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April 30th 2018

Is China really planning to open its
financial sector?

In a keynote speech delivered at the Boao Forum for Asia on April 10th, China's president,

Xi Jinping, pledged that the country would further open its financial sector to foreign

investment. Shortly after the governor of the People's Bank of China (PBC, the central

bank), Yi Gang, announced that liberalisations would be imminent in areas including asset

management, securities and insurance. The overall impact of the proposals, however, is

likely to be muted by a lengthy implementation timeline and other onerous regulatory

requirements, suggesting that China's financial services will not see a surge in foreign

investment.

The measures echoed previous commitments made in November 2017 following a visit by the
US president, Donald Trump, to the Chinese capital, Beijing. As part of that pledge, China
indicated that it would liberalise its banking, securities and insurance sectors over a three- to
five-year period. The announcement by Mr Yi was the first time that China indicated a
detailed timetable for when these measures would come into effect. Mr Yi's timeline was also
much more ambitious than that indicated in 2017, with many of the changes planned for
implementation in 2018.

China's proposed financial-sector liberalisations

Industry  Policy steps Expected date

Equity market

Enhance the Shanghai-Hong Kong and Shenzhen-Hong Kong Stock Connect frameworks.
This is to be done by raising the quotas for Shanghai-bound and Shenzhen-bound
investment to Rmb52bn (US$8.1bn), and Hong Kong-bound investment to Rmb42bn. May 2018

Banking and asset
management

Cancel equity restrictions for foreign investors with the goal of allowing equal treatment
between foreign and domestic institutions, while also allowing foreign banks to set up
branches and subsidiaries in China at the same time. June 2018

Fund management, securities,
futures industry and life
insurance

Raise foreign-ownership restrictions from 49% at present to 51%, with the goal of
eliminating all restrictions after three years.

June 2018; full
ownership (in
theory) by June
2021

Securities
No longer require foreign securities joint ventures (JVs) to include one local securities
company as a shareholder. June 2018

Insurance
Allow qualified foreign investors to provide insurance agents and loss-adjustment services
in China. June 2018

Brokerages
Lift the business scope restrictions on foreign brokerage companies, with the goal of
equal treatment between foreign and local players. June 2018

Trust, financial leasing,
automotive finance, currency
brokerage and consumer
finance Encourage foreign ownership in these areas. End-2018

Financial asset investment
and wealth management

Remove foreign-ownership caps on companies operating in areas that have been newly
established by commercial banks End-2018

Banking Allow for the expansion of business scope for foreign banks End-2018

Securities
Remove restrictions on business scopes of foreign JV securities companies, with the goal
of equal treatment between foreign and local players. End-2018

Insurance
Remove the requirement that foreign insurance companies have a local representative
office for two years before establishing a formal presence in China. End-2018

Equities Aim to launch the Shanghai-London Stock Connect this year. End-2018

Note. The above liberalisations reflect statements given by Mr Yi at a press conference in April, although the only concrete policy measures released to date
cover liberalisations in the securities industry. 

Sources: People's Bank of China; The Economist Intelligence Unit.

The timeline of many of the financial-sector liberalisations coincide with proposed openings
of market access in portions of China's automotive manufacturing sector, as well as the
unveiling of a new foreign direct investment "negative list", which is expected in June.

Not all as it seems

Although state media have proclaimed the financial liberalisation measures as being of
"landmark importance" for foreign investors, a number of important caveats are included in
the policy documents, and they may ultimately blunt the impact of the liberalisations.
Importantly, the only measures released so far to embed the proposed foreign-investment
liberalisations into law have been administrative measures finalised by the China Securities
Regulatory Commission (CSRC) in late April 2018, which target only foreign investment in the
securities industry. Released for public comment in March 2018, the measures build on a
pilot involving a UK-based financial services firm, HSBC, operating a majority-owned
securities firm (which received regulatory approval in June 2017) in the Qianhai Shenzhen-
Hong Kong Modern Service Industry Co‑operation Zone. However, other than statements given
by Chinese officials, specific measures related to foreign investment in banking and asset
management, as well as in futures, fund management and insurance, have not yet been
published by the authorities.

The CSRC measures will have only a limited impact on the overall composition of foreign
investment in China's financial services sector. Moreover, the finalised measures suggest that
foreign companies will still face a number of operating challenges. For example, the
document does not explicitly call for raising the ownership cap of foreign securities
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companies in joint ventures (JVs) with local firms from the current 49% level. Although this
does not necessarily mean that foreign-ownership caps will not be adjusted, the absence of a
specific pledge in the sole authoritative document behind these liberalisations suggests that
Mr Yi's comments ought to be treated with some caution.

The measures also preserve stipulations in the original draft that companies that have
undergone investigations for rule-breaking in any part of the world within the past three
years will also be disqualified from potentially raising their ownership stakes. The measures
do not clarify whether this includes routine inspections, such as regulatory inquiries, or are
limited only to investigations which have resulted in a conviction. For many major foreign
financial firms, which face constant regulatory scrutiny in almost all major financial markets,
such provisions could, in effect, limit them from benefiting from these changes. The
measures also restrict the number of foreign senior management personnel allowed to hold
positions in foreign majority-controlled JVs, in accordance with China's Company Law,
Securities Law and other relevant measures from the CSRC.

Foreign industry associations have also identified a number of other proposed challenges in
separate draft measures published by the CSRC in late March. These draft regulations also
govern equity ownership in securities companies, but are applicable to both domestic and
foreign companies, and set high revenue and asset requirements—at Rmb50bn (US$7.8bn)
and Rmb100bn respectively—necessary to raise ownership caps in an existing securities JV.
There are concerns that if these provisions were applied to only the Chinese-based
subsidiaries of foreign securities institutions, as opposed to their global entities, they would
prevent even large foreign securities firms from taking advantage of the changes. This could
negate some of the positive liberalisations in the final April CSRC measures.

What this means for foreign companies

Even if China does release and finalise measures in other financial sectors before the June
timeline outlined by Mr Yi, we do not expect the structure of China's financial services sector
to shift significantly. Currently, foreign financial companies play a very small role in the
country's financial markets; for example, foreign banks held only 1.3% of total banking assets
at end‑2017.

In addition, even if foreign financial companies are permitted majority ownership of JVs, we
expect their role in the market to remain marginal. One of the main reasons is the now-
entrenched position of their Chinese rivals. Chinese financial services have a better grasp of
regulatory movements, stronger government connections and more established reputations
among corporate and retail clients. Although foreign financial firms might have an advantage
in positioning themselves to help Chinese companies and households to access global capital
markets, this remains a relatively niche area given the closed nature of China's capital
account.

The proposed reforms to the foreign-ownership structure will also be complicated by the
overall policy environment, which has increased scrutiny over the financial sector as part of a
campaign aimed at tackling "financial risk", one of Mr Xi's main priorities. Throughout 2017
the PBC expanded its regulatory oversight over a number of previously lightly regulated
segments of the financial industry. The segments include wealth-management products, with
news reports indicating that this supervision has been extended to cover negotiable
certificates of deposits, starting from the first quarter of 2018. Stronger efforts centred on
improving transparency and risk management have also underpinned this policy push.
Although the whole industry would benefit from the high standards of risk management that
are employed by foreign financial firms, a tighter regulatory environment would increase the
licensing and approval scrutiny of foreign-investment activity in the financial services sector.
In turn, that could, in practice, delay any attempts to raise ownership caps on the basis of
avoiding systemic risk.

Foreign firms will also be subject to laws and regulations outside the financial industry. One
of the most important of these will be China's cyber-security law (CSL), which came into effect
on June 1st 2017. It applies to operators of "critical information infrastructure", a vaguely
defined term which nonetheless expressly includes companies in the nation's financial
services sector, and includes related measures comprising data and product security. Policy
efforts are ongoing to replace foreign-built information technology products in Chinese-
based financial firms with domestic alternatives. To date, these have been largely
concentrated in the banking and insurance industries; however, they are expected to affect all
financial firms as part of the CSL's broad scope of authority. These policies may also disrupt
internal corporate information networks, creating vulnerabilities and disruptions for the
Chinese-based operations of major foreign companies.
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Notably, the CSL mandates that all data generated in China must remain in China—a concept
known as data localisation. It also requires that any data sent abroad for processing, analysis
or other purposes first undergo a data security audit, the details of which have not yet been
finalised but are expected to come into force by end-2018. The provisions on data flows will
complicate regulatory requirements for US financial firms, in particular, as they are required
to provide information regularly to the Federal Reserve (the US central bank) on their
worldwide operations as part of standard risk assessments.

Although the proposed liberalisations have been welcomed by several foreign financial
services providers, we expect that in practice they will do little to change the landscape of
China's financial services industry radically, and that Chinese state-owned firms will continue
to dominate the sector. In addition, although state media have termed the measures as a tool
to defuse US-China trade tensions, their limited scope—and the existence of so many other
inter-connected non-tariff barriers—is unlikely to placate the US administration. We
expect the US to unveil a number of its proposed import tariffs in June—around the same
time China's proposed financial liberalisations are likely to come into effect.
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