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Preface

Laying a solid product and market foundation for
Renminbi internationalisation

Li Xiaojia, Charles

Chief Executive
Hong Kong Exchanges and Clearing Limited

The history of Hong Kong's economic and financial systems has been a history of
perpetual exploration of self-positioning in the course of growing interactions between the
East and the West. Along the way, Hong Kong has transformed from a barren fishing village
into a thriving international financial centre, thanks to the efforts and wisdom of generations
of the Hong Kong people.

How should Hong Kong find its unique position in the current changing global landscape?

This is a question | keep asking myself.

Hong Kong ranks alongside with New York and London as the world's most active
international financial centres (IFC). Situated in a time zone in between New York and
London, Hong Kong is at a key juncture to serve countries and regions along the Belt
and Road. Thanks to its open market environment and rule of law, a market structure of
international standards, and a large pool of professionals and experts, Hong Kong has lived

up to its name as an IFC and for a long time ranked among the top three in various league



tables ranking global financial centres.

Today's global economic and financial systems are in the midst of another round of large-
scale drastic changes. China’s integration with global finance is deepening. Interactions
between global finance and the Chinese market are becoming frequent. In the process,
Hong Kong, as an IFC, continues to play a unique pivotal role connecting China with the
rest of the world, a role that has been enhanced by the success of Shanghai Connect,
Shenzhen Connect and Bond Connect.

Globally, China's gross domestic product is rapidly rising, but the proportion of renminbi
assets in international finance is still at a starting point. The renminbi is now included in
the International Monetary Fund’'s Special Drawing Right (SDR) basket of currencies with
a weighting of 10.92 per cent. However, the currency’s share in foreign exchange reserves
and its use in international finance are considerably lower than that percentage. We predict
that, soon enough, the integration of renminbi assets into global finance will accelerate,
and the currency’s global influence will increase. In the process, Hong Kong can play a
critical role, especially in the globalisation of the renminbi. Capitalising on the free flow of
capital and its role as a port for international capital, the offshore market in Hong Kong can
promote the innovation of renminbi financial products and become a crucial gateway for the
currency's internationalisation and its application in cross-border investment and financing,
risk management and financial innovation. More importantly, under “one country two
systems”, Hong Kong, as a “super-connector” between Mainland China and the international
market, has fundamental institutional advantages. Under the framework of “one country”,
Hong Kong can collaborate with-the Mainland more intensively than any other country and
region, giving the Mainland unparalleled control over its comprehensive market opening
reforms. “Two systeﬁg'; preserves Hong Kong's market mechanisms and institutional
frameworks that are in line with international financial market practices. This allows Hong
Kong to have a high degree of flexibility to tackle the interactions between Mainland China
and the international market during the course of the renminbi's internationalisation.

As China constructs a new order of comprehensive market opening, there are' major,
perpetuating and irreversible changes — the market’'s continuous opening up, global
allocation of Mainland capital and accelerated internationalisation of the renminbi. China is
heading towards significant changes in several aspects. Firstly, capital flow and asset and
resources allocation will be two-way rather than one-way that focused on inflows only as in
the past. Secondly, the dominance of trade and export of goods will move towards parallel

export of both goods and capital. Thirdly, China will turn from a follower of rules into both
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a follower and a participant and developer of rules. How can these objectives be achieved
smoothly and under control when the capital account is not yet fully opened up? This, |
believe, .is one of China's most important, challenging and urgent questions to answer as it

proceeds with its economic and financial reforms.

Under the existing framework, gradual opening of the domestic market and capital
account and promotion of further two-way flows of capital and resources will certainly lead
to full-scale opening of China's economy. However, huge gaps between Mainland and
internation;‘al financial markets’ institutional systems and operations will continue to exist for
a long timé. Regulatory challenges are expected to be considerable as cross-border flows
of domestic and foreign capital become larger and more frequent. In the light of these, it is
important to establish an orderly and controllable cross-border platform, that would not have
significant impacts on the Mainland's macro economic and financial polieies, for developing
financial products and a financial ecosystem. Grounded on an internationally recognised
regulatory structure while satisfying the requirements of China's financial opening, the
platform will promote healthy and steady interactions of China's capital, assets and
resources with the international financial system. The influential power of Chinese capital in
the international ﬁnancial market will thereby be enhanced.

This is precisely the focus of the mutual market access or connectivity programme and
the renminbi products which HKEX has been developing with full efforts in recent years. The
aim is to provide China With an open and controllable platform that connects international
investors and enterprises with Chinese enterprises and investors. While promoting financial
product innovation, the platform also fully guarantees the ease of trading, the smooth flow of
capital and the seamless connection between the Mainland and international markeis. This
will play a unique role in the two-way allocation of resources between China and the rest of
the world.

Based on these assessments, we have been actively promoting product innovation
in Hong Kong in recent years. We believe a deep, diversified and well-developed market
for financial products will be an important vehicle and supporting force for the renminbi's
internationalisation. This book of a collection of research reports on renminbi offshore
products in Hong Kong is the product of a series of studies we have conducted on our latest
product innovations.

This collection attempts to explore, from an international perspective and from the
angle of China’s demands, the latest developments of HKEX's renminbi products in asset

classes ranging from stocks, fixed income and currency products to commodities, and
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the objective of building a renminbi offshore product centre in Hong Kong. It presents to
readers the evolution of renminbi offshore products, and inspires readers to think about the
unique role and significance of Hong Kong's offshore financial innovations in the renminbi's

internationalisation process and in the deepening of the financial systems.

Part One of this book introduces HKEX’s recent innovations in its stock market. Stock
Connect (Shanghai Connect and Shenzhen Connect) is the first connectivity scheme with
pilot implementation in the stock market. It aims at achieving mutual stock market access
in the secondary market between Hong Kong and the Mainland through linking up the
two markets’ infrastructure and trading platforms. The proposed Primary Equity Connect,
which allows Mainland and offshore investors to subscribe for newly issued shares in each
other's market, is an extension of mutual stock market access from the secondary market
to the primary market. Allowing the listing in Hong Kong of companies that adopt weighted
voting rights, particularly pre-profit start-ups in the new economy, new energy and high-
end equipment manufacturing sectors, will help quality Chinese companies connect with
international partners, expand globally and participate in international pricing. This chapter
also introduces Mainland-Hong Kong cross-border indices and other related products that

provide benchmarks for investors investing in Mainland A shares and the mutual market.

Part Two discusses fixed income and currency products, examining the opening up
of the Chinese domestic bond market and innovations in Bond Connect. Bond Connect
is the manifestation of connectivity in bonds and fixed-income products. It is more than a
vehicle for cross-border renminbi investment and two-way renminbi circulation. It could
even become an incubator for developing multi-level renminbi risk management products
and financial instruments. Bond Connect will stimulate the development and application of
treasury bond futures, USD/CNH options, RMB currency index futures and other derivatives,
thereby promoting -the development of an ecosystem of renminbi offshore financial products.
This will enhance Hong Kong's capability in renminbi pricing and risk hedging, and increase
the pricing power of offshore renminbi. '

Part Three introduces HKEX’s first dual-currency (priced and settled in US dollar and
renminbi) gold futures contract that is physically settled, and its USD-denominated and
cash-settled iron ore China futures. After acquiring the London Metal Exchange in 2012,
HKEX actively pushed for the establishment of a transparent and highly-liquid commodity
futures market in Asia. Such a market will not only satisfy the risk management needs of
market participants, but will also turn Hong Kong into a trading gateway connecting major
Mainland commodities such as gold, iron ore and petroleum oil with the international market.

X ITEARMBE~@PL
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This will help China's opening up of its commodity market and strengthen the country's

pricing power in international commodities.

Several articles in Part Four on offshore renminbi centres discuss such topics as the
liquidity of offshore renminbi, trading of renminbi products at HKEX and over-the-counter
(OTC) clearing solutions for Mainland financial institutions. HKEX's commitment to serve
global investors as a trading and risk management centre of offshore renminbi products is
demonstrated.

i

Two-wéy opening of the Chinese financial market is in steady progress. An increasing
number of overseas and Mainland investors need to participate in the Hong Kong market
and need a wider and deeper understanding of international financial products and the
offshore renminbi market in Hong Kong. As HKEX's connectivity programme continues to
expand, mare and more Mainland financial institutions, enterprises ahﬁdividual investors
may use HKEX's platform to enter the global financial market. With the Mainland’s economic
transformation and the renminbi's internationalisation under way, overseas investors
increasingly want to increase their exposure to renminbi assets. Before the Mainland
financial market is fully open, offshore renminbi products and the connectivity platform will
continue to be valuable and convenient channels of access. This book provides a systematic
introduction of the above themes and first-hand information on related market development.
It will not only enable readers to have a full picture of the renminbi's offshore market and
product innovations in Hong Kong, but will also empower, on the one hand, Mainland
investors to utilise these instruments, platforms and products to invest in overseas markets
and, on the other hand, overseas investors to participate in the Mainland market, thereby
nurturing an active participant base in the Hong Kong ecosystem of financial connectivity.

In this new stage of the renminbi’s internationalisation, | am confident that through mutual
market access, Hong Kong can serve as an important gateway and offshore hub for the
Mainland to connect with the global market and provide China with new impetus to integrate
with international finance and increase its international market influence. In this process,
| hope a greater variety of products will emerge in Hong Kong that will advance such an

exciting journey.
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