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As China's economy becomes more integrated with the world, several finan-
cial centres are expected to grow within the Chinese financial system. Hong
Kong and Shanghai are unarguably the prime financial centres in China's
economy, but Beijing and Shenzhen perform unique and irreplaceable func-
tions in China's financial framework. This paper examines the strengths and
competitiveness of Hong Kong, Beijing, Shanghai and Shenzhen through
a wide range of market assessments in stock, bond, funds markets, futures and
derivatives as well as the foreign exchange market and the presence of corpo-
rate headquarters to reveal how the development of financial centres in China
relates to the rise of China's economy. The findings suggest that Hong Kong
performs the role of an international financial centre in the Greater China
region in terms of possessing highly internationalized financial industries and
a sound legal environment, while Shanghai, Beijing and Shenzhen have
strong points in domestic financial services and functions; together they not
only represent the symbolic rise of China but also contribute to the fast
growth of China and Asian economies.
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Introduction

China's persistent economic growth in the past thirty years heralds its emergence as a
great power in the world economy. China became the world's second largest economy
in 2011, has the largest foreign exchange reserves in terms of trade surplus, a banking
industry that has remained relatively intact after the 2007-2008 subprime crisis, and
a capital market that is predicted to become the world's third largest by 2016 (XINHUA
2007). China's extraordinary economic growth has made financial services increasingly
important. Financial services provide organizations with support in raising funds for
product and service expansion, risk management and so forth. At the private level, fi-
nancial services support individual investment and wealth management. Thus, the de-
velopment of the financial sector is necessary and significant for China to further ex-
pand its economy.

As a matter of fact, the study of Chinese financial centres is a hot topic in today's aca-
demic world. Plenty of scholars have showed interests in this research area over the past
two decades. Some have made great contributions to comparative studies of Hong Kong
and Shanghai (Yeung 2001; Jao 2003; Sung 2009); while others have devoted their stud-
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ies to the determining factors for financial centres' formation (Gehrig 1998; Zhao 2003,
2013), and theories of financial centre development (David 1988, 1994; Porteous 1995;
Zhao 2003, 2013; Zhao et al. 2004) and so forth. However, little attention has been paid to
other Chinese financial centres such as Beijing and Shenzhen. In addition, few studies
have focused on the cooperation between financial centres in China even though existing
literature has already discussed the competition or relationship between Hong Kong and
Shanghai (Yeung 2001; Jao 2003; Karreman and Knaap 2007) or Hong Kong, Shanghai
and Beijing (Yeung 2010). The recent accelerating trend of China's financial centre devel-
opment warrants close monitoring and further research.

China's central and local governments are zealous in promoting the development of
financial centres. Beijing Financial Street, located inside Beijing's 2™ Ring Road, was
positioned as the core of Beijing's financial centre according to Beijing International
Financial Centre Development strategic plan announced in May 2008 by the Beijing
municipal government. However, Shanghai's future seems more promising. In 2009,
the State Council of China released a resolution to build Shanghai into an International
Financial Centre that will match the country's economic strength and the international
status of its currency, the RMB, by 2020 (Zhao 2010). Shenzhen has also been catching
up. In 2009, China's State Council approved a pilot plan for the Qianhai Shenzhen-
Hong Kong Modern Service Industry Cooperation Zone to implement experimental po-
lices, which promote Qianhai as a pilot zone for the establishment of innovative finan-
cial institutions and the development of innovative trading platforms to support experi-
mental activities in financial reform under Shenzhen-Hong Kong cooperation.
Mr Li Keqiang, Vice-Premier of the State Council, during his visit to Hong Kong in
August 2011, announced numerous measures of the Central Government to support
Hong Kong's financial development under the 12" Five-Year Plan. Among them, three
are of particular concern to the finance and insurance sector, namely allowing invest-
ments in the mainland of China (Mainland) equity market by means of the Renminbi
Qualified Foreign Institutional Investor (RQFII) scheme; facilitating fund management
companies to launch exchange-traded funds constituted by Hong Kong-listed stocks on
the Mainland's stock exchanges; and supporting Hong Kong's insurance companies to
enter the Mainland market by means of setting up offices or taking up stakes. Under
these circumstances, Beijing, Shanghai, Shenzhen and Hong Kong are at the doorsteps
of New York and London for the top spot in the global financial centre arena. This pa-
per aims at studying the subjects that are related to the development of financial centres
and revealing the importance of information hinterland, geography of finance, as well
as law and finance theory in the Chinese financial market, and the regulatory regime
and legal quality in Chinese financial system.

The Theoretical Framework of Development of the World Financial Centres

A financial centre comprises a surplus of capital, a roughly offsetting deficit of capital
and an intermediary agent or intermediation process. It can be considered as a grouping
of a certain number of financial services together in a given urban space or in a func-
tional description, a place where intermediaries coordinate financial transactions and ar-
range for payments to be settled (Cassis 2011). The emergence and locational move-
ments of financial centres are not a new phenomenon in the modern era, in fact, it can
be traced back to ancient times (Jarvis 2009). One of the oldest cities in the world,
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Samarkand (the second-largest city in Uzbekistan, located on the silk road between
China and the Mediterranean countries), and other ancient cities like Babylon, Tim-
buktu (with its position as the southern terminus of trans-Saharan caravan routes) and
Constantinople had functioned as major financial centres for intercontinental trade in
their times. During the eighteenth and nineteenth centuries, larger financial centres such
as London and New York emerged to serve regional and international markets as their
volume of economic exchanges and the complexity increased (/bid.).

The emergence of financial centres depends on numerous endogenous and exoge-
nous factors. The size of domestic economy is one of the most important long-term de-
velopment drivers of financial centres (Cassis 2011). For that reason, power transition
and power diffusion of financial centres can be traced throughout history. For most of
the nineteenth century, London was the leading worldwide financial centre. In the
twentieth century, New York dominated the global financial scene until the 2008 sub-
prime crisis. In the second half of the twentieth century, the emergence of several na-
tional, international and global financial centres have relied on their size of domestic
economy or have taken the function as an intermediary for larger emerging economies,
such as Tokyo, Hong Kong, Singapore and more recently Shanghai. Kindleberger
(1974) was the first to use scale economies as a factor explaining the formation of a fi-
nancial centre. He regarded scale economies in the organization of financial markets
together with localized information, different time zones and discriminatory practices in
business relations as major centrifugal forces. Two decades later, Krugman (1991) sug-
gested four notable centrifugal forces: labour market externalities, demand for interme-
diate services, technological and information spillovers; which, as he stated, were the
most important factors for the agglomeration of financial activities in financial centres.
Although Krugman's opinion differs from Kindleberger's, one underlying idea is the
same: scale economies or spillovers are significant factors for the formation of a finan-
cial centre. Gehrig (1998) analyzed both the centripetal and centrifugal forces in finan-
cial markets and suggested that economies of scale in the payment mechanism, infor-
mation spillovers, liquidity and thick market externalities were major centripetal forces;
while market access costs and coordination, rent-seeking and political intervention as
well as localized information were centrifugal forces. He demonstrated that financial
centres tend to be the host/gathering place of information sensitive financial activities
in a region, while information insensitive sectors tend to relocate to low-cost suburban
areas or to use low-cost communication media, such as computerized networks. These
previous studies find that financial centres, like other agglomerations, are the outcome
of both centripetal and centrifugal forces.

Path dependence, information hinterland and time zone are other important theories to
interpret the development and change of financial centres in the globalization era. Path
dependence refers to the historical accidents which would have long run cumulative con-
sequences (David 1988, 1994). An initial locational pattern may simply be a historical ac-
cident, but once established, that pattern can become path dependent and ‘locked in’
through mechanisms of cumulative causation (Porteous 1999). In other words, once a city
achieves a certain level of financial activity, it can sustain this advantage over other cities
for a certain time. This theory explains why London remains the leading financial centre
long after the decline of the British Empire (Porteous 1995). Besides path dependence,
several scholars also paid attention to the importance of ‘information’ in the world finan-
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cial market; to fill the knowledge gap, they drew attention to information hinterland in
pursuance of explaining the rise and decline of financial centres over time (Porteous 1995;
Wang et al. 2007; Zhao et al. 2004). The concept of ‘information hinterland’ defines a re-
gion for which a particular core city (financial centre) provides the best access point for
the profitable exploitation of valuable information flows. In a dynamic sense, a financial
centre is expected to grow from its information hinterland, and it will move and change
as its information hinterland moves and changes (Zhao 2003, 2013). Time zone theory
also catches the attention of scholars. Physiological and geographical studies revealed
that human beings cannot change their life cycles. Time zones determine the daily work
rhythm and behavioural patterns in different continents (Laulajainen 2003; Waterhouse
et al. 2007; Zhao 2010, 2013). Hence, time zone is a significant factor influencing the
development of financial centres. Since our world can be divided into three major time
zones based on an eight-hour working day, the spatial distribution of global financial
centres occurs in these time zones with each one having a dominating financial centre.
London dominates in the European and African time zones, while New York reigns su-
preme in North and South America. At the moment, Asian time zones do not have
a dominating financial centre; however, a table of financial centres is set to assume the
status (Zhao 2010). Thus, the competition of international financial centres in the Asian
time zone is very intense in terms of implication of time zone theory. As to the rise of
China’s economy in the world, the emergence of an international financial centre in
Asia must compete within China-related financial centres. Therefore, our article incor-
porates the size of the domestic economy, the information hinterland, path dependence,
and time-zone theories together into a theoretical framework to explain the develop-
ment of financial centres in China over time and their contributions to the global finan-
cial landscape.

A Brief Survey of the Important Financial Centres in China

Hong Kong, Beijing, Shanghai and Shenzhen have different functions and roles in Chi-
na's financial framework in terms of their strengths and competitiveness in different fi-
nancial markets. Investigation into their history, basic structures, major factors, finan-
cial markets, important industries and related areas and policies are important to iden-
tify and understand the competitiveness of these financial centres.

Hong Kong

Hong Kong has a relatively stable political and social environment where capital is
fully mobile, and the banking system is mature. Hong Kong's rule of law supports an
open and transparent fund-raising platform for the world and particularly for Mainland
enterprises. The fair, transparent and non-political legal and regulatory environment
and institutions attracted many Mainland enterprises who seek to ‘go out’, either state-
owned or private, to list their stocks in Hong Kong in order to introduce foreign capital
into their business. In fact, with the stagnant economy of western countries and the vig-
orously growing economy of China after the subprime mortgage crisis in 2008, more
and more foreign companies have considered to list on the Hong Kong Stock Ex-
changes (HKEX) in order to enjoy the growth of the Asian market. Although Chinese
companies dominate Hong Kong's stock market, especially the large state-owned enter-
prises such as China Construction Bank, Industrial and Commercial Bank of China and
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China Mobile, HKEXx still has 17 foreign listed companies, compared to Mainland's stock
exchanges with zero foreign company listings. Hong Kong's stock exchange ranked 1% in
the world with the benchmark against the size of the economy and under the ratio of mar-
ket capitalization as percentage of GDP (Fig. 1). The common characteristics of a high
market cap-to-GDP ratio in the world, such as Switzerland and Singapore, are that they
serve as regional financial hub with unique financial services and functions, and have
domestic companies with significant regional and international business. Hong Kong’s
high market cap-to-GDP ratio is primarily due to the listing of Mainland enterprises in
Hong Kong and many listed companies in Hong Kong have substantial investments in
the Mainland and overseas markets. Thus Hong Kong is without doubt, a very special
and important financial centre in the world. Hong Kong's IPO market has pushed ahead
of others in recent years due to the fast growth of listings from Chinese companies.
Chinese overseas [POs mainly list on the HKEx Main Board (see Table 1), which pro-
moted the total funds raised by IPOs in Hong Kong to rank 1% in the world in 2009 and
2010. The future of the HKEX is quite promising, as the role of Hong Kong as a gate-
way between China and the world continues to increase. China's financial integration
into the global economy can bulk up Hong Kong's balance sheet more than that of other
financial centres outside the Mainland in Asia.
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Fig. 1. Top 10 and Selected Domestic Capitalization Stock Exchanges over GDP
(the end of 2010)

Source: World Federation of Exchanges; World Bank database.
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Table 1
IPOs from Overseas Chinese Companies (in 2009-2010)
2010 2009
USS billion USS billion
Stock Ex- Fund Average Number Fund Average Number
changes raised Fund raised | of IPOs raised | fundraised | of IPOs
by IPOs by IPOs by IPOs | by IPOs
HKEx Main 28.83 0.41 71 24.84 0.48 52
Board
NYSE 2.63 0.12 22 0.46 0.09 5
NASDAQ 1.26 0.05 23 1.48 0.18 8
SGX Main 0.28 0.03 8 0.15 0.03 5
Board
KOSDAQ 0.18 0.04 4 0.10 0.03
FWB 0.12 0.12 1 0.07 0.07 1
KRX Main 0.00 0.00 0 0.04 0.04 1
Board
SGX Catal- 0.00 0.00 0 0.005 0.005 1
1st
HKEx GEM 0.00 0.00 0 0.004 0.004 1
Total 33.29 0.26 129 27.14 0.35 77

Source: Chinese Enterprises IPO Reports, 2009-2010."

Hong Kong's fund market is also very strong. For funds traded on both the stock ex-
change and the OCT market, Hong Kong outperforms Beijing, Shanghai and
Shenzhen. Assets under management and the number of top 20 world private equity
firms in Hong Kong are far greater than those of Beijing, Shanghai and Shenzhen. In
fact, Hong Kong has become the second largest asset management centre in Asia,
just after Japan. The well-established, mature and sophisticated asset management
industry in Hong Kong matches China's needs and builds up safe investment chan-
nels for high foreign currency reserves and domestic savings. In the meantime, Hong
Kong serves as the gateway for overseas investors to invest in the mainland of China.
Mutual fund and insurance companies from western countries choose Hong Kong as
the first place to expand their business in the Asia-Pacific region. Moreover, Hong
Kong possesses the highest density and quality asset management talents in terms of
higher percentage of people engaged in the financial sector among Asian financial cen-
tres (see Table 2). More than 80 per cent of the world's regional or international fund
management companies set up their regional headquarters in Hong Kong and majority
of fund companies based in Hong Kong are foreign institutions. This has contributed to
rapid development of the asset management market in Hong Kong.
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Table 2
Employments in the financial sector among the major financial centres
(the end of 2009)
Employments in . .
. s Percentage in Year-end Resident Popu-
IFC Financial Sector total population | lation of IFCs (in million)
(in thousand) pop
Greater 315.20 (4.11 %) 7.66
London
New York City 465.1 (July 1, (5.56 %) 8.36 (July 1, 2008)
2008)
Frankfurt 74.271 (11.05 %) 0.67
Tokyo 269.00 (2.07 %) 12.99 (1 October, 2009)
Hong Kong 212.70 (3.00 %) 7.09 (the end of 2010)
Singapore 126.00 (3.37 %) 3.734
Shanghai 195.00 (1.01 %) 19.21
Beijing 182.70 (1.04 %) 17.55
Shenzhen 90.98 (1.02 %) 8.91

Source: Based on the data from the above cities' statistics departments.

Hong Kong's prospect of becoming the largest offshore RMB bond centre in the world
is promising. Contrary to the relatively small Hong Kong Dollar bonds market, the de-
velopment of a RMB-denominated bonds market is important to the status of Hong
Kong as an international financial centre. China also proactively promotes Hong Kong's
bond market. Since 2007, the central government permitted Mainland financial institu-
tions to issue RMB bonds in Hong Kong. In 2009, the measure was opened to the Chi-
nese Ministry of Finance and the subsidiary companies in the Mainland of Hong Kong
banks. From 2007 to 2009, having achieved consistent increases over these three years,
a total of RMB 38 billion yuan-valued RMB-denominated bonds (including the na-
tional debt) were issued in Hong Kong. In 2010, yuan-valued RMB-denominated bonds
reached about RMB30 billion yuan (He 2011). China, as part of its effort to interna-
tionalize its currency and open its financial markets, plans to allow Hong Kong insurers
to invest in the Chinese inter-bank bond market and encourage Mainland companies to
issue RMB bonds in Hong Kong.

The insurance industry in Hong Kong has continued to excel and grow in sophisti-
cation. Gross premiums routinely contribute to a total of 11-12 per cent of GDP, mak-
ing Hong Kong the second largest insurance market in Asia after Japan. If measured by
premium income alone, Hong Kong ranks the 25" in the world. The total number of in-
surance companies' headquarters, premiums, insurance density and insurance penetra-
tion in Hong Kong are larger than any financial centre in China (see Table 3). All of the
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world's largest reinsurance companies have longstanding offices in Hong Kong, includ-
ing Munich Re, Swiss Re, General Re (Berkshire Hathaway), and Hannover Re. As in
other sectors, significant regional offices are being built in Hong Kong mainly to cover
the Chinese market (Pauly 2011). Among all the insurance business types, long-term
insurance dominates Hong Kong's insurance market. The future growth of Hong Kong's
insurance market lies in the economic rise of China and the openness of China's insur-
ance industry. For many Hong Kong-based insurers that are not entirely focused on lo-
cal businesses, their future plans are obviously shaped by developments in China. In-
surers and reinsurers use Hong Kong as a base for regional operations for Hong Kong's
transport links to Europe and North America, ease of access to the Mainland, solid legal
regime and better living conditions. If Chinese insurers invest in foreign markets in the
near future, Hong Kong will benefit from these investments because the possibilities for
joint ventures with foreign insurers as well as for stand-alone Chinese insurance opera-
tions based in Hong Kong will be tremendous (Pauly 2011).

Table 3

Total number of insurance companies' headquarters, premiums, insurance

density and insurance penetration in Hong Kong, Beijing, Shanghai and Shenzhen

(the end of 2009)
No. of insur- .
. . . Insurance den- | Insurance penetration
Financial ance compa- Premiums . . . o
Center nies' head- (billion) sity (per capita (premium as a % of
expenditure) GDP)
quarters
Hong — 137.31 19796 (end of 8.3 (end of 2005)
Kong (HKD, the 2005)
end of 2005)

Beijing 13 697.6 (RMB) 4044 59
Shanghai 38 665 (RMB) 4821 4.0
Shenzhen 12 271.6 (RMB) 3074 33

Source: China Insurance Regulatory Commission Shanghai Bureau 2009; China Insurance
Regulatory Commission Beijing Bureau 2009; China Insurance Regulatory Commission
Shenzhen Bureau 2009.

In terms of the financial futures and derivatives markets, there is no doubt that Hong
Kong outperforms other financial centres in China. Hong Kong's futures and deriva-
tives market is open and well-established. It has the largest OTC derivative market in
Asia, though the market is still relatively small compared to Europe and the United
States. There are many different types of financial futures and derivative products
traded in Hong Kong, while most of them do not exist in China. After the sub-prime
crisis in 2008, the Hong Kong Securities and Futures Commission, Hong Kong gov-
ernment, Hong Kong Monetary Authority and the HKEx together plan to set up a regu-
lation system for OTC derivatives in the near future. This project will definitely con-
tribute to the further development of Hong Kong's derivative market.

Capital can freely flow in and out of Hong Kong due to the lack of controls on for-
eign exchange, which boosts Hong Kong's foreign exchange market. In 2010, Hong
Kong was the sixth largest foreign exchange market in the world, the third largest in
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Asia behind Singapore and Japan. The Hong Kong foreign exchange market is even
stronger than China's, not to mention those of Beijing, Shanghai and Shenzhen.

Hong Kong is one of the top-ten international banking centres in terms of the vol-
ume of external transactions, and the second largest in Asia after Japan. The banking
sector plays a vital role in establishing Hong Kong as a major loan syndication centre in
the region. In terms of the number of banks, banking assets and inter-bank turnover
value, Hong Kong outperforms Beijing, Shanghai and Shenzhen. As a matter of fact,
Hong Kong has become one of the highest concentrations of banking institutions in the
world; seventy of the world largest 100 banks perform operations in Hong Kong. Its
banking industry is more international and active than any other banking centre in
China. In terms of multinational corporations (MNCs), Hong Kong possesses a larger
number of MNCs and MNCs' regional headquarters than any other financial centre in
China. At present, Hong Kong is an ideal place for MNCs to set up their headquarters.

Table 4
Multinational corporations in Hong Kong, Beijing, Shanghai and Shenzhen
(the end of 2010)
Number of MNCs N}lmber of MNCs
regional headquarters

Hong Kong 6612 1298

Beijing 536 82

Shanghai 837 305

Shenzhen 400 (June 2009) n.a.

Source: Jiang 2011; Statistics Bureau of Shenzhen Municipality 2009; Shanghai Industrial
Real Estate Evaluation Research Centre 2010; Total number of multinational corporations'
regional headquarters in Hong Kong 2010.?

To sum up, Hong Kong is strong in almost all financial markets. However, as is com-
monly known, Hong Kong is weak in its bond market and the Growth Enterprise Mar-
ket. Due to the lack of development in Hong Kong's information technology and related
industries, its Growth Enterprise Market grows very slowly, falling behind Shenzhen's
ChiNext market. For over three decades, Hong Kong has been making desperate at-
tempts in trying to promote its bond market; however, it is still far from enough. Its fu-
ture growth lies in the internationalization of RMB and the economic rise of China.
Beijing

The importance of Beijing in China's financial framework is mysterious to many due to
national capital functions including the control of currency policies and the dominance
of state-owned enterprises and powerful organizations. Zhao (2003) and Zhao et al.
(2004) argued that Beijing is the most important financial centre in China because of its
role as the centre of financial policy-making. The number of foreign companies and
their headquarters, foreign bank branches and representative offices, foreign direct in-
vestment (FDI), turnover of stock and securities transactions, deposits of financial insti-
tutions, loans of financial institutions and employment in finance, insurance and real es-
tate illustrate Beijing's financial functions in China (Zhao et al. 2004; Wang et al.
2007). The great presence of Beijing in China's overall financial development demon-
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strates the strength of its financial centre. The forces underlying the formation of a fi-
nancial centre were also analyzed, and it is found that asymmetric information created
the need for geographic agglomeration of financial activities based on the source of in-
formation. Beijing, as the prime source of policy information, was more likely than
other Chinese cities to be the national pre-eminent financial centre when the Chinese
financial markets become more open to foreign firms in the near future.

Beijing is a considerably strong financial centre in China although it does not have
a stock exchange. It performed better than Shanghai and Shenzhen with regard to total
fund-raising by equities, A-shares, IPOs and H-shares. Beijing's total market capitaliza-
tion of A-shares also ranked the 1% in China. Besides, there are many large state-owned
enterprises headquartered in Beijing, which contribute to the good performance of Bei-
jing's securities market. The geographical distribution of Beijing, Shanghai and
Shenzhen's listed companies on SSE and SZSE revealed that Beijing possesses the sec-
ond largest number of listed companies in Chinese cities (Fig. 2). Newly listed Beijing
companies in A-share and H-share markets dominate the market which is highlighted
by the total fund-raised by A-shares, H-shares and IPOs. In addition, the total trading
value was the second largest and raised capital of A-shares was the largest in China,
representing the significance of Beijing in the Chinese stock market (see Table 5).
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Fig. 2. Geographical distribution of listed companies in Beijing, Shanghai
and Shenzhen (April 2010)

Source: Shanghai Stock Exchange Monthly Report, 2010; Shenzhen Stock Exchange
Monthly Report, 2010.*
Note: SSE = Shanghai Stock Exchange; SZSE = Shenzhen Stock Exchange.
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Table 5
Regional distribution of stock turnover and IPOs of A-Shares (2008)
Turnover Issued Vol- | Total Issued | Raised Capi- (.)f total .
Value . . raised capi-
. ume (mil- Volume in tal (RMB . .
(RMB mil- lion share) China (%) million) talin China
lion) ° (%)
Beijing 8410.91 6988.53 60.79 54686.12 52.87
Guangdong | 7827.09 593.69 5.16 6502.75 6.29
Shanghai 9111.26 110 0.96 1895.60 1.83

Source: China Securities and Futures Statistical Yearbook 2009.°

Beijing's bond market is the largest in China. Bonds in China are traded on both stock
exchanges and the OTC market, and more than 90 per cent of bonds are traded on the
latter. Since Treasury Bonds (T-bonds) are issued by the Ministry of Finance in China
and bills/notes are issued by the People's Bank of China, which are headquartered in
Beijing and share half of the total outstanding amount of bond classes in China (Wang
et al. 2010), the role of Beijing in China's bond market is significant and irreplaceable.
Moreover, four big commercial banks, 13 joint-stock commercial banks and more than
100 state-owned companies are headquartered in Beijing, such as China Unicom, China
Mobile and China National Petroleum Corporation. The large total issuance of T-bonds
and corporate bonds make Beijing considered as the largest bond market in China.

The Private Equity (PE) fund industry in Beijing performs very well because of the
asymmetrical information existing in the market. As the financial policy and supervi-
sion centre, Beijing receives information and policy trends of the financial industry al-
most instantly (Deng 2010). More importantly, the unique role of Beijing as the policy-
maker and the place of financial supervision institutions enhance the importance of pri-
vate equity in Beijing. The total number of world's top 20 private equity firms in Bei-
jing was the largest in Mainland China but less than that of Hong Kong (see Table 6).
Beijing had the largest amount of both the number of PE funds' investments and in-
vestment amounts of PE funds in China. The total number of domestic PE funds in Bei-
jing was also the largest (Fig. 3). Beijing outperforms in the PE fund industry any other
cities in China; it received more than half of all industrial funds licensed by the central
government. In addition, a great majority of large PE investment institutions at home
and abroad have headquarters in Beijing.” The reason for this phenomenon is that com-
panies going public should get approval from the China Securities Regulatory Commis-
sion, which is located in Beijing. Profit-earning of the PE investment is driven by ex-
ploring and acquiring asymmetrical information in the market, those information-
sensitive overseas and domestic PE Firms are thus attracted to Beijing to take advan-
tage of the information flow.
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Table 6

Presence of Top 20 world private equity firms in Beijing, Shanghai, Shenzhen,
Hong Kong, New York and London (2009)

. Bei- | Shang- | Shenz | Hon New | Lon-
Rank Firm name jing haig hen Kong York | don

1 TPG Y Y N Y Y Y
2 Goldman Sachs Principal N N N Y Y Y

Investment Area
3 The Carlyle Group Y Y N Y Y Y
4 Kohlberg Kravis Roberts Y N N Y Y Y
5 Apollo Global Management N N N Y Y Y
6 Bain Capital N Y N Y Y Y
7 CVC Capital Partners Y Y N Y Y Y
8 The Blackstone Group Y Y N Y Y Y
9 Warburg Pincus Y Y N Y Y Y
10 |Apax Partners N Y N Y Y Y
11 |First Reserve Corporation N N N N N Y
12 |3i Y N N N Y Y
13 | American Capital N N N Y Y Y
14 |Hellman & Friedman N N N N Y Y
15 |Providence Equity Partners N N N Y Y Y
16 |Advent International N N N N Y Y
17 | Terra Firma Capital Partners N N N N N Y
18 |General Atlantic Y N N Y Y Y
19 |Fortress Investment Group N N N N Y Y
20 |Silver Lake N N N Y Y Y

Total 8 7 0 14 18 20

Note: Y = Yes, N = No.
Source: The 2009 PEI 300, 2009.
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Fig. 3. Number of domestic private equity firms of the year 2010 in China
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The insurance market of Beijing and Shanghai has developed well. For premiums, in-
surance density and penetration from 2003 to 2005, Beijing functioned better than
Shanghai. Before 2007, the premium income and insurance penetration of Beijing were
larger than those of Shanghai; however, Shanghai's insurance payment and density
were larger since 2007. In 2009, total premium income and insurance penetration of
Beijing were larger than those of Shanghai and Shenzhen (see Table 3), and the total
number of branches of insurance companies in Beijing remain the largest in China.
The headquarters of major insurance companies such as China Life, The People's Insur-
ance Company Group, Taikang Life and Xinhua Life, reside in Beijing. There is more
than 4000 billion yuan in total assets of the insurance industry in China, with 50 per
cent coming from Beijing and around 25 per cent from Shanghai. The headquarters of
the China Insurance Regulatory Commission in Beijing provide a unique environment
for insurance companies to have rapid access to tactical information for policy making.
In addition, a great many large state-owned enterprises are located in Beijing, which is
beneficial for extending insurance businesses and for communication and cooperation
among different companies.

Beijing's banking industry is the largest in China as Beijing is the centre for domes-
tic banks, and the four major commercial banks, policy banks as well as a lot of re-
gional banks are concentrated in Beijing. With respect to the banking industry, Beijing
is rather strong as a domestic banking centre despite its underdevelopment in foreign
banking (see Table 7).

Table 7
Domestic and foreign banking sector in Beijing, Shanghai and Shenzhen
(the end of 2009)
financial No. of banking | No. of people working | No. of corpo-
centre institutions in these institutions rate bodies
Domestic Beijing 3399 82779 45
Banks* Shanghai 3060 75204 45
Shenzhen 1224 44539 22
Foreign Beijing 81 6069 6
Banks Shanghai n.a. n.a. 18
Shenzhen 81 4231 4

Note: * No. of domestic banking institutions includes branches; Business networks do not
include headquarters.

Source: China Banking Regulatory Commission.'’

The predominance of Beijing in the Mainland's domestic banking industry can be re-
flected from the interbank market, as Beijing's monthly turnover value was about twice
as large as the total value of Guangdong and Shanghai.!' By the end of May 2011, with
respect to the number of Fortune 500's global headquarters (though they largely belong
to PRC's mega-sized state-owned enterprises), Beijing ranked 1% even exceeding those
of London and New York.

In summary, Beijing's role as a financial centre cannot be underestimated. Beijing
is quite strong in the stock market, bond market, PE fund market and insurance market.
Beijing has become a large domestic banking centre and an ideal place for MNC head-
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quarters (see Table 4). The functions and roles of Beijing are unique and incomparable
in Chinese specific financial framework.

Shanghai

The tertiary sector has gained the dominant position in Shanghai's economy with the
contraction of the secondary sector. The secondary sector in 1978 accounted for well
over 70 % of Shanghai's economy and has since downsized to 39 % in 2010. The terti-
ary sector has expanded since 1978 from 23 % to account for 59 % of Shanghai's total
GDP in 2010 (Luo 2012); commerce and financial services make up the top two sub-
sectors within the tertiary sector, indicating the rise of Shanghai as an important finan-
cial centre.

Shanghai has its advantages in a higher rate of economic growth with a much larger
bond market, a sizeable commodity market and a well-diversified industrial structure.
In comparison to Hong Kong, Shanghai does not have a fully convertible currency,
transparent and non-political regulatory regime and rule of law, however, its sizeable
domestic economy and financial markets prop up Shanghai as a major domestic finan-
cial centre in China.

Shanghai is considered as the capital centre in China as its financial markets are well
established and diversified under a joint endeavor of central and municipal governments.
The Shanghai Stock Exchange (SSE) has grown very rapidly over the past decade. There-
fore, it is important to investigate Shanghai's stock market. Having made a comparison of
the stock markets of Beijing, Shanghai and Shenzhen, we can note that Shanghai ranked
1*" with respect to the total number of listed companies, of listed H-shares companies, the
total number of fund companies' headquarters and securities companies' headquarters, to-
tal stock turnover value and so forth. Compared to Beijing, Shanghai has more listed
companies on Chinese stock market and H-share market; however, the funds raised by
newly listed companies were smaller than that of Beijing because the central govern-
ment proactively encourages state-owned enterprises to list outside China. Shanghai's
stock market has its own advantages, therefore it is impossible to define their rankings.
The ostentatious prosperity of Shanghai's stock markets is due to its sizeable domestic
economy under the Yangzi River Delta economic zone. Several studies have showed
that companies listed in China tend to list on their neighbouring stock exchanges
(Fig. 2). According to the Chinese statistical yearbook, in 2010, the GDP per capita of
Shanghai, Jiangsu and Zhejiang were ranked in China's top five. Shanghai shareholders
is the main source of shareholders in SSE's stocks, accounted for about 25 per cent.
That is because most mass investment capitals in China usually go to the stock market
and real estate industry due to the inconvertibility of the RMB and lack of investment
producers provided by the banking sector.

Shanghai's fund market performed better than those in Shenzhen and Beijing.
The first listed investment fund in China — Zibo Town and County Enterprises Fund —
was listed on the SSE in 1993; the first listed open-end fund was launched by the China
Southern Fund and the first Exchange Traded Fund (ETF) — Huaxia SSE 50 ETF was
listed in 2010; the first two China-listed tracking Hong Kong stock indices ETF was
launched in June, 2012 and listed on SSE and Shenzhen Stock Exchange (SZSE) simul-
taneously in October 2012. Although the ETF was first launched on the SSE in 2005,
its turnover value grew very fast and exceeded that of the HKEx in 2009. The reason is
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that the Central Government has been positively pushing the financial development of
Shanghai over the past decade in an effort to expand the influence of Shanghai in the
world as well as to upgrade its image and status as an international financial centre. As-
sets under management and total number of fund companies of Shanghai ranked 1% in
China (see Table 8). Shanghai's fund companies occupy half of the market share of as-
sets under management in China. For funds traded on stock exchanges, the SSE was
better than the SZSE in terms of turnover value and volume because Shanghai enjoys
special policies initiated by the central government to build itself as an international fi-
nancial centre. In May 2009, the Central People's Government of China published an
official document, aiming at promoting the development of financial institutions in
Shanghai, including mutual fund management companies. This policy is greatly benefi-
cial to Shanghai to develop its fund industry. As these supportive policies are put into
practice, the financial information platform is well equipped and once the related laws
and rules are up to international standards, Shanghai will enjoy a faster growth of its
fund market.

Table 8

Number of fund companies in Beijing, Shanghai and Shenzhen

The end of March, 2010 The end of 2008

City Number of Fund % of number of total fund Number of Fund

Companies companies in China Companies

Beijing 7 12 % 7
Shanghai 30 50 % 30
Shenzhen 16 27 % 17

Source: China Securities and Futures Statistical Yearbook 2009;'? Deng 2010.

The development of an insurance industry in Shanghai is the fastest in China. As a
matter of fact, the rapid development of the insurance headquarters economy is a part of
the strategy of Shanghai's goal to become an international financial centre by the end of
2020. In April 2010, the central government announced ‘Opinions on Promoting
Shanghai to Speed up the Development of Modern Service Industry and Advanced
Manufacturing, Building an International Financial Centre and the Views of an Interna-
tional Shipping Centre’. This is the first time that China's central government purpose-
fully made policies to build Shanghai as an international financial centre and shipping
centre. Shortly after the announcement, Wu Dingfu, at that time the chairman of the
China Insurance Regulatory Commission, proclaimed that the commission would sup-
port Shanghai to develop China's insurance products innovation and technology re-
search and development (R&D) centre as well as insurance management and logistics
centre. By May 1991, the China Pacific Insurance Group was set up in Shanghai, which
laid a foundation for the development of insurance industry there. The Shanghai mu-
nicipal government puts greater efforts in promoting the development of an insurance
headquarters economy in order to promote faster development and healthier industrial
structure of the insurance sector. The favourable policies not only enhance the political
environment for the insurance industry, but also help attract more national and interna-
tional insurance companies to settle down in Shanghai. The efforts are paying off.
The Ping An Group, headquartered in Shenzhen, set up a second headquarters in
Shanghai, and moved four of its eight subsidiaries' headquarters to Shanghai. For Ping
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An Insurance of China, Shenzhen is its administrative centre, while Shanghai is the
profitable centre (Tong 2009). Total assets of Shanghai's insurance industry have also
increased. By the end of 2007, Shanghai's insurance companies' total assets accounted
for about 25 per cent of China's insurance industry's total assets. The most evident ad-
vantage of Shanghai's insurance industry rests on its financial market and trading.
Shanghai has several important financial markets and exchanges: the Shanghai Stock
Exchange, Shanghai Future Exchange, Shanghai Gold Exchange, Foreign Exchange
market, etc. As the concentration of these financial markets and exchanges increase,
Shanghai has become an important place to insure capital in China.

Shanghai has become the foreign banking centre of China. It possesses the largest
number of foreign banks' headquarters, deposits and loans of foreign financial institu-
tions in China. By 2009, 191 foreign firms had established regional headquarters in
Shanghai, far exceeding the numbers in Beijing and Shenzhen. Although nation-wide
banks locate their headquarters in Beijing for the advantage of access of tacit informa-
tion from the central government's banking bodies, the majority of China's banks are
listed on SSE. While Beijing is strong in the domestic banking industry, Shanghai has
the largest number of foreign banks' corporate bodies in China. As for the number of
domestic banking corporate bodies, Shanghai is equivalent to Beijing. In 2005, People's
Bank of China set up the Shanghai Head Office to govern the rapidly growing opera-
tions and business of domestic and foreign banking bodies in Shanghai. Historically,
Shanghai had opened corporate RMB business to foreign banks earlier than Beijing.
Foreign banks that entered China's market in the early stages preferred to locate their
headquarters in Shanghai. These foreign banks mainly focus on retail business, and
most of them are concentrated in the rich YRD region since the Pearl River Delta mar-
ket was already covered by Hong Kong's banks. In fact, foreign banks that entered the
Chinese market in 2007, all set up their headquarters in Shanghai. Many foreign banks
that entered China's market after 2007 still chose Shanghai as their headquarters, in-
cluding Hong Kong Hang Seng Bank and DBS. By the end of 2010, eight out of ten big
foreign banks set up their headquarters in Shanghai (Zhang and Zhang 2011). The con-
centration of foreign banks in Shanghai can be expressed in the total deposits and loans
of foreign institutions, which absorbed over 80 per cent market share of total deposits
and loans of all foreign companies in China.'* Shanghai's banking sector is quite prom-
ising as it attracts the largest number of foreign banks as well as the majority of foreign
bank businesses, making it the second largest banking centre in China.

The headquarters of China's foreign exchange trading system is located in Shanghai
and preforms differently from that of other financial systems. The China Foreign Ex-
change Trading System (CFETS), also known as the National Interbank Funding Cen-
tre, is a sub-institution of the People's Bank of China. Its core functions include provid-
ing trading, information and services for the operation and transmission of the central
bank's monetary policies. The CFETS also serves as a benchmark to the interbank lend-
ing, bond and foreign exchange markets. China's first foreign exchange futures were is-
sued by the Shanghai Foreign Exchange Transactions Centre in 1992. The products of
foreign exchange futures included RMB to the US dollar, pound, euro and yen. The trad-
ing of foreign exchange derivatives in China has increased rather quickly in recent years.
The total turnover value of foreign exchange swaps and forward foreign exchange in
Shanghai outperformed that of Beijing and Shenzhen.'* Shanghai's share of financial fu-
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tures, options, foreign exchange market and being home to China's Financial Futures
Exchange, the only future exchange in China, have made Shanghai a financial power-
house in more ways than its Beijing and Shenzhen counterparts.

Shanghai is an attractive place for MNCs to do business in China. By the end of
2010, there were 213 foreign investment companies, 319 foreign R&D centres and
305 MNCs' regional headquarters (see Fig. 4). Among them, 74 were Fortune 500 com-
panies' regional headquarters. Shanghai has already become a financial centre that pos-
sesses the largest number of MNC headquarters in China.'® Before 2002, there were no
MNC's regional headquarters in Shanghai. However, the number grew to 319 by the
end of 2010. The growth in the number of MNCs regional headquarters in Shanghai can
be partly attributed to Shanghai's preferential policies. In 2002, with the support of the
Ministry of Commerce of China, Shanghai Municipal People's Government promul-
gated the ‘Shanghai Municipality, Encouraging the Establishment of Regional Head-
quarters by Foreign Multinational Corporations Tentative Provisions’. As more and
more foreign companies enter and set up their regional headquarters in Shanghai, the
total number of foreigners has increased to over 140,000 by the end of July 2008, ac-
counting for about 30 per cent of total foreigners in China. In 2008, the Shanghai gov-
ernment revised its previous policy, in hopes to improve MNC's access into Shanghai's
market issued ‘The Provisions of Shanghai Municipality on Encouraging Multinational
Corporations to Establish Regional Headquarters in Shanghai’. This new policy simpli-
fies the exit and entry procedures of MNCs' top foreign managers. At the end of 2008,
the Shanghai government once again promulgated ‘Several Opinions Regarding the
Implementation of the Provisions on Encouraging the Relocation of Regional Head-
quarters in Shanghai’ by attracting Multinational Corporations Headquarters. In the
document, the government clearly states that if MNC's set up their regional headquar-
ters in Shanghai, they will enjoy preferential policies. Apart from the Shanghai Munici-
pal People's government, several districts and counties of Shanghai also issued related
preferential policies to attract MNCs' regional headquarters. The future development of
a headquarters economy in Shanghai is promising.
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Fig. 4. MNCs' headquarters in Shanghai (2004-2010)

Source: Shanghai Headquarter Economy and the Development of Headquarter Business
Park Report 2010 (by Shanghai Industrial Real Estate Evaluation Research Centre).
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Shanghai's continuous preferential policies enhance its status as an important financial
centre for MNCs and their headquarters. Apart from policies, Shanghai has other ad-
vantages that outperform other financial centres in China. In April 2011, the European
Union Chamber of Commerce in China and the Roland Berger Strategy Consultants to-
gether published the ‘European Business in China: Asia-Pacific Headquarters Study
2011°. Shanghai, due to its proximity to the sizable domestic market, was at the top of
the list for being one of the most attractive locations in the Asia-Pacific region for mul-
tinational companies to establish their regional headquarters. Charles-Edouard Bouée,
President in Asia and Member of the Global Executive Committee of Roland Berger
Strategy Consultants, stated that with the gradual global economic shift towards the
Asia-Pacific region, many multinational companies attribute increasing strategic impor-
tance to this region, especially as regional GDP and consumer demand growth rates ex-
ceed those in other regions. In line with this trend, more and more companies are estab-
lishing their regional headquarters in the Asia-Pacific region. Whereas this step also re-
flects China's growing importance in the world and the significance of Shanghai as the
largest business and financial centre in China.

Shenzhen

Shenzhen has many advantages over other financial centres in China, including its ad-
vantage of the small and medium enterprise (SME) board and the ChiNext, China's
NASDAQ-style stock market on SZSE. The ChiNext was found in 2009, which was
designed for high-growth companies that do not fit for the listing requirements of the
SSE. Shenzhen's ChiNext board has become the world's third largest market for growth
enterprises due to its proximity to Hong Kong and the irreplaceable experimental role
of financial innovation in China. The SME board's uniqueness and the ChiNext's suit-
ability in the Chinese market make both operations grow rapidly. Although it was
founded only three years ago, ChiNext have already outperformed the HKEx Growth
Enterprise Market in all aspects. ChiNext, in terms of market capitalization and trade
value, became the largest one among the similar boards in Asia. Although the public
and various scholars criticized the fact that the ChiNext still has the old problems
of China's capital market, like overvaluation and speculative fever, the establishment of
ChiNext has attracted many growing companies to be listed on SZSE. In 2010,
the number of listed companies in SZSE exceeds that of the SSE (see Fig. 5).

Shenzhen is considered as the most important fund centre in China due to its prox-
imity to Hong Kong. According to ‘The Outline of the Plan for the Reform and De-
velopment of the Pearl River Delta’ announced by the National Development and Re-
form Commission, a regional financial centre is the national Strategic Positioning for
Shenzhen. The future position of Shenzhen is to cooperate with Hong Kong and be-
come the Chinese private wealth management centre. Shenzhen has a lot of invest-
ment and management companies, and private equity and venture capital funds are
the advantage of its fund industry. What is more important, the Shenzhen govern-
ment announced ‘The Regulations on Promoting the Development of the Private Eq-
uity Industry’ to support the development of its private equity funds. This was the
first time the municipal government clearly highlight its support for the private eq-
uity fund industry.
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Fig. 5. Number of listed companies on HKEx, SSE and SZSE (1991-2010)

Source: Securities and Futures Commission 2010; Hong Kong Exchanges and Clearing Fact
Book, various years; Shanghai Stock Exchange Statistics Annual, various years; Shanghai
Stock Exchange Monthly Report, January 2007 — December 2010; Shenzhen Stock Ex-
change Fact Book, various years.'®

Venture Capital (VC) funds in Shenzhen are active and suit the needs of growing compa-
nies. Shenzhen has become the biggest venture capital hub in China with the total number
of VC fund companies ranking first in 2010. VC is financial capital provided to early-
stage, high-potential, high risk, and growing start-up companies. The investment model of
VC funds puts money by bartering for an equity proprietorship in the invested companies,
which usually have a modern technology or business model in high tech industries, such
as biotechnology, information technology and software. In China, venture capital funds
are heavily invested in the high-tech industry, whereas private equity funds tend to in-
vest in more diversified industries. The recent investment models and characteristics of
VC funds in China are inclined to invest in the newly listing small, medium and growing
companies. VC usually claims back the funds from the investment after earning satisfac-
tory profits; and the primary exit route for VC is IPO. There were 331 IPOs supported by
157 VC companies, accounted for 86 per cent of the total number of withdrawals in 2010.
In China, the establishment of ChiNext on the SZSE promotes the development of VC
funds as the exit or withdrawal of VC funds becomes easier. Just in 2010, the total number
of VC investments and VC investment amounts were 526 and US$ 2.72 billion respec-
tively, accounting for 64.4 per cent and 50.5 per cent of the total number of VC invest-
ments and their amounts in China. ChiNext as well as the SZSE SME board has be-
come the primary destination of VC investments. The major exit route for VC funds to
claim back money from investments in China goes through IPOs, which accounted for a
majority proportion of the total number of withdrawals (Fig. 6). In 2010, there were 157
companies listed on stock exchanges at home and abroad by IPOs through 331 invest-
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ments of VC funds. In the Chinese market alone there were 119 companies listed on the
SSE and SZSE by IPOs supported by the VC companies' investments (Fig. 7). At the
end of 2010, half of the top 20 domestic venture capital firms were situated in
Shenzhen, making Shenzhen the biggest venture capital hub in China, surpassing Bei-
jing and Shanghai.
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Fig. 6. Exit routes of VC funds in China (2010)
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Fig. 7. Corporate IPOs invested by VC funds in stock exchanges (2010)
Source: Zero2IPO Group.

Shenzhen is an experimental zone for financial innovations in China. Shenzhen has a long
history on implementation of reforms and opening up policies ahead of other cities in
China since it was designated as a Special Economic Zone in the 1980s. At the early
stage of development, Shenzhen provided many preferential policies to attract FDI.
Processing trade industries (processing with materials, assembling supplied compo-
nents, and then exporting the final products to overseas markets) were very popular in
Shenzhen in the 1990s due to its proximity to Hong Kong. Many Hong Kong industri-
alists moved their production processes to Shenzhen seeking lower production costs.
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Hong Kong enterprises brought advanced management concepts, new modes of opera-
tion and so forth to Shenzhen. These indirect effects were beneficial for Shenzhen's
economic growth and attractiveness to other foreign MNCs. Hong Kong's enterprises
had become innovators, generated investment and nurtured Shenzhen's business envi-
ronment, making it easier for foreign enterprises to do business in China regions.
The prosperity of foreign investment initiated domestic investment and attracted a lot of
money from other parts of the Mainland to invest in Shenzhen from spheres such as real
estate, logistics, financial industries, efc. Hong Kong remains the largest source of FDI
in Shenzhen. By the end of 2010, there were about 42,000 Hong Kong companies in
Shenzhen and US$ 60 billion in FDI from Hong Kong, accounting for 80 per cent of
the total foreign companies and two-third of the total FDI in Shenzhen.

Apart from Hong Kong's contribution, Shenzhen municipal government actively
conducts a preferential policy to attract foreign companies setting up their headquarters.
In 2007, the Shenzhen municipal government promulgated ‘Some Opinions on Accel-
erating the Development of Headquarter Economy in Shenzhen’ which states that any
company that establishes its headquarters or moves to Shenzhen will get support from
the government in financing, use of land, human resources as well as the simplification
of related procedures. In fact, under a lot of foreign investments and new technologies,
Shenzhen itself cultivated several global corporations, like Huawei technologies, ZTE
Corporation, BYD, Tencent, China Merchants Bank and Ping An Insurance. The func-
tion and role of reforms and opening-up frontier moved Shenzhen forward to become
an experimental zone for financial innovation in China, especially of the pilot plan ap-
proved by the central government for the development of Shenzhen-Hong Kong Mod-
ern Service Industry Cooperation Zone in Qianhai. Internally, the Shenzhen municipal
government also provided different kinds of preferential policies to promote financial
innovation. For insurance industry the Shenzhen government issued ‘Measures for Ac-
creditation of Headquarter Enterprises in Shenzhen (Trial)’ and the ‘Detailed Imple-
mentation Rules of Several Opinions on Accelerating the Development of a Headquar-
ter Economy in Shenzhen (Trial)’ in October 2008, which provides 5 billion RMB to
award enterprises that would set up or move their headquarters to Shenzhen in the next
five years. This preferential policy is the direct reason for the movement of China Life
to Shenzhen (Tong 2009). As a matter of fact, China Life Insurance (Overseas) had al-
ready moved its headquarters from Beijing to Shenzhen since 2007 on the consideration
of other favouring aspects of Shenzhen. Aside from the preferential policy, one of the
reasons for insurance companies to move their headquarters to Shenzhen is the good
investment environment and unique institutional innovation, which is beneficial for the
development of insurance business. Shenzhen's government supports the innovation
development of its insurance industry and have made Shenzhen into a major experi-
mental place of insurance innovation development in China (Xiao 2010). Another fa-
vourable factor is Shenzhen's close proximity to Hong Kong which enhances the flow
of talented people between Hong Kong and Shenzhen and allows Shenzhen's financial
industry to learn from Hong Kong's advanced financial practices.

The Strengths and Potential Cooperation of Financial Centres
in the Greater China Region

Based on the various strengths and competitiveness of Hong Kong, Beijing, Shanghai
and Shenzhen in different financial sectors, this part will discuss the direction of devel-
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opment and opportunities for cooperation among the financial centres in the Greater
China region. Hong Kong, Beijing and Shanghai are in a similar position with respect
to the stock markets in terms of the regional distribution of listed companies and turn-
over values in China. As for the bond market, Hong Kong and Beijing have achieved a
similar level. Regarding the whole fund market, Hong Kong was in the first position
due to the participation of the world’s leading fund houses. Hong Kong is also the
number one insurance market in the Greater China due to its exuberant and multi-
dimensional insurance industry. Beijing and Shanghai are in similar positions on com-
modity future market and rapidly growing owing to the Chinese economy's continuous
brisk advancement. Hong Kong still ranks first in the foreign exchange and related de-
rivatives market among the financial centres in China, but for the on-shore foreign ex-
change market in the Mainland, Beijing ranks the first because of the foreign exchange
controlled by the central government bodies. Beijing's banking sector is similar to the
foreign exchange market. Hong Kong is a top-ten international banking centre in terms
of the volume of external transactions, but Beijing is the Chinese banking centre as the
‘Big Four’ state-owned commercial banks, policy banks as well as majority of the do-
mestic banks' headquarter are all concentrated in Beijing. Although many financial
markets are relatively weak in Shenzhen compared to Beijing and Shanghai's scales and
advantages, the functions of Shenzhen in the VC market and in financial innovation are
highly important to China's financial development. Hong Kong is a vibrant interna-
tional financial centre invigorated by a sophisticated financial infrastructure, world-
class financial professionals, a robust regulatory regime, high liquidity and efficiency.
Beijing, Shanghai and Shenzhen are powerful in providing domestic financial services
for foreign investors to invest in the Mainland's markets. Together they serve the mas-
sive rise of China's economy that increasingly captures the global investors' attention
and that has become one of the most robust emerging markets in the world. In general,
Hong Kong together with Beijing, Shanghai and Shenzhen will represent the league or
fleet of financial centres and services in China and perform unique and incomparable
financial functions in Asia and the world financial system. Besides, Hong Kong and the
Mainland financial centres can strive for cooperation in several financial products and
segment markets. With different complementary advantages they will together serve
well for investors from Asia and all over the World.

Hong Kong's practice in common law system, similar to the institutional system in
London and New York, provides the best basis for financial development and economic
growth according to comparative studies on Anglo-American Common Law system and
European Civil Law system (La Porta et al. 1997, 1998; La Porta, Lopez-de-Silanes,
and Shleifer 2008). Hong Kong's history as a British colony compels the continuance
and maintenance of its common law system, rules of equity, ordinances, subordinate
legislation and customary law after the establishment of Hong Kong as a Special Ad-
ministrative Region in 1997 (Zhao 2010). Hong Kongs legal system is comparable to
those financial centres which adopted Anglo-American common law, such as New
York and London, whereas China uses the European Civil Law system. Several schol-
ars found that those financial centres that adopt Anglo-American legal system tend to
be market-led and put priority on the protection of shareholders, but the financial cen-
tres applying the Continental legal system incline to bank-led financial centres and
mainly protect the interests of creditors (Levine 1998; Ergungor 2004). As a matter of
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fact, civil law countries have both the weakest investor protections and the least devel-
oped capital markets compared to common law countries; ‘because a good legal envi-
ronment (good investor protection) protects the potential financiers against expropria-
tion by entrepreneurs, and it raises their willingness to surrender funds in exchange for
securities, and hence expands the scope of capital markets’ (La Porta ef al. 1997: 1149).
Rajan and Zingales (1998) also find that countries with better developed financial sys-
tems show superior growth in capital-intensive sectors that rely particularly heavily on
external finance. In short, stock markets operating under the Anglo-American legal sys-
tem perform better than those under a Continental legal system. Under the Anglo-
American legal system, stock markets achieve capital growth over the years; whereas
the stock markets with a Continental legal system only protect the principles of capital
or even result in loss of money at times (Zhao 2010). Thus, companies listed on HKEx
achieve capital growth through the times, while those on the SSE and SZSE experience
capital losses.

Shanghai's financial industry is catching up Hong Kong, but the market environ-
ment in the Mainland still has several problems due to insufficiencies of regulatory en-
forcement and supervision integrity. State-owned enterprises dominate the market with
their total assets and businesses taking up around 90 per cent of total assets and busi-
nesses of Shanghai and Shenzhen's financial markets. However, there are more than
200 listed companies subjected to security enforcement actions by China Securities
Regulation Commission of the SSE and SZSE since 1992. Zhang (2004) pointed out
that the fundamental reason is the regular scandals in financial markets. One of the
most essential features of the ownership of Chinese listed companies is the dominance
of the substantial shareholders. There is no effective and practical mechanism to moni-
tor and restrict the substantial shareholders under the civil law system as they can ex-
propriate the minority shareholders for private benefit. For example, HKEXx has a corpo-
rate governance code to enforce accountability of issuers (the listed companies) and
their directors, which was written and amended by the HKEx after consultations with
listed issuers, market practitioners, and professional and industry associations. In fact,
the Mainland's financial centres are weak in regulatory enforcement, supervision, and
requirement of information disclosure; the finance-related industries, including ac-
counting, law, financial services, efc. lack their own integrated industry codes of con-
duct. Therefore, scandals of Chinese listed companies show the potential for fraud and
glitches in the regulatory and legal systems as well as the fiasco of corporate govern-
ance in China.

Under these circumstances, there is a room for cooperation among the HKEx, SSE
and SZSE. Companies listed on the HKEx are more transparent under a better regula-
tory and legal system; while those listed on the SSE and SZSE are not transparent
enough as we can judge from those common scandals of listed companies in China.
There were 80 A and H dual-listed companies in Hong Kong by the end of 2012, about
two-third of them are state-owned enterprises. That means that these dual-enterprises are
governed by HKEx, and SZSE/SSE's listing rules and related listing regulations. The
HKEx, SZSE, SSE, and the regulatory bodies, Hong Kong Securities and Futures Com-
mission and China Securities Regulatory Commission could jointly establish a united
regulatory and supervisory standard and build up an information exchange system for dis-
closure of price sensitive information for these dual-listed companies, in order to en-
hance listing regulations and supervision in Hong Kong and the Mainland's financial
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centres, and strike a reasonable balance between ensuring market transparency and
safeguarding the legitimate interests of state-owned listed corporations in preserving
certain information in confidence to facilitate their operation and business develop-
ment. In fact, building Hong Kong-Shanghai-Shenzhen joint cooperation on listing
regulation and supervision on a par with international standard could help promote a
continuous disclosure culture among listed corporations to enhance market transpar-
ency and quality in the Mainland's financial centres, and to bring Shanghai and
Shenzhen's regulatory and supervision regime for listed corporations more in line with
other international financial centres, and to enhance Hong Kong's strength as a premier
capital formation platform.

The collective formulation of a sophisticated trading platform and/or sub-stock ex-
change in Qianhai, Shenzhen for the ChiNext of Shenzhen could provide a safe and
more resilient financing channel for high-tech and high-growth enterprises in Hong
Kong and the Mainland on the basis of complementing existing strengths of both sides.
The Hong Kong Growth Enterprise Market (GEM) was established in 1999; unfortu-
nately, it was immediately hit by the burst of the dotcom bubble, resulting in its slug-
gish performance either in number of listed companies, or in market capitalization, or in
trading value. In fact, the investment banks and PE and VC funds prefer the Mainland's
high-tech/high-growth enterprises to list on NASDAQ or Alternative Investment Mar-
ket of London Stock Exchange in order to raise fund and claim back money from IPO
and the secondary offering easier. As a matter of fact, the establishment of ChiNext
brought hope of the emergence of a brand-new tailor-made capital platform for the
needs of the Mainland's enterprises engaged in independent innovation and other grow-
ing venture enterprises. Although the ChiNext has already become the largest one
among the ilk in Asia since its establishment in 2009 in terms of total market capitaliza-
tion, as well as the number of listed companies and trading value, it is speculated and
overvalued by high price-earnings ratios, high stock issuance prices and excessive
fundraising of IPOs. The problems in the ChiNext show the weak supervision, non-
transparency and system defects in the Mainland's financial market full of insider trad-
ing, speculation, the impairment of small shareholders' rights and interests and so forth.
Therefore, the approval given by the central government for the development of
Shenzhen-Hong Kong Modern Service Industry Cooperation Experimental Zone in
Qianhai is a tremendous opportunity for leveraging Shenzhen-Hong Kong cooperation
to jointly develop the growth enterprises market in China.

In the actual operations, the Shenzhen government can ask the SZSE to invite the
HKEX to establish a sophisticated trading platform and/or sub-stock exchange in Qian-
hai under ‘B.O.T (build — operate — transfer)’ basis, which has been used in the infra-
structure projects in Shenzhen, such as Longhua line of Shenzhen Metro. The SZSE
could transfer the ChiNext trading to this new platform in Qianhai and spread its opera-
tion authorities and regulatory powers over the platform and/or sub-stock exchange to
HKEx. The HKEX's rich experience and fine regulatory framework for listing compa-
nies in line with international standards could strengthen market transparency and regu-
latory quality in the ChiNext, enhance the standard of governance required of the listed
high-tech/high growth enterprise, and evict corporate corruption and management mis-
conduct. Shenzhen and Guangzhou still have a great number of high-tech/high-growth
companies that are waiting for listing and fundraising, they do not suit to be listed on
overseas financial markets. The Shenzhen-Hong Kong cooperation to develop
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the growth enterprises in the Mainland could generate benefits for the supervision,
regulatory and legal systems in China's financial markets, and sustain steady and
healthy growth. The proximity, close economic ties and sharing complementary advan-
tages with Hong Kong support Shenzhen to have the unique and best position among
China's financial centres to undertake this kind of cross-border cooperation for financial
innovation in China's financial market and system.

The cooperation on collective development of private equity funds with Beijing
would create a win-win situation for enhancing Hong Kong's position as the preferred
city for private equity operating across Asia. Hong Kong is an import private equity
fund centre in Asia for capital from all over the world to invest in the Mainland's mar-
kets and enterprises due to its role as a gateway to China, to its excellent financial in-
frastructure, better regulatory and legal system, developed financial market and abun-
dance of skilled professionals. However, in the contemporary China market, the gov-
ernment has become the main source of funds for private equity. Since Beijing is
China's political centre, private PE funds tend to move and gather in Beijing to have an
easier and more frequent access to asymmetrical information from the central govern-
ment organs via formal or informal networks in Beijing in order to change their invest-
ment decision and direction immediately once the central government issued or ad-
justed its policies. Therefore, Beijing becomes the PE fund centre in China and Asia
(excluding Japan).

According to Thomson Reuters' study, in the first half of 2011, the Asian-Pacific
private equity investments in China accounted US$ 6209.3 million, and Beijing shared
almost 50 per cent of the market in China, within the same period the amount in Hong
Kong was only US$ 44.8 million (see Table 9). This study also shows that private eq-
uity funds in Beijing exceeded those of Hong Kong. In 2009, the Beijing municipal
government successively promulgated ‘Tentative Measures for the Establishment of
Foreign-invested Equity Investment Fund Management Enterprises in Beijing’ and
‘Opinions on Promoting the Development of the Equity Investment Fund Industry’ to
promote the development of equity investment funds in Beijing by providing conven-
ient taxation, supporting policies on company registration, and attracting foreign finan-
cial talents. Half a year later, the ‘Tentative Measures for the Establishment of Foreign-
invested Equity Investment Fund Management Enterprises in Beijing’ was promulgated
in an effort to promote the development of equity investment funds. Foreign-invested
equity investment fund companies can apply new investment models for business in
China and obtain capital support from the Beijing government. They can also be of-
fered the same policies as Chinese equity investment fund companies receive. In fact,
many foreign PE companies in Hong Kong also have established their business and of-
fice in Beijing, and the preferential policies on private equity in Beijing are beneficial
to both foreign-invested equity investment fund companies and Hong Kong-based PE
companies. Hong Kong's government should strive for further liberalization measures
and policies under the Closer Economic Partnership Agreement (CEPA) from the cen-
tral government for the thresholds of market entry into the Beijing's PE market as the
same treatments and standards applied to domestic PE companies. Zhongguancun of
Beijing, known as China's Silicon Valley, has more than 20,000 high-tech companies
(Yu 2011), but only about 400 of them had completed reorganization and institutionali-
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zation according to the listing requirements of SSE or SZSE, and just about 21 compa-
nies were listed on the ChiNext market through IPOs by the end of 2010 (Zhang 2010).
PE companies usually claim money back from the investment after earning satisfactory
benefits. IPO is the major exit route for claims of funds according to the current com-
mon practice in China. Therefore, Beijing has a lot of potential customers for PE enter-
prises. Hong Kong's PE industries with their unique advantages can help promote the
development of Beijing's PE market. If the threshold of market entry for Hong Kong-
based PE companies into the Beijing's market could be lower than that of direct invest-
ment foreign PE companies, it could attract more foreign PE firms leveraging Hong
Kong as gateway into the China's PE market. Hong Kong will endeavour to meet the
overall development needs of the country and achieve a win-win situation, and contrib-
ute to the development and cooperation of the financial centres in China.

Table 9

Asia Pacific (excluding Japan) private equity investments in the first half of 2011

Company Nation No. of Deals No. of Companies No. of Sum Invested
Firms (UDS mil)

China 164 164 128 6,209.3
India 112 109 95 1,501.7
South Korea 39 36 21 1,262.1
Indonesia 2 2 2 269.7
Vietnam 4 4 4 103.4
Philippines 2 2 2 52.4
Hong Kong 7 7 18 44.8
Singapore 7 7 2 15.9
Malaysia 2 2 3 1.8
Taiwan 2 2 16 1.0
Total 341 335 291 9,462.1

Source: Thomson Reuters.'®

Conclusion

The present paper analyzes the strengths and comparative advantages of Hong Kong,
Beijing, Shanghai and Shenzhen through a wide range of market assessment. It reveals
that the recent rapid development of the financial centres in China is expected to match
the financial needs of China's economy. The analysis in our study is based on the theo-
retical framework of the literature survey encompassing the geography of finance, the
importance of the size of domestic economy, path dependence and information hinter-
land behind the financial centres formation. The study covers a wide range of assess-
ment in stock, bond, funds markets, futures and derivatives as well as the foreign ex-
change market and presence of corporate headquarters of the financial centres in China.
It also investigates the strengths and competitiveness of Hong Kong, Beijing, Shanghai,
and Shenzhen in the context of Chinese specific financial framework. The findings sug-
gest that Hong Kong ranks first in the funds, insurance, financial futures and options,
foreign exchange and related derivatives, off-shore RMB markets and banking industry
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because of a more transparent and fair regulatory and legal system. Beijing is strong in
domestic banking industry, stock, bond, private equity fund, venture capital fund and
insurance markets while Shanghai is competitive in attracting foreign banks and multi-
national corporations due to the sizeable domestic economy. Shenzhen is the number
one in China's SME board and Nasdaq market (ChiNext) as well as a very important
venture capital fund centre in China. The conglomeration of banks, insurance and fund
companies in Beijing shows the significance of information generated by regulatory
bodies and central government as decision-making bodies in Chinese financial industry.
Our findings confirm the political centre Beijing as a very important financial centre,
which is often absent from other studies on the functions of Beijing in China's financial
framework. This paper also provides a discussion of the future development and poten-
tial cooperation of financial centres in China through the cooperation between the SSE,
SZSE and HKEXx for joint establishing a united regulatory and supervisory standard for
the dual-listed companies, the collective formulation of a sophisticated trading platform
in Qianhai, for the ChiNext, and the further cooperation under CEPA between private
equity funds in Hong Kong and Beijing. All these suggested cooperation areas aim at
enhancing a better regulatory and supervisory quality in the Mainland's financial mar-
kets so that China's financial centres can sustain a steady and healthy growth, ultimately
building influential financial centres in the world with Chinese characteristics.

NOTES

* The work presented in this paper was partially supported by grants from the Theme-based Re-
search Scheme grant of Research Grants Council of the HKSAR, China (Project No. T31/717/12R), the
Hui Oi Chow Trust Fund, The Mrs. Li Ka Shing Fund, Strategic Research Theme on Contemporary
China, and Seed Funding Program for Basic Research and Applied Research, the University of Hong
Kong.

' Chinese Enterprises IPO Reports 2009-2010 were published by Zero2IPO Research Centre.
URL: http://www.pedaily.cn/report/330/Index.aspx.

% China Insurance Regulatory Commission Beijing Bureau Annual Report 2009; China Insurance
Regulatory Commission Shanghai Bureau, Annual Report 2009; China Insurance Regulatory
Commission Shenzhen Bureau, Annual Report 2009.

3 See Shenzhen Statistical Communiqué Annual Report 2009 (by Statistics Bureau of Shenzhen
Municipality); Shanghai Headquarter Economy and the Development of Headquarter Business Park
Report 2010 (by Shanghai Industrial Real Estate Evaluation Research Centre); Total number of
multinational corporations' regional headquarters in Hong Kong, 2010. Treasury. URL:
http://www.treasury.com.cn/treasury//industry/4650.htm.

* Shanghai Stock Exchange Monthly Report January 2007 — December 2010. URL:
http://www.sse.com.cn/sseportal/ps/zhs/yjcb/sztjyb.shtml. Shenzhen Stock Exchange Monthly Report
December 1999 — 2010. Shenzhen Stock Exchange. URL: http://www.szse.cn/main/
marketdata/tjyb_front/.

> China Securities and Futures Statistical Yearbook is pulished by China Securities Regulatory
Commission annully.

6 Wang, W., Wu, Q., Zhang, W., and Liu, X. 2010. Rates, Currencies and Credits Research
Report: Bank of China International.

7 Venture Capital Association of Beijing 2011. Bulletin of venture capital (457). URL:
http://www.vcab.org/?attachment _id=2215.
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8 “The 2009 PEI 300’ was pulished by the Private Equity International in 2009. URL:
http://www.peimedia.com/2009pei300.

° China Private Equity Annual Report 2010. Zero2IPO Group. URL: http:/www.zero2ipogroup.
com/research/reportdetails.aspx?r=a751b9cb-80b7-4a2d-a229-658d704a43b1.

19 Cited from Almanac of China's Finance and Banking 2010.

"' China Foreign Exchange Trade System Website. URL: http://www.chinamoney.com.cn/
fe/Channel/21397.

'2 China Securities and Futures Statistical Yearbook is published by China Securities Regulatory
Commission annually.

'3 Hu Jingwei wrote a report ‘An Increase of 31 % of Foreign Banks' assets in 2010” to express
this fact. Caijing Web. URL: www.caijing.com.cn/2011-01-29/110631057.html.

" Almanac of China's Finance and Banking 2010.

'S The information comes from the ‘2010 Shanghai Headquarter Economy and the Development
of Headquarter Business Park Report’, which was published by Shanghai Industrial Real Estate
Evaluation Research Centre in 2010. URL: http://www.4008208040.com/Article/OurViews/
2011225160855.shtml.

16 <A Review of the Global and Local Securities Markets in 2009” was published by Securities
and Futures Commission. URL: http://www.sfc.hk/web/doc/EN/research/research/RS%20Paper%
2046.pdf; Hong Kong Exchanges and Clearing Fact Book 1999-2010 were issued by Hong Kong
Exchanges and Clearing Limited. URL: http://www.hkex.com.hk/eng/stat/statrpt/factbook/factbook.
htm; Shanghai Stock Exchange Statistics Annual 2001-2009, published by Shanghai Stock Exchange
annually; Shenzhen Stock Exchange Fact Book 1998-2010. Shenzhen Stock Exchange. URL:
http://www.szse.cn/main/marketdata/wbw/marketstat/.

'7 ‘China Venture Capital Annual Report 2010°. Zero2IPO Group. URL: http:/www.zero2
ipogroup.com/research/reportdetails.aspx?r=5045f16¢-05b2-4de4-82b9-059beb237b76.

'8 < Asia ex-Japan Private Equity Snapshot (June 2011)’. Hong Kong Venture Capital and Private
Equity Association. URL: http://www.hkvca.com.hk/hkvcpea/clinks01.html.
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