary Liu Shengjun, Deputy Director of CEIBS Lujiazui International Finance Centre

Jun Ma, Chief Economist for Greater China, Deutsche Bank Hong Kong

Nicholas Kwan, Head of Research East, Standard Chartered

Afternoon research roundtable for selected researchers and experts

(Meeting held under the Chatham House Rules)

Chatham House Roundtable Event
Shifting Capital: The Rise of Financial Centres in Greater China

Financial Centres in Greater China

Shanghai research conference
Wednesday 9 November 2011, Shanghai

Agenda
0920-0945

0945-1010

1010-1200
Chair:
Speaker:

Panellists:

1300-1415

Chair:

Panellists:

Welcome remarks

Zhu Xiaoming, CEIBS Executive President, Chairman of CEIBS Lujiazui Institute of International Finance
Paola Subacchi, Research Director, International Economics, Chatham House

Opening remarks

Wu Xiaoling, Deputy Director of the Financial and Economic Affairs Committee, National People’s
Congress; First Drector, CEIBS Lujiazui Institute of International Finance (former Deputy Governor of the
People’s Bank of China)

Keynote and Panel: Vision for Shanghai’s Future and China’s Next Stage of Development
Paola Subacchi, Research Director, International Economics, Chatham House

Fang Xinghai, Director General, Shanghai Financial Services Office

Wang Wei, General Secretary, China Association of Private Equity

Chi Schive, Chairman of Taiwan Stock Exchange

Session One: Strengthening Shanghai’s Position as a Financial Centre: The Role of Municipal Government
and the Role of Central Government in Beijing

Paul Hsu, Founder and President of EPOCH Foundation

Geng Xiao, Director of Research & Senior Fellow, Fung Global Institute

Pan Yinli, Professor and Dean of Department of Finance, Antai College of Economics and Management,
Shanghai Jiao Tong University

Dicky Yip, Executive Vice President, Bank of Communications

Vivian Jiang, Managing Partner, Deloitte Touche Tohmatsu (Shanghai)

www.chathamhouse.org



Appendix

1415-1530  Session Two: Shanghai & Hong Kong Collaboration, Regional and International Dimensions to Shanghai’s
Growth and RMB Internationalization

Chair: Robert Hodgkinson, ICAEW

Panellists:  Nicholas Kwan, Head of Research, East, Standard Chartered Bank
Michael Yang, Head of Asia Global Corporate Client Group, New York Stock Exchange
Jestis Seade, Vice-President, Sydney S.W. Leong Chair Professor of Economics, Lingnan University

Guo Wanda, China Development Institute (CDI)

* All meetings were held under the Chatham House Rule
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