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Abstract

Shanghai is going to be built into an international financial center. But compared
to Hong Kong, a famous international financial center, there is still a long way to go
and a lot of things to be done. Via an in-depth empirical and theoretical study of the
gap between Shanghai and Hong Kong from the perspective of financial eco-systems
this project is going to put forward some suggestions to construct a new international
financial center Shanghai.

This project is composed of four parts:

Part I: The Current Situation of and Restrictive Factors for an International
Financial Center Shanghai

In this part, via empirical and theoretical analysis, the restrictive factors that
hinder the development of Shanghai into an international financial center are to be
studied. The restrictive factors mainly include:

1.1 Insufficient Innovative Capability

Innovation is a classic term, which means upgrading or shift. According to
Schumpeter, innovation establishes a new production function, which brings a new
combination of production factors and conditions into production systems
(Schumpeter, 1997:73-74). In line with Schumpeter, many economists put forward
their own insights. Knight, for example, thinks that innovation is the admission of a
shift of a company or its surroundings (Yuan Anzhao, Yu Guangsheng, 1998:8).

Innovation is the prerequisite of competitive advantage; without sustainable
innovation there will be no continuous growth of companies. As Bill Gates pointed
out, destruction is rooted in the flourish and the only way against it is to innovate.(Shi
Dongming, 2002:67).

Compared with foreign banks, the innovative ability of Shanghai’s commercial
banks is absolutely insufficient. After years of development, the intermediate
production of foreign banks can reach more than 20,000 different forms; they have
already shifted from low-value-added activities such as settlement, currency exchange
and trust, to high-value-added activities, namely investment banks and venture capital.
On the contrary, Shanghai’s banks only have several hundreds types of financial
products. Their main profit evolves from the spread between deposit and loan, which
brings about high risks as well as a simple income structure.

1.2 Insufficient Operation Environment

The interior management and outer environment will influence the banking
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efficiency (Yi-Kai Chen, 2001). According to the relevant research, a large portion of
bad debt derives from the government’s interference. For example, the
achievement-oriented project loans repeated the construction of project loans which
appear only occasionally. The loan is the net profit of some enterprises. Hence, they
will spare no efforts in getting the loans from the banks. As a result, the bad loan rate
is still very high in Shanghai’s commercial banks.

In addition, the comprehensive quality and career morality still needs to be
improved. In recent years, economic cases have sprung out, which not only damages
the image of banks but also reduces the operation efficiency of the banking industry.

1.3 Imperfect Corporate Governance Structure

The establishment of a standard and perfect corporate governance structure is
one of the main problems that confront Shanghai’s financial institutions reform as
well as the direction we are driving for. Although our operation mechanism has
shifted a little from our traditional one, the essence remains the same, which manifests
that no breakthrough has been achieved in organizational system innovation.

1.4 Lack of Financial Elites
Part I1: SWOT Analysis of the International Financial Center Shanghai

With the help of a SWOT analysis, strengths and weaknesses of the international
financial center Shanghai are studied, in particular in the context of the reconstruction
of an international monetary system. A brief summary of the analysis can be seen in
table 1.

Table 1: Brief SWOT Analysis of Shanghai
Shanghai

Strength favorable policy, huge domestic market,
unique geographical location,
solid entity economy foundation

Weakness international financial eco-system

Opportunity rise of China,

RMB internationalization,

increasing integration in the world economy
Threat international financial market

Part I11: Lessons from Hong Kong

As a famous international financial center Hong Kong is featured by abundant
financial elites, a perfect legal system, a sound financial supervision system, a
well-developed financial market, etc. In this part, the comparative analysis is carried
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out and some lessons learned from Hong Kong will be put forward.
Part IV: Suggestions and Conclusions: Financial Eco-system Perspective

The term *financial eco-system’ refers to the inter-dependence and mutual
influence between the financial industry and its outer environment. The financial
industry is absolutely not independent in creating financial products and provide
services; its functioning is closely related to basic environment factors such as politics,
economy, society, law regulation, culture and moral, as well as their influence on the
whole financial eco-system.

On the basis of the lessons learned from Hong Kong, this part will put forward

some suggestions for the construction of the international financial center

Shanghai: establish and perfect the knowledge property rights system to

encourage innovation, nurture the credit market and regulate market operations,

further promote the property rights reform and better the governance structure of
commercial banks.

4.1 Establish and Perfect the Knowledge Property Rights System and
Encourage Innovation

Only through innovation can we grasp the opportunity to leap into the wide blue
sea from the heated competitive red sea. Only by the enrichment of products and
service can we satisfy the customization and versatile demand and gain new
profitability in order to gain a strong footing in the market.

According to the survey, the reason that Shanghai’s bank system is reluctant to
carry out innovation lies in the high costs of innovation and low costs of copying
innovative achievements. Therefore, we should establish and improve our knowledge
property rights system and strengthen our R&D input. Arrow (1962) pointed out that
the activity of corporations to do R&D is correlated with knowledge property
protection. From the experience of the American and European countries, they gave
priority to property rights in the field of high new products, laid emphasis on the
fields of agriculture, medicals, raw material production and the manufacturing
industry and thus keeping many traditional industries the leading position ( Zhou Wei,
2002).

4.2 Nurture the Credit Market and Regulate Market Operations

In order to reduce the bad loan rate of our commercial banks we should spare no
efforts in developing credit intermediate organizations to nurture the credit market
system. Abiding by the principle of government-oriented diversification investments
and market operations, we should assure the position of the government and
intermediate organizations, develop a credit evaluation organization of the capital
market in a round way, strengthen a social ethic construction, and establish a
convenient and effective data bank.



4.3 Permit the Commercial Banks to Do All Kinds of Operations within a
Certain Limitation

In order to reduce the risks each commercial bank should select its competitive
business activity according to its resource endowment structure. For example, the
Minsheng Bank of China has developed its Minsheng home 1+3 activity, which is the
most advanced and complete loan products for homes at that time, covering three
catalogues and eight different product types. In 2003, it has issued new net-based and
optional-loan-payment-focused products, which are quite different from the
traditional mortgage products and are more attractive to house buyers. Hence,
Minsheng Bank has gained a strong footing in the housing mortgage market.

On September 19, 2007, the Commercial and Industrial Bank of China is entitled
to establish a financial rent & lease corporation. The CEO of that corporation said that
they will mainly deal with international rent & lease of large equipments including
cargos and aero-planes, provide all kinds of creative financial services such as rent,
rent interest transfer, securitization, asset management and industrial investment
consultancy, under the guidance of internationalization, commercialization and
specialization. The establishment of financial corporations is an increasing tendency
of large-scale banks as well as an important step for moving towards mixture
operation, which is inductive to the increase of income profit and reduction of risks.

4.4 Further Promote Property Rights Reform and Perfect the Governance
Structure of Commercial Banks

The issue of property rights structures is the key factor for interpreting our low
efficiency. The main reason of our low efficiency is that the loan is mainly controlled
by government officials instead of banking staff. Since the 2004 joint venture reform,
the asset quality and the profit of three commercial banks have been improved
significantly. This indicates that the reform of the property rights and governance
system is favorable for upgrading the international competitiveness of Shanghai’s
commercial banks. As an example, the profit of the Construction Bank of China
increased by 116%, the asset return rate reached 25.40% and the bad loan rate went
down by 3.92% in 2004 when the joint-equity reform commenced.

In the context of knowledge economy, the staffs of the banking industry in China
nowadays are usually high in quality and education; they are creative and eager to
absorb all kinds of up-to-date information to upgrade their out-of-date knowledge. All
these characteristics show that our banking industry should carry out a division of the
organization instead of a concentration. Hence, a flat and flexible banking structure is
required for the communication among staffs to absorb up-to-date information.
Incentive mechanisms are one of the main measures to encourage the staffs to work
hard. Therefore, we should further promote our joint-venture reform and reshuffle
incentive mechanisms of our state-owned commercial banks to upgrade our
international competitiveness.



4.5 Carry out the Dislocation Competition, Cooperate and Compete with
Hong Kong

Shanghai’s developmental position rests on providing financial services for the
entire economy, including manufacturing industries and international trade, which is
called by some experts a 2.5 version international financial center, ranging from
international settlement to derivatives. On the other side, Hong Kong focuses on
providing financial services for wealth management, such as financial derivatives, in
order to turn into a real off-shore financial center to be on par with New York and
London to attract more international resources, that is, a 3.0 version international
financial center.

Key words: international financial center construction, lessons from Hong Kong,
financial eco-system, restrictive factors
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