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What to expect from the new Shanghai Free
Trade Zone for offshore RMB?
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steve.wang@bocigroup.com newly established special economic zone by China, Shanghai
FTZ has been marked as a new symbol of Chinese govern-
ment’s resolution to both upgrade and further open up Chi-
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X4 H 472 — / The unveiled first batch of government poli-
cies for the Shanghai FTZ touches two major principles on
opening up to foreign capital and six focused service indus-
tries on reforms. Experimenting liberalizations in financial
services is one of the key goals
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o9, {2 ek e Xie i, XA T —FHEIARTD
E R4 89 842 / Financial reforms are expected to be mainly
on the liberalizations of interest rates, exchange rates and
capital account convertibility. The FTZ now opens another but
bolder test bed for these targeted reforms, which should help
to boost the process of RMB’s internationalization

n MEHERE, LEAREASHEBAFTENBRFARTT
HAHARRG A, Rin, 45 K% % BFEAR T T 5L#.
BT ERNAFTRKPEARAN ., FEALEE FART
PO B REART T IHGREEBEIREIH A / In the short
run, Shanghai’s FTZ is unlikely to have a large effect on Hong
Kong and the offshore RMB market. However, continued pol-
icy relaxations on RMB’s convertibility, cross-border flows
and capital accounts in the zone could provide new fire power
to accelerate the expansion of the offshore RMB market
within the zone, as well as in HK and other yuan hubs
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AR AR B A 7493 5 X/ The establishment of
Shanghai FTZ has a much broader economic implication. The
effort is considered to represent a new government thinking
of growth model and to explore ways to integrate its trading
policies with global trading partners
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One of the latest buzz words in the business world
is the “Shanghai Free Trade Zone” (Shanghai FTZ).
As a newly established special economic zone by
China, Shanghai FTZ has been marked as a new
symbol of Chinese government’s resolution to both
upgrade and further open up China’s economy.
Within its limited domain, Shanghai FTZ has been
given the power and freedom to experiment libe-
ralizations and innovations in many areas of the
economy. For a long-term goal, Shanghai FTZ is
mandated to develop a world-class and open
economic model that can be eventually emulated
by the rest of the country. On more specific tar-
gets in the near term, Shanghai FTZ is expected to
conduct pilot reforms in the areas of trades, in-
dustrial services, investment and finance, and
government administration to meet the challenges
of today’s domestic and global economic changes.

What is the Shanghai FTZ2?

Shanghai FTZ is a State Council directed special
economic zone located in the Pudong District of
Shanghai. Personally endorsed by Premier Li Ke-
giang, Shanghai FTZ was officially inaugurated on
September 29" The zone covers 28.78 square ki-
lometers of land that encompasses existing ports
and industrial parks, such as Waigaoqgiao Free
Trade Zone, Waigaoqiao Free Trade Logistics Park,
Yangshan Port Free Trade Area and Pudong Airport
Integrated Free Trade Zone.

The FTZ enjoys the advantages of being
home-based in the city of Shanghai. It should
benefit from the area’s existing and well estab-
lished economic and trade zones for a fast-track
development, and from the well established eco-
nomic power and financial infrastructure of
Shanghai for support. If proven a success, the zone
may, as speculated by the market, eventually be
expanded to cover Shanghai’s entire Pudong dis-
trict, which occupies a total of 1,210.4 square ki-
lometers of land.

In comparison, Qianhai is another recently estab-
lished special economic zone by the government. It
occupies 15 square kilometers of land in the city of
Shenzhen. This special economic zone, however, is
mandated to focus on promoting co-operations
between mainland and Hong Kong on services in-
dustries (including finance). It’s expected to pro-
vide new markets for HK’s banking and services
industries and a new cross-border channel for the
capitals from HK.

Experimenting financial liberalizations is one of
the key goals
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The unveiled first batch of government policies for
the FTZ on Sep. 27 touches two major principles on
opening up to foreign capital and six focused ser-
vice industries on reforms. The two major prin-
ciples are: 1) replacing the current approval-based
administration system with the “negative list”
model; and 2) granting national treatment to for-
eign investors at the pre-entry stage. The six in-
dustries targeted for services liberalization in-
clude finance, shipping, business, professional,
cultural and social welfare services (see Appen-
dix).

On the finance front, the three key financial
reform experiments in the zone include RMB’s
capital account convertibility, liberalization of
interest rates and market-based price discovery of
financial assets. To boost financial services, quali-
fied foreign financial institutions or their joint
ventures with qualified Chinese private capitals
are encouraged to set up banks in the FTZ. Chinese
banks may be allowed to conduct offshore busi-
nesses in the zone, provided under effective su-
pervision. Foreign entities will be gradually per-
mitted to enter the commodities and futures
trading business. As for insurance services, pro-
fessional foreign health and medical insurance
institutions may be allowed to operate within the
zone on a trial basis, while a pilot plan will also
encourage RMB reinsurance businesses.

With services liberalizations in foreign debt man-
agement and cross-border financing, the govern-
ment aims to turn the FTZ into a global capital
management center for multinationals and a con-
necting bridge between Shanghai’s financial center
and the rest of the world. The policies also cover
other financial areas, such as finance leasing and
foreign exchange management, etc.

On the other hand, however, a number of early
market expectations have not been materialized at
this time. For instance, the plan has no mention of
any formation mechanism of the RMB exchange
rate and specific discussions on RMB’s converti-
bility. Potential tax and tariff benefits, one of the
public focuses, are not released.

Prospects on liberalization of interest rates, ex-
change rates and capital account convertibility

China's financial reforms are mainly about the li-
beralization of interest rates, exchange rates and
capital account convertibility. Due to the com-
plexity and sensitive nature, as well as potential
risks involved, of these reforms, Chinese govern-
ment has long adopted a cautious and incremental
approach on those issues. The FTZ now opens
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another but bolder test bed for the targeted re-
forms.

The interest rate liberalization could be observed
in two fronts. On one hand, bank deposit rates and
loan rates could be set by market forces in the FTZ,
and on the other hand the market could see more
rates related hedging and investment products for
corporates and individual consumers, mostly likely
written under international standard and practice.

The exchange rate freedom means a full converti-
bility of RMB in the FTZ. Similar to the situation in
HK, in our opinion, RMB would be considered and
traded as other free-traded foreign currencies
without the restrictions of currency control. We
also think the currency could quickly become a
major freely tradable currency in the zone with full
linkage to the CNH market of HK and full inter-
connection with the HK market. We expect some of
the RMB clearance and settlement globally could
be channeled to the zone.

Capital account convertibility could be one of the
major accomplishments for the FTZ. Opening up
cross-border moves of RMB in capital accounts is a
natural evolvement of RMB’s progress towards a
full convertibility. This reform could, in our opi-
nion, lead to dramatic expansions of the capital
market in terms of securities origination, trading
and structuring in the FTZ. We could see fast
growth of both domestic and foreign investors
establishing operations in the zone, while various
types of investment products could flourish.

Implications for HK and the offshore RMB market

In the short run, Shanghai FTZ is unlikely to have a
large effect on Hong Kong and the offshore RMB
market. Policies for the new FTZ may take 2-3
years to see full implementations. At the same
time Hong Kong will continue to retain its first
mover advantages as the No. 1 offshore RMB hub.

In the medium to long term, the new policies may
have significant impacts on reshaping the region’s
business landscape. The FTZ, modeled on Hong
Kong, may post some challenges to Hong Kong’s
role as the premium business gateway to China.
Hong Kong has been handling about 20% of China’s
foreign trade and is the single largest source of
foreign capital for mainland enterprises, making
up 64.4% of total realized FDI in Jan.-Jul. 2013.
Further liberalization of the traditional trade
businesses in the FTZ may enhance Shanghai’s
competitiveness, softening HK’s status as the
mainland’s most important entry point in trade
and investment.
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Specifically on offshore RMB, the FTZ adds a new
marketplace and a new policy test ground. Banks
in the FTZ are allowed to conduct offshore RMB
business, which we think expands the footprints of
offshore RMB. Continued policy relaxations on
RMB’s convertibility, cross-border flows and cap-
ital accounts in the zone could provide new fire
power to accelerate the expansion of the offshore
RMB market within the zone, as well as in HK and
other yuan hubs.

From a competition perspective, the FTZ would
gradually develop its offshore RMB services in
settlements, trading, bank lending and investment
products that compete directly with HK and other
financial hubs. Banks in the FTZ may enjoy some
benefits of being closer to mainland customers,
but Hong Kong can leverage its well-established
expertise in global financial services to help FTZ’s
development of offshore RMB business through
collaborations and investments. At the end,
Shanghai FTZ would help to grow the overall off-
shore RMB market and to accelerate the process of
RMB’s internationalization.

The economic big picture

The establishment of the Shanghai FTZ also has a
much broader economic implication for China.
Amid rising development imbalances and struc-
tural slowdown at home and increasing competi-
tions abroad, China is again at a pivotal point to
search for its next phase of economic reform and
upgrade. Shanghai FTZ is considered to represent a
new government thinking of growth model and to
explore ways to integrate its trading policies with
global trading partners. The trade zone by itself
may not create immediate impact to China’s GDP
growth. Its success, however, could eventually be
extended to the rest of Shanghai and the country
through model duplications and applications. In
other words, the FTZ has become a symbol of
China’s new round of reform and opening-up, just
like what Shenzhen did couples of decades ago.
Furthermore, a number of other mainland cities
and provinces, such as Tianjin, Xiamen and
Guangdong, have been seeking for central gov-
ernment approvals for their own regional free
trade zones, and the success of Shanghai FTZ could
lead to economic reforms and restructuring on a
national scale.
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MFE: L# AT RRS LY KFKH#3/ Appendix: Shanghai FTZ opening up measures in services industries

4~ #% R 4~/Financial services

4% 4TIk 4-/Banking
o IF P FKARATI B B A L 4~/Allow Chinese banks to conduct offshore businesses
RN KR L R T A8 AT 1% 44T /Allow foreign capitals and their JVs with private capitals to set up banks
o SR S AT PR BB 4R AT /Allow limited-license banks
1% B & 57 P& /Health and medical insurance
o X EIX LI E LARFEALAG /Allow foreign professional insurance institutions on trial basis
Bk FALR /Finance leasing
o 3T EAL, FAEF N E) R AR AFEA] /No minimum capital requirement for single ship/aircraft subsidiaries of companies
o R ERRALRE 28] ke A8 % 7 WARIE Ak %-/Allow finance leasing companies to conduct factoring businesses

] 7LiE JR4-/Shipping services

Bt 4715 4y /Cargo shipping

o 3 AP A Ak AKX 91 B bk TR ] /Relax limits on foreign shares in JVs

o AIF P T8 I0A KAz & AE 2 2 A5 /Allow non-Chinese flagged ships owned or controlled by Chinese-funded companies
E FRAS A8 22 /International ship management

o K AN B ALK B IR AR A0 224 Ak /Allow wholly foreign-owned international ship management companies

sl & % JR.%-/Business services

#,1% Ak %/Telecommunications

o I FA W 2 5 4 7 943 Ak 4-/Allow foreign companies to operate certain telecommunication businesses
R, LA ELIRS/Game & entertainment devices and services

o AIFS P AL A4 4 /Allow foreign companies to sell devices

] & LJR4-/Professional services

1E )7 IR 4/ Legal services
« B B I E 4P 5 B 4h P 4-4E /Encourage Chinese law firms to cooperate with foreign ones
P15 8% /Credit reporting
o AAFX AN T FAZT R B F) /Allow foreign credit reporting institutions
#%AT4E/Travel agencies
o RFEFKHRATAANE R G 75 91 b 35525 Ak 4~ /Allow JV agencies to conduct outbound tourism business except for Taiwan
A ¥ 4~/Talent agencies
 AHEZINTA S T 70%4956-F A F /~/Allow IV talent agencies with foreign capital of no more than 70%
FH-% 72 /Investment management
o RUPRIR S A 41 F % Fo 8] /Allow foreign joint-stock investment companies
I 421X 3t /Engineering design
o BOH 391 Fos 8] 69 TAZ Ak 45 % 5K /No requirement for records of design history for foreign companies
# SR 4~/Construction services
o 5T L2 SR B 6941 b % PR /No limit for proportion of foreign investment in Shanghai construction projects

] L AbIR%-/Cultural services

3% ik 22 42 /Performing agencies
« BUH S80I b 42 4269 BX B P /Eliminate share holding limits for foreign performing agencies
& 5= 3% I [Entertainment places
o A B T X MK AR K 6942 5 3% P /Allow wholly foreign-owned entertainment places to serve the FTZ

] 7t 2R %-/Social welfare services

#F A=329)| /Education and training

o RFH I I A-E 0 FF A3E DAL /Allow JV for education and training institutions
& 53 IR 4-/Medical services

o AKX AN B AR T E 57 A /Allow wholly foreign-owned medical institutions

HERFE: PEABEAM. P4LEF/Sources: www.gov.cn, BOCI
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