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Long halted financial liberalization picks up momentum on multiple fronts

The process of China’s financial liberalization ground to a halt in 2015-2017 after experiencing a cluster of
episodes of financial turmoil, which includes the unexpected RMB devaluation of August 2015, two rounds of stock
market crash in June 2015 and January 2016, two rounds of interbank market cash crunch in April 2016 and
December 2016 etc.

The incidents caused violent volatilities in the FX, equity or bond market and substantially dampened investors’
confidence in the financial stability of the world’s second largest economy. As a result, the authorities had to halt
the progress of financial liberalization and shift their policy priority to maintaining financial stability. In some areas,
the authorities even rolled back some reforms in a bid to curb systemic risks. For example, in the face of persistent
weakness in the RMB, the authorities increased their interventions into the FX market and reinstalled many
restrictions under the capital account in the aftermath of the RMB devaluation in August 2015.

After a few years of adjustment, the authorities now seem to be ready to press ahead with their agenda of financial
liberalization again. Moreover, the authorities’ renewed interest in financial liberalization is broad-based. New
liberalizing initiatives cover several areas including interest rate liberalization, exchange rate flexibility, capital
account convertibility, domestic financial market opening etc.

A confluence of factors determines that the authorities reinvigorate their liberalizing agenda for the financial sector
at such a juncture:

First of all, a new regulatory framework has been wrought out in China to address the long-standing problem of the
lack of coordination among different regulators and the central bank. In particular, the authorities combined the
previously separated regulators of banking and insurance industries. More importantly, the authorities have
equipped the central bank with the real power to take lead in regulating all financial institutions;

Second, China’s rebounded growth in 2017, synchronized with other major economies, has effectively
strengthened investors’ confidence and stabilized the countries’ Balance of Payment (BOP), which, together with
the new regulatory framework, has made the authorities believe it’s time to push forward liberalizing reforms again.
Above all, the authorities are well aware of the point that structural reforms in the financial sector are the best
solution to systemic risks;

Last but not least, some increasing pressure from the external environment also prompted the authorities to make
new moves on the front of financial liberalization, chief among which is the escalating trade tension between China
and the US. Given the importance of the export sector to China’s economy, the country’s authorities are willing to
voluntarily open domestic financial market in exchange for the US’s concession on trade issues. Over the medium
term, after successful adding the RMB into the SDR currency basket in 2016, China’s authorities have strong
incentives to maintain and even promote its currency’s position in the SDR and the global monetary system. As
such, it is imperative for China to continue to advance financial liberalization before the IMF’s next periodical review
of the SDR scheduled at 2021.
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Interest rate liberalization completed

China nominally wrapped up its decades-long process of interest rate liberalization in October 2015 as the People’s
Bank of China (PBoC) announced the lift-off of deposit rate caps and gave banks full liberty of determining interest
rates they offer to their borrowers and depositors. However, the central bank and other regulators kept the
benchmark deposit rates and influence banks’ rates through window guidance even after the lift of official rate cap.
Afterwards deposit rates offered by banks were reportedly set no higher than 1.5 times of the benchmark deposit
rates in general. (Chart 1)

In April 2018, the PBoC decided to shelve its window guidance for banks’ deposit rates, allowing banks to offer
deposit rates to their clients on a business basis. It marks the real completion of interest rate liberalization in China.

Meanwhile, the PBoC started to construct a new monetary policy framework- the corridor system- to replace the old
policy framework featuring the adjustments of banks’ benchmark lending and deposit rates. Under such a “corridor
system”, the movement of new policy rate target which is the pledged 7-day interbank market rate (DR007) will be
confined to a specific range. In particular, the upper bound of the “corridor” are the interest rates of Standing
Lending Facility (SLF) with the tenors of overnight, 7-day and 1-month, which are charged by the PBoC on short-
term liquidity borrowing of qualified commercial banks. In addition to the SLF, the central bank has other liquidity
injection tools with longer tenors of 3-month, 6-month and 1-year, namely the Medium-term Lending Facility (MLF).
At the lower bound of the “corridor” is the interest rate which the central bank pays on banks’ excessive reserves.
As such, banks can withdraw liquidity from the money market at the lower bound of the “corridor” when the money
market interest rate falls below this level. The central bank will frequently conduct open market operation (OMO) to
align the policy rate target with policymakers’ desired level. Currently the main policy tools of OMO include 7-day,
14-day and 28-day repo (and reverse repo), which function to withdraw (or inject) liquidity from (into) the money
market. (Chart 2)

Chart 1 China wrapped up its decades-long process of Chart 2 The newly established monetary policy “corridor
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RMB exchange rate reform: still missing the final jump

RMB exchange rate liberalization has been suspended for quite a while after a failed RMB exchange rate reform in
August 11, 2015. Originally, the authorities planned to push forward RMB exchange rate marketization by allowing
the next day’s RMB fixing price equal to the previous day’s closing price. However, the authorities did not expect
the over-reaction of the financial market to the reform, which eventually led to a sharp RMB depreciation and a

large-scale of FX market turmoil which spill-over to domestic stock market and other countries’ stock and FX
markets etc.

In front of the financial turmoil after August 2015, the authorities adopted a series of measures to stabilize the
market and rebuild global investors’ confidence on RMB exchange rate. After some market intervention to stabilize
the dipping RMB exchange rate, the authorities re-linked RMB exchange rate to the RMB basket at end-2015. In
addition, the authorities also introduced counter-cycle factors into the RMB pricing scheme in mid-2017, in a bid to
further stabilize the RMB exchange rate.

Chart 3 The authorities’ actions after the failed August
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After China’s economy successfully engineered a recovery in 2017, the pressure on currency depreciation has
largely alleviated if not evaporated entirely. The authorities have accordingly reduced their intervention in the FX
market. The PBoC has recently stated that it hasn’t intervened into the exchange rate for more than a year.
Although it's hard to prove the validity of the PBoC’s statement, the central bank took out the counter-cycle factors
in determining its daily mid-price of the RMB in early 2018. (Chart 3) The liberalization of the exchange rate seems
to be back on the authorities’ agenda.

We forecast that the final stage of the exchange rate liberalization will be the “Clean Float”, which is likely to
happen after China’s domestic financial system completes its deleveraging and regains its healthiness. That being
said, the authorities could allow the exchange rate to float before 2020. (Chart 4) In this respect, the IMF’s next
periodical review of the SDR, which is scheduled at 2021, will give China’s authorities more incentive to make the
final jump before it.
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Capital account liberalization: more programs on the way

Capital account opening also achieved some new development. Regarding the stock market opening-up, thanks to
the joint efforts of China and the UK, preparatory work for Shanghai-London Stock Connect is proceeding as
desired, which will be launched this year. To further improve the stock market connectivity of the Chinese mainland
and Hong Kong, the PBoC will increase the daily quota by three times from May 1, after which the daily quota for
Shanghai-bound and Shenzhen-bound investment will be increased from RMB 13 billion to RMB 52 billion, while
that for Hong Kong-bound investment from RMB 10.5 billion to RMB 42 billion.

The expansion of the daily limit in connected programs particularly caters to the demand of the Chinese A-share
inclusion by MSCI, a global provider of research-based indexes and analytics announced that it will include 234
China A Large Cap shares in the MSCI Emerging Markets Index from June 1* 2018. It is expected to bring
additional capital inflows to Chinese A share market equivalent to around RMB 100bn in 2018 after many
international passive investors are tracking MSCI index.

Together with the expansion of stock connect programs, the authorities have also increased the quota for Qualified
Foreign Institutional Investors (QFII) Qualified Domestic Institutional Investors (QDII) and Renminbi Qualified
Foreign Institutional Investors (RQFII). For instance, till end-2017, there have been 18 countries or regions
received the RQFII quota, with the total amount of RMB 1.74 trillion, RMB 76.6 billion increasing from the year of
2016. In particular, both QFII and RQFII have been an important channel for overseas investors to invest in the
Mainland financial markets while QDII the other way round. With the expansion of the quota of these schemes, it
indicates the authorities’ strategy of gradual opening capital account with cautions, which prompts the progress of
financial liberalization.

In addition, China’s financial center Shanghai has resumed an outbound investment scheme, called Qualified
Domestic Limited Partnership (QDLP) after a two-year hiatus, granting licenses to about a dozen global money
managers. It signals that the authorities are less worried about capital outflows amid an appreciating RMB
exchange rate. Foreign fund managers with newly awarded quotas will be able to raise money in China for
investment overseas under the QDLP plan for the first time since late 2015.This quota-based scheme was
unofficially suspended when China tightened capital controls amid turmoil in its stock and currency markets since
2015. In April 2018, the State Administration of Foreign Exchange boosted the QDLP and Qualified Domestic
Investment Enterprise (QDIE) trial programs in the two cities to $5 billion each. SAFE raised the quota from $2
billion for the QDLP program in Shanghai and $2.5 billion for QDIE in Shenzhen. These moves indicate that
Chinese authorities have stepped up efforts to grow the two-way flow of both inbound and outbound investments in
their on-going effort to further liberalize China’s financial markets and open up China’s capital account.

It is noted that all these above programs relating to capital account liberalization have certain quotas or limits so
that the authorities can better deal with potential stress scenarios. Moreover, the authorities seem to be aggressive
in pushing for the programs which are able to bring new capital inflows such as QFII, RQFII while remain very
cautious about the ones that could lead to capital outflows. That being said, the authorities have taking a measured
approach in reopening its capital account so as to avert the repeat of financial turmoil seen in 2015-2016.

Further opening-up of financial sector

Amid the pressure from the US trade war threat, President Xi Jinping in his speech at the 17th Boao Forum,
announced plans to further open China’s economy. Correspondingly, the newly appointed PBoC governor Yi Gang
promulgated the details and timetable of the opening-up policies in financial sector in the Boao Forum for Asia in
April 2018.
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The following measures will be implemented in the following several months of this year:

a Remove the foreign ownership cap for banks and asset management companies, treating domestic and foreign
capital equally; allow foreign banks to set up branches and subsidiaries at the same time.

a Lift the foreign ownership cap to 51% for securities companies, fund managers, futures companies, and life
insurers, and remove the cap in three years.

a No longer require joint-funded securities companies to have at least one local securities company as a
shareholder.

a Allow eligible foreign investors to provide insurance agent and loss adjuster services in China.

a Lift restrictions on the business scope of foreign-invested insurance brokerage companies, treating them as
equals of domestic companies.

In addition, the PBoC will roll out the following measures within this year:
a Encourage foreign ownership in trust, financial leasing, auto finance, currency brokerage and consumer finance.

a Apply no cap to foreign ownership in financial asset investment companies and wealth management companies
newly established by commercial banks.

a Substantially expand the business scope of foreign banks.

a Remove restrictions on the business scope of jointly-funded securities companies, treating domestic and foreign
institutions equally.

a Foreign insurance companies will no longer need to have a representative office in China for two consecutive
years prior to establishing a fully-owned institution.

Although the official list of reforms is quite long, covering items ranging from relaxing foreign ownership in financial
institutions to substantially expanding the business scope of foreign banks, most of the reforms had already been
announced during President Trump’s visit to China last November or were scheduled to have been fulfilled after
China’s entry to the World Trade Organization (WTQ) in 2001. That means, amid the pressure from the US, China
determined to honor promises step by step to liberalize its financial sector. As described by Yi Gang, China’s new
central banker, it is “a prudent, cautious, gradualist move” for the financial sector opening-up reform.

Actually, right after the announcement of the above financial sector opening-up policies, some foreign investment
banks have already applied the license of operation in the mainland China. Meanwhile, some other previously
announced financial sector opening-up measures have been implemented smoothly. For instance, the authorities
have lifted market access limit for bank card clearing institutions and non-bank payment institutions, eased
restrictions on rating services provided by foreign financial service companies, and granted national treatment to
foreign credit information companies.

Is this time different?

Although the restart of China’s financial liberalization has sent an encouraging signal, the market still held the
concern about whether the new momentum is sustainable enough. To a certain extent, such questions make sense
because China has repeatedly promised financial opening and reforms over the last decade but the real progress
has thus far been limited. Some people even question that the Chinese authorities have no real intention to push
forward real reforms but want to pay lip service this time.
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We have a more optimistic view in this respect. This time could be different because both external pressure and
domestic need will force the authorities to advance financial liberalization and make the real breakthroughs. After
witnessing several episodes of financial turmoil during 2015-2016, the authorities are well aware that structural
reforms in the financial sector are the best solution to systemic risks in the long run. For example, only a market-
determined interest rate could allure people to withdraw money from the shadow banking activities and redeposit
them into the formal banking sector. Moreover, a flexible exchange rate will enhance rather than weaken the
country’s capacity to absorb unexpected external shocks. Of course all these reforms need to proceed with a
measured approach.

Meanwhile, the authorities have also felt the urgency to honor their promise to the WTO and open China’s financial
market so as to create a benign external environment. Although the US is now waving a stick of “trade war” at the
front, other advanced economies also have a lot of complaints against China’s delayed process of opening its
domestic financial market. From a strategic perspective, it is in China’s own interest to accelerate financial market
opening to win over more friends in defense of the US attack to the country’s export sector.

Nevertheless, some domestic and external factors could also exert adverse impact on the momentum in financial
liberalization and even slow its progress. Now China is pushing forward a campaign of financial deleveraging with
the aim to reduce debt level of both financial and corporate sectors. If the deleveraging process goes smoothly,
financial liberalization could accelerate as well. In contrast, if the deleveraging led to the escalation of domestic
risks for the short run, the authorities will likely slow down the process of financial liberalization for stability
consideration.

The trade war risk with the US also has its sophisticated impact on financial liberalization process. Although the
threat of trade war can give the authorities more incentives to maintain the momentum of financial liberalization, a
full-blown trade war, albeit not in our base scenario, will adversely affect China’s economy and elevate domestic
financial risks. In that case, the authorities might sacrifice financial liberalization again to maintain the stability of
domestic financial sector.
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