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In May Chinese vice premier Wu Yi will travel to Washington D.C. for
the latest round of the US-China Strategic Economic Dialogue, a forum estab-
lished to discuss long term economic issues, where she will meet with US
Treasury Secretary Henry Paulson. As the two countries prepare for the
meeting, there seems to be no sign of an agreement on the pace of apprecia-
tion for the Chinese yuan, and US protectionism is on the rise.

Yet despite the continued trade frictions, the meeting is actually an
opportunity for a deal that would be a win-win opportunity for both
countries. China should undertake to open up its securities and capital
markets sector along in similar way to the opening of its insurance sector.
In return, the US would undertake to curb trade protectionism against

China, relax its high-tech products export restrictions and refrain from

» JECE4 % A Win-Win Proposition, % T Financial Times, May 14, 2007 under
the title of “China’s Path to World-Class Capital Markets”
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pressuring China to appreciate the RMB.

The potential for such a compromise was contained in a speech in
early March in Shanghai given by Mr. Paulson in which he made a power-
ful plea for China to open up its capital markets. Since the US’ compara-
tive advantage is increasingly in providing services. and financial services
in particular, it is understandable that Mr. Paulson would make such a
proposition. Moreover, the frustration he expressed about the lack of
foreign competition in certain areas of China’s financial sector is casily
understood.

Although China’s securities sector has strictly followed the opening
process mandated by China’s WTO entry agreement. it remains exceed-
ingly closed to foreign competition and is harder to enter than banking
and insurance. For example, no single foreign majority owned securities
firm or fund management company exists in China. The amount of secur-
ities business done by all the five joint venture securities firms established
since China’s WTO entry is still negligible.

Almost out of desperation. two foreign firms paid large sums of
money to engineer joint venture securities firms in which they obtain
management control but only a minority equity stake less than 33%.
These two joint ventures seem to be doing fine right now, but are actually
fraught with potential problems stemming from the fact that the partner
making a 100% contribution to the success of the firm only shares onc
third of the cconomics. Despite potential problems. this model of a mi-
nority stake with management control is something forcign firms fought
tooth and nail to get into because of the scale of China’s capital markets.

At the same time. China’s securities sector actually needs more for-
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eign competition, which would spur additional necessary reforms and
help ensure rapid growth of the sector. The current booming stock mar-
ket in China should not be viewed as a sign that deep-rooted problems
have all been successfully resolved. Restricting competition certainly pro-
tects the interest of the existing players, but definitely doesn’t protect
the interests of millions of companies and tens of millions of investors.
History demonstrates that the sectors that opened up have all flourished
in China, these including cars, home electronics, and retailing.

As a result. capital markets reform could be the basis for a deal be-
tween China and the US in the upcoming SED meeting. China would:
(1) raise the present 33% limit on foreign ownership in joint venture se-
curities firms to allow 50-50 joint ventures, just like the arrangement in
joint venture life insurance companies; (2) allow foreign majority owner-
ship in joint venture fund management companies, also just like the ar-
rangement in joint venture general insurance companies; (3) remove the
restriction that the domestic partner in a joint venture securities firm has
to be an existing securities firm, again as in insurance joint ventures;
(4) grant joint venture securities firms a full license instead of the pres-
ent license allowing essentially only underwriting; (5) lift the ban on for-
eign companies taking minority stakes in existing securities firms.

The timing of the above steps can be negotiated along with other
considerations. including the appropriate commitments from the US side.
But a clearly stated time-table for opening up is preferable. Again. for-
eign competition in China’s capital markets sector should be gradually
ratcheted up. much like in the banking and insurance sectors. After the suc-

cessful conclusion of the non-tradable share reform. a world-class capital



