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ki PM2.5 BHHBIZE 55 E0R 2013-2027
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Economic Policies of Shanghai PM2.5
Reduction Plan 2013-2027

Shanghai PM2.5 Research Group: Li Zhiguo, Ma Jun, Zhang Yan, et al.

On 24 January, 2013, the Minster of Environmental Protection announced that all cities must
strive to reach secondary air quality standards before 2030. A main goal is to reduce the annual
average of PM2.5 intensity to 35ug/m3 or less. We believe this official commitment implies
reduction of PM2.5 to 30ug/m3 by 2030. Note that “PM2.5 standard for all cities” is different
than “Average PM2.5 across all cities.” Clearly, the former is much more demanding, and this is

the standard that the Ministry of Environmental Protection intends to set.

1. Necessity and Feasibility: Shanghai’ s goal of reducing the PM2.5 intensity to
25w g/m3

a. Necessity

Shanghai is supposed to reduce the annual average PM2.5 intensity from present 60ug/m3
to 25ug/m3 (the second level standard proposed by the World Health Organization) in 15 years.
Although Shanghai’ s objective is higher than the MEP’ s, it is both necessary and possible to
achieve this goal. For one, that Shanghai far surpasses the national average in per capita income
and service industry development. For another, Shanghai is set to become an international financial
center in 2020. Poor air quality will be an obstacle to attracting global talent; average PM2.5 levels
are only around 20pg/m3 in other global financial centers.

b. Feasibility

The research group has analyzed the historical experience of managing air pollution in London,
Los Angeles and Tokyo to verify the feasibility of Shanghai’ s reduction plan (60% reduction in 15
years). By observing the change in intensity of major atmospheric pollutants, heavy smog days, and
first grade air pollution alert days, the research group has calculated the duration of air cleansing in
three cities. We find that, in international metropolitan centers, remarkable progress can be made in

15 to 20 years of air pollution control.

2. Structural constraints

The research group established a PM2.5 governance model to assess the emission reduction
effects of different approaches. The result shows that it is impossible to attain the second stage
standard even if Shanghai implements all the proposed and planned air pollution control policies
(including: negative growth in coal consumption; enhancing standards of automobile emission and
oil; controlling yellow label cars; increasing desulfurization and denitrification; controlling volatile

organic compounds and dust, etc.). Taking into consideration the influence of surrounding areas, the

27
China Watch + Watch China



#5¥ SPECIAL ISSUE 2013.05-2014.05

PM2.5 intensity in Shanghai can only be reduced to 42ug/m3 in 15 years.

If the PM2.5 reduction plan in the future 15 years intends to be successful, we must be fully
aware of the fundamental air pollution issues far beyond the regulation scope in structures of
economy, public transportation and energy, etc. Constraints include:

a. Heavy industry accounting for a high proportion of GDP;

b. Car ownership increasing at over 8% annually (even though Shanghai has pioneered the
introduction of the automobile license plate auction system);

c. Low usage of metro by downtown residents in Shanghai (around 25%, compared to 60% to
80% in other urban centers);

d. Clean energy ratio of 15%, compared to 40%-60% in European countries;

e. Port shipping emissions accounting for 10% and still on the rise.

3. Concrete objectives

The results of simulations from the group’ s governance model found that apart from various
measures mentioned above, more intensive initiatives for economic reform are supposed to be taken
under the leadership of decision makers and motivated by people’ s plea to achieve objectives as
below:

a. Decrease the proportion of heavy industry from 25% to 10% below in 15 years by means of
removing the majority of steel and oil pollution emission sectors out of Shanghai;

b. Improving the automobile license plate auction system, and/or levying congestion charges;
maintaining annual growth rate of car ownership at 2% in 15 years to curb traffic flow growth;
meanwhile the charges above can be invested in metro and new-energy vehicles invention;

c. Increasing metro rail mileage by 150% and improving transportation efficiency; raising
usage ratio of metro by downtown residents to 60% by 2027;

d. Developing natural gas-based clean energy to increase the ratio of clean energy usage to
45% by 2027;

e. Reducing emissions from the shipping sector by 50% through improving shipping delivery
structure and adopting other measures like encouraging low-sulfur oil, shore power technique and
clean fuel.

It is estimated that the present policy and emission reduction in surrounding areas can achieve
18ug/m3 of the overall target while the restructuring policies proposed by the research group can
help reduce the remaining 17pg/m3.

The specific outcomes led by each policy are listed below:

a. Adjustment of industrial structure will help reduce 5.9ug/m3;

b. Development of public transportation will help reduce 4.5ug/m3;

c. Upgrading of energy allocation will help reduce 2.6pg/m3;

d. Management of shipping pollution will help reduce 2.0pg/m3;
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The whole view of emission reduction plan is shown in Table 1.

Table 1 explains all the details of emission reduction source

reduction reduction
amount (ug/m3) contribution
ratio
Total emission reduction in 15 years 35 100%
Including:
Planned reduction 15 43%
Restructure reduction 15 43%
a. industrial restructuring 5.9 16.9%
b. public transportation development 4.5 12.9%
c. energy allocation upgrading 2.6 7.4%
d. shipping pollution control 2.0 5.7%
Reduction in surrounding areas 5=3+2 14%

4. Shanghai's attainment suggestions for air quality standard

The research group suggests the attainment plan is supposed to draw from five major aspects
containing 12 specifications in total as below:

(1) Slashing the proportion of heavy industry while accelerating high-end service industry

a. Iron and steel, petrochemical enterprises are supposed to relocate the high-contaminated
facilities out of the city. Take Baosteel for example, it can shift capacity gradually by means of
enlarging capacity in Xinjiang and migrate smelting and processing sectors into west area like
Ningxia, Port of Zhanjiang in Guangdong or abroad. There are two ways to promote this shift:
increasing operational costs by enhancing industry emission standard and sewage charges; and
encouraging pollutant capacity cuts through carbon trading mechanisms.

b. High-end service will become a focus of restructuring. So far Shanghai's service sector
accounts for about 60% in GDP, among which high-end services only accounts for near 35%. But
in most metropolises, this proportion has reached 60%. Shanghai should make full use of its unique
platform and opportunities based on Free Trade Zone to constantly develop high-end services in
finance, medical treatment, e-commerce, TPL, IT, consulting industries through access of private
and foreign investment, financial market reform, and preferential policies in tax, financing, talent

introduction, etc.

(2) Controlling car ownership
c. A long-term strategy is needed to decrease the annual growth rate of car ownership to 2%.
The growth plan of car ownership should be aligned with objectives of PM2.5 reduction and road

construction. Therefore it is suggested that the annual growth rate of car ownership in 15 years
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should be maintained at 2%. The specific plan should be publicized after settled.

d. It is recommended to restrict duration time of car license and/or levy congestion charges.

i. Reform on car license system can refer to Singapore’ s experience that new licenses are
available for 10 years to form a circulated license auction mechanism. The duration time for old
licenses can be set by 10 years plus years of allowance calculated.

ii. Congestion charge is applicable in congested intersections for motor vehicles excluding bus,
ambulance, fire department, and police vehicles. The vehicles will be charged by day once entering
the congested area.

iii. All the charges above can be invested in metro and new-energy vehicles invention.

(3) Changing commuting patterns

e. Within 15 years the metro rails will expand by 1200 kilometers in Shanghai, which is
estimated in light of metro transportation situation in global major metropolises as well as budget. It
means metro mileage per ten thousand people will be up to 0.4 kilometer by 2027 approaching the
international average level. The newly added 230 kilometers should cover metro Line 1 and Line 2
as well as ring lines in downtown area.

f. The number of cars in metro should be increased for higher efficiency together with proper
planning of routes. Each station needs faster upgrading. The number of cars in busy sections can be
added to 11 or 12. For new lines and existing lines downtown, fast lane should be separated from
slow lane. Besides, express lines are advised to plan between Pudong airport and Shanghai Railway
Station or Honggqiao airport.

g. Moreover, other approaches, like social investment, municipal bond, etc. can be introduced

to alleviate fund shortage for public transport infrastructure.

(4) Upgrading energy allocation

h. Raise costs of coal consumption by tax policy. Shanghai government can be a pioneer in
boosting SO2 and NOX emission fees while supporting the corresponding tax policy drawn by
relevant authorities.

1. Fortify subsidies for clean energy including IGCC. Current national subsidies for renewable
energy accounted for around 0.2% in GDP, and extra subsidies from Shanghai government is
about 0.05%. This figure is 0.4% and 0.7% respectively in the United States and Germany. Thus
it is government’ s responsibility to invest more in this field, for example, applying part of
pollution fees into encouraging renewable energy. Moreover, subsidies toward local situation are
recommended to improve such as clean energy vehicle, investment and maintenance of clean energy
facility, electricity fee by renewable energy, etc. It is a particularly good opportunity for Shanghai to
play a leading role in leveraging pollution fees to support IGCC, which should also attract the favor

of government policymakers.
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j. Call for credits on renewable energy trading. The power enterprises can sell their credits if
over-fulfill to those who are not reaching the target, i.e., it is a new mechanism to offer subsidies to

the over-fulfilled enterprises.

(5) Managing shipping pollution

k. Restructure shipping goods and increase the proportion of cargo transit. Shanghai should
draw on experience of international shipping center construction as well as Freeport institution of
Hong Kong and Singapore with aiming at promoting its role of transshipment port in all dimensions.
It should avoid vicious competition with neighboring ports for low-end logistics and withdraw
some low-end shipping services with no longer in pursuit of handling capacity. Such measures
as Inland waterway transform and river-sea transportation standardization can promote domestic
cargo waterway-waterway transit. On the other hand, we suggest adopting one-stop inspection
service, tariff concession on special container cargo and new lanes to promote foreign cargo transit.
Meanwhile, the railway should be expanded into the main port so that it can promote transfer rate
from railway to waterway transport.

1. Filling on port is highly recommended. Besides, specific emission area can be established
together with advocating power supply on port and fueling ships with gas, power and LNG instead
of oil as driving force. In other words, first it must let shipping companies agree with filling-on-port
policy. Second, the sulphur content in oil should be controlled under 0.1% while the LNG content is
better up to 40% of hybrid power fuel. The last step is to build a special wharf to supply power for
LNG by means of simplified transport and imported LNG.
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Overseas Investment Policy for Insurance Industry
in the Shanghai FTZ: Evaluation and Recommendations

Xu Xian, Fang Zhide, Dong Bo, China insurance and Social Security Research Center

China's insurance industry currently has deficiencies and weaknesses in overseas investment,
including: expanding exposure to risk, lack of talent reserves, and lack of incentives for overseas
investment. Lessons can be had from the experience of Japan and Korea.

Strategies and policy recommendations: improve risk management, first by attempting
broad indirect investment; give more attention to training for talent reserves in insurance asset
management; lower the threshold for insurance assets to invest overseas and guide enterprises to

diversify investment.

The background and implications of the FTZ and encouraging overseas investment
in the insurance sector

On September 29, 2013, China (Shanghai) Free Trade Pilot Zone was officially established.
On the same day, the CIRC announced eight policies to support the insurance industry, including
appropriately expanding the scope of overseas investment and relaxing restrictions on the proportion
of overseas investment. One of the core FTZ reforms is in the financial sector. The Shanghai
FTZ further expands opening-up to domestic and foreign investment in areas such as financial
services. It suspends, cancels, or relaxes some access restrictions, such as the requirements on the
qualification of investors and the equity ratio limit and the scope of business. Furthermore, it makes
the financial market relatively lax and increases capital mobility. Since the insurance industry is an
important part of the financial sector, supporting the reform of investment restrictions and financing
is a major initiative for the insurance industry to contribute to the construction of Shanghai into an
international financial center.

The CIRC has been easing restrictions on overseas investment of insurance companies ever
since China joined the WTO in 2001. The current allowance of overseas investment for insurance
companies is ‘not more than 15% of the total assets at the end of the year'. The CIRC expects to
encourage Chinese insurance enterprises to invest abroad during the construction of the Shanghai
FTZ. On the one hand, the original limit of 15% is unlikely to hold. On the other, the original capital
stock of insurance companies is likely to be stimulated by the bonuses policy, further encouraging
enterprises to invest overseas. Although China currently allows insurance companies to invest up to
15% of their total assets overseas, however, the current proportion is actually 0.8%'. This implies
that relaxing the current 15% limitation will be of little use, and Chinese insurance enterprises have

weaknesses in overseas investment.
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Analysis of the causes of insufficient overseas investment of Chinese
insurance enterprises

There are many factors leading to the insufficient overseas investment of Chinese insurance
enterprises. Three main factors are considered here: expanding risk exposure, the lack of talent
reserves, and lack of incentives for overseas investment.

Expanding risk exposure

Although expanding the scope of overseas investment and relaxing the restrictions on
the proportion of overseas investment is conducive to creating a relatively liberal investment
environment, it also brings additional risk for insurance companies. Domestic insurance companies
have to avoid such risks by 'naction'. These additional risks include:

Exchange rate risk. Insurance companies have to bear the risk of fluctuation of the expected
revenue of the country where the investment is to be made, and the risk of exchange rate changes,
including, the portfolio risk caused by the changes of exchange rate and the securities return rate,
Japanese insurance industry has suffered heavy losses because of exchange rate risk”. Chinese
financial enterprises commonly have less experience to cope with exchange rate risk. Chinese
insurance industry is lack of prevention against exchange rate risk, which makes the exchange rate
risk become one of the biggest risks faced by insurance industry while investing overseas.

Market risk. Due to Chinese overseas investment of insurance enterprises leads to the
information asymmetry, insurance enterprises are more vulnerable to uncertainties in overseas
capital markets. Such as stock prices, investor's inflation, the financial risk of the securities issuers,
cultural differences and political factors, which will bring additional market risk to insurance
enterprises which invests overseas.

Internal risk. Domestic insurance enterprises have less experience to invest overseas, and may
fail to adequately understand investment such as approaches to investment, investment channels,
and investment targets, which will be likely to lead to invest decision-making errors, resulting
in heavy losses, a typical example is PING AN's acquisition of Fortis Group. Furthermore, if there
are omissions in the management department, operating department and regulators, heavy losses of
investment will be caused as well, therefore, overseas investment requires a high level of enterprise's
internal asset management capabilities.

Lack of talent reserves

According to 'the Detailed Rules for the Implementation of the Interim Measures for the
Administration of Overseas Investment with Insurance Funds' which was published by the CIRC
in 2012, the requirements to insurance enterprises' institutions entrusted to manage funds and staff
qualifications are relatively high, which is one of the access conditions of insurance enterprises'
overseas investment. However, Chinese insurance enterprises and related institutions are currently
experiencing a shortage of management talent, especially those with securities companies or

other professional background as well as skills in asset management and the ability to pick

33
China Watch + Watch China



#5¥ SPECIAL ISSUE 2013.05-2014.05

stocks. The competition for professional talent in internal domestic asset management industry is
increasingly fierce. Every industry is active in the development of human resources in the trend of
the assimilation of asset management business, thus domestic asset management talent is clearly
deficient. The risk of investing overseas for enterprises is rising because domestic insurance
enterprises lack the skills and training for professional asset management.

Lack of incentives for overseas investment

Although the CIRC has raised the overseas investment ratio of domestic insurance enterprises
to 15% in 2007, the actual ratio is less than 1%. For many reasons, Chinese insurance enterprises'
lack incentives to invest overseas, such as higher access conditions for insurance enterprises set
by the CIRC, Chinese sound investment market environment, inadequate asset managing capacity,

regulatory costs, and the limited circulation of RMB in Capital and Financial Account.

The experience of Japan, South Korea and China Taiwan

Compared with the western developed countries, Japan, South Korea and China Taiwan's
experience has more reference meaning to our country because of the similar insurance culture,
market development and geographic location.

Overseas investment regulation

Japan, South Korea and China Taiwan have set different limits on overseas investment ratio,
only Japanese overseas investment ratio is higher than the Chinese. The ratio is limited not more
than 30% of insurance assets by the Japanese insurance law, which is a relatively high proportion
in Asia. In South Korea, the ratio is no more than 10% of total assets. The ratio is no more than
10% in China Taiwan according to ‘the measures to manage the overseas investment of insurance
enterprises' revised in 2013. But for companies who meet certain additional conditions, the ratio
can be raised to 25%, 30%, 35% and 40%. In fact the additional conditions set by ‘the measures
to manage the overseas investment of insurance enterprises' means the higher requirements to risk
management and self-monitoring capability.

Insurance enterprises' overseas investment must set clear boundaries to control risk. In China
Taiwan, according to ‘the measures to manage the overseas investment of insurance enterprises',
the investments including foreign currency deposit, securities, the foreign currency lending whose
substance is the life insurance policy settled in foreign currencies and issued by insurance industry,
derivatives, the real estate, and setting up or invest foreign insurance companies, insurance agent
companies, insurance broker companies or other related insurance enterprises approved by the
competent authority, in addition to the significant investments considered to be beneficial to the
government's policy of economic development by the Executive Yuan and other fund application
approved by the competent authority. Moreover, in contrast to the old and new versions of
'the measures to manage the overseas investment of insurance enterprises', we can see that the

government is reducing the demands on the rating of investment targets to lower the threshold for
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foreign investment and the restrictions of the investment boundaries, which is similar to current
China.

Examples of foreign insurance enterprises' overseas investment

In this section, the largest insurance companies in Japan and China Taiwan and two largest
insurance companies in South Korea are selected separately as cases, we will analysis overseas
investment of foreign insurance companies based on the data provided by annual reports

1. Nippon Life Insurance

The Nippon Life Insurance is the largest life insurance company in Japan. As of March 31,
2012, total assets of the Nippon Life Insurance (not including subsidiaries) are 51.0094 trillion yen.
The total assets can be converted to $615.886 billion at the yen-dollar exchange rate on March 30,
2012, of which the foreign securities investment is 11.6082 trillion yen, up to 22.76% of the total
assets.

The recent main overseas investment of the Nippon Life Insurance includes: Purchasing
Allianz Group's 30-year convertible subordinated debt at 500 million euros in 2011 July;
Purchasing 26% shares of common stock of Reliance Industries Ltd (the world's second
largest private group) at about 48 billion yen; signing a memorandum of understanding with
the AIA Hong Kong to consolidate and strengthen the long-term relations of cooperation on March
2012. Furthermore, the Nippon Life Insurance invested the U.S. Prudential Financial.’

Thus, Japan makes diversification option in the region of the investment, for instance, Europe,
Asia, and the United States. This approach helps to disperse the worldwide risk faced by insurance
companies. Without a doubt, such diversified investment not only need to have a full understanding
of the investee countries' political, economic, social environmental, a thorough understanding of the
investee companies' development and profitability, but also need a lot of professional risk
management talents to plan and execute.

Which current Chinese insurance enterprises are relatively lacking in. Therefore, we have to
lay the groundwork and make good preparation before allocating capital in the world market.

2. Samsung Life Insurance Co., Ltd.

As of June, 2013, total assets of the Samsung Life Insurance are 184.573873 trillion
won (converted to 161.576 billion dollar at the exchange rate on June 28, 2013). 6.36% of the
total assets have been invested overseas. These overseas assets are arranged in: bank account
deposits, long-term bonds, available for sale securities, held-to-maturity bonds, real estate. The
investment to available for sale securities is the most, reaching 6.28% of total assets.

3. Samsung Fire & Marine Insurance

As of March, 2013, total assets of the Samsung Fire & Marine Insurance are 45.6493 trillion
won (converted to 410.068 billion dollar at exchange rate on March 29, 2013), of which 6.89%
have been invested overseas, and 6.2% of the amount of overseas investment is overseas securities

investment.
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But one thing that sticks out is that the held-to-maturity assets and overseas real estate
investment are both zero, which is caused by property insurance's preference for short-term funds.

4. Fubon Insurance Co., Ltd.

As of June 30, 2013, the total assets of the Fubon insurance are 71785.421 million NT
(converted to 2.41 billion dollar at the exchange rate on June 28, 2013), 20.6% of which is
overseas investment. The balance-sheets clearly show that the main overseas investment targets
are ‘foreign currency deposit', ‘securities' and ‘other'. Securities take the largest proportion of
18.4%. Moreover, since 2011, the foreign currency deposits have been increasing while the overseas
securities investment has been decreasing, which is probably caused by adapting to the changes of
the capital market and avoiding risk.

From these analysis shown above, security investment is the main channel in investing
overseas, which usually accounted for 90% (sometimes even more) of the total overseas investment
assets. Enterprises can get higher returns by investing overseas, and at the same time, risk can be
dispersed if the capital allocation is proper. Yet securities investment carries certain risks. Besides
the politic and economic environment of the investee, which was mentioned in the analysis of the
Nippon Life Insurance, the exchange rate risk and the increasing difficulty in asset utilization are
also some of the risks. Thus Chinese insurance enterprises have to be fully aware of these risks

while trying to invest overseas and have corresponding solutions.

Countermeasures and Suggestions

a) Improve risk management and promote foreign direct investment

Investment can be divided into direct investment and indirect investment. The former
generally refers to purchases where the target company's share is more than 10%"* and the investor
has some or all control of the company. In this way, the investor profits from the company's
management and operation, which requires the investor's complete understanding of the industry
and companies involved. In contrast, the profits of indirect investment come from capital gains,
while transfer of capital for indirect investment is more flexible. As Chinese insurance firms lack
experience with foreign investment, indirect investment should be the main way to enter foreign
markets. From the three cases mentioned above, we find that tradable financial assets play a central
role. Chinese insurance firms may learn from these experiences as well.

There are two ways China must actively prepare for exchange rate risks. One is through
the internationalization of the RMB. When more overseas transactions are conducted using our
currency, exchange rate risks can be mitigated. Another is through buying currency swaps and other
financial instruments that help enterprises hedge risks. Whether domestic or foreign investment,
both internal and market risks will be present. Still, risks are more prominent in foreign markets.
Chinese insurance companies should train professional asset management personnel who are

proficient in operating in foreign countries and familiar with local markets. At the same time,
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insurance companies should improve their risk monitoring capacity.

b) Improve training of insurance asset management personnel

First, the insurance regulators should build a personnel training program together with the
Ministry of Education, the People's Bank of China, the Commission and the China Banking
Regulatory Commission and other departments.. The insurance regulators will train professional
asset management personnel who are familiar with Offshore Banking for the insurance companies
and other financial sectors systematically and constantly develop and promote themselves to
improve the ability of the asset management and risk control in the insurance companies as a whole.

Secondly, enterprises should be encouraged to recruit overseas employees. Developed countries
generally have more professionals working in the management of foreign assets. China also has a
large number of students studying and working overseas. Government can encourage the companies
to recruit overseas employees through tax and other methods. For example, it is a great success of
Singapore's financial sector to recruit overseas employees by way of talent network video, which
is very worthwhile for China's insurance companies to learn from. In addition, government should
guide colleges to adjust professional settings. The government should assist some colleges and
universities to establish the relevant asset management professionals, help schools get excellent
teaching resources and students through scholarships, grants, etc and train professional asset
management personnel for companies by the use of advanced teaching methods, which are targeted.

c¢) Lower the threshold for investment in insurance assets, and diversify investments

The low actual proportion of foreign investment in China's insurance companies may come
from two reasons. One is the restrictions on investment policy and the other is the companies
themselves. However, compared with the policy of South Korea and Taiwan, although the ceiling
of China's investment is not high, the actual investment ratio is far from the ceiling, which can also
illustrate that the investment ceiling is not the limiting factor for insurance companies to invest
abroad in China. What can be concluded is that the main reason of restricting foreign investment in
China's insurance industry is the restrictions on the range of investment set by the current regulation.
China should relax foreign investment conditions and liberalize the restrictions in investment
products appropriately. In addition, government can reduce the cost of foreign investment for
companies by fiscal and tax expenditures or give subsidies to those insurance companies which are
active in overseas investment to improve the source of its foreign investments. As to the enterprises
themselves, overseas investment does face a variety of risks and it will increase regulatory costs
of assets. However, in order to ensure an adequatesolvency adequacy ratio, Chinese insurance
companies should explore overseas investment markets, develop good foreign investment skills, and
exercise caution when investing in emerging markets in order to hedge risks and improve overall

returns and competitiveness.
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The Pilot Free Trade Zone (FTZ) in Shanghai:
An Opening for China's Active Participation
in the Making of International Trade Rules

Yongmin Fan, Director of the BRIC Countries Research Center of Fudan University

The Shanghai Pilot Free Trade Zone is essentially a set of institutions, norms,
laws, and regulations dealing with the relationship between the government and
the market. It is a chance to improve the socialist market system.

In this sense, the construction of FTZ is China's answer to the challenge of developed countries.
Led by the US, they are trying to re-enforce their dominance in establishing the international trade
rules. The FTZ is an opening for China to take an active part in establishing the new international
trade rules and raising its profile in international discourse.

The TPP, TTIP, and TIAS negotiations are intended to promote the strategic interests of the
US and other western countries. Yet notions of competitive neutrality and environmental standards
they espouse are not only commonly accepted goals, they also run parallel to China's domestic
reforms. These standards form the core content of new international trade rules, representing the
highest standards to date for competitive neutrality, environmental protection, labor rules, opening
government procurement, unified financial regulations, strengthening individual property rights,
managing official-public inequality, improving 'the whole industry competitiveness', realizing
'reciprocal opening', creating a 'competitive business environment', 'protecting consumers' rights
and interests', ensuring each side 'compete fairly' and so on. As developed countries have already
taken a first step in this aspect, China should put forward new ideas and principles to deepen the
domestic reform for the right moment. The Shanghai municipal government also made it clear that
the construction of FTZ should 'conform to the new order of global economy and dock the new

international rules actively.

The FTZ is a crucial breakthrough for China's participation in the next round of
international trade rulemaking.

In summary, there are three key points of making the new round international trade rules. First,
the status of trade in goods is greatly decreased. Even the scale of trade in goods will expand, no
longer relying on tariff reductions. Instead, the removal of non-tariff barriers is the main reason
for trade expansion. Trade should be further linked to environmental and labor standards to ensure
sustainable socioeconomic development.

Secondly, the opening of service trade and investment, which has extended beyond the
economy into the political system and management of all countries, is a main component of the new

trade rules. In all the negotiations given above, expanding market access and investment negotiation
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into high-end service industries, such as the finance and insurance, accounting advisory, education
and training, studio entertainment, medicine and so on, focuses on the following problems: the equal
national treatment of foreign investors, fair competition with state-owned enterprises in the host
country, and the equitable resolution of disputes with the host government.

Thirdly, preferential treatment of developing countries will be greatly reduced. Instead,
'government reforms' will take place of the 'market access'. Preferential treatment of developing
countries is a core component of the multilateral trade system represented by WTO. Developed
countries such as America have repeatedly accused China and other emerging countries of using
policies to gain unfair competitive advantage, such as preferential taxation, government subsidies
and currency undervaluation. As this undermines the functionality of the multilateral trading system,
the United States proposed in TPP that all the new trade negotiations would no longer provide
developing countries with the unilateral preferential treatment. Instead, developing countries should
promote domestic reforms in exchange for opening markets, and should seek 'deep integration' in
law and rules with developed countries, thus 'remodeling' the economic and trade relations between
developed and developing countries. These guidelines are all reflected in the FTZ outline approved
by the State Council.

The Shanghai FTZ represents a change in China's habitual thinking of 'reform
forced by opening'. It helps form the image of a responsible great power with an
active role in international trade policymaking.

When China entered the WTO, Yingguo Dang and others in the Chinese Academy of
Social Sciences proposed that now we had finally reached an international treaty to oversee the
implementation of China's domestic reform. This reflects people's desire to accelerate the speed of
reforms.

It is undeniable that the mechanism of 'reform forced by opening' has left many complications
such as incomplete, utilitarian reforms. Historically, no country has risen to great power status
with global influence through 'reform forced by opening'. The United States itself raised negative
international policies to suit its own development needs. For example, American founding father
Hamilton advocated the 'protection of infant industries' and President William McKinley advocated
'isolationism'. Nevertheless, Presidents Wilson, Franklin D. Roosevelt and other American leaders
evaluated the situation, took an active part in the international affairs, and reshaped the international
system, thus creating today's America and making the transition from an isolated North American
country to a dominant global power. Now, China also needs such active transformation, which
implies a shift in thinking from 'the international community wants me to do so' to 'l want the
international community to do so'. China should take this opportunity to transform FTZ construction
from passive acceptance to active participation in shaping international mechanisms, turning

benefits of domestic reform into foreign strategy resources.
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Beware: "A New Era of Protest" Sparked by
Social Media

Liangrong Li,Director of Communication and National Governance Research Center, FDDI

Recently, people went to the streets to protest in more than 100 cities in Brazil. As exclaimed
by global media, "Bloody storm of protest swept Brazil” . Before that, Brazil was experiencing
rapid economic development, people's living standards continued to improve, and the whole country
was ready for the 2014 football World Cup and the 2016 Olympic Games. "No one in the Western
Hemisphere was more joyful than Brazilian," the British "Daily Telegraph" comments. But almost
overnight, everything changed. A storm of protest swept the country. The incident was caused by the
bus fare's raise of 0.2 reais (about 0.5 yuan).

Prior to this, there were riots in Stockholm of Sweden and Turkey. No matter in Brazil, Sweden
or Turkey, riots all happened under the background of economic prosperity. It is fair to say that
nationwide protests erupted in unexpected places, at unexpected moments. They were caused by
unexpected problems (e.g. In Turkey, the storm was triggered just by the government's decision to
dismantle a park downtown).

From 2011 's "Arab Spring", "London Summer", "The Wall Street Autumn” , "Winter in
Moscow" to the 2013 protests storm in Sweden, Turkey and Brazil, so many cases have witnessed
a global "new era of protest". These shocking protests and riots share the same character——they
were initiated and connected by the means of social media.

The new protest movement caused by social media is different from the traditional public
protest in four aspects:

1. The unexpectedness of the movement. No matter in developed or developing countries, no
matter at what time, no matter big or small, the movement happens almost overnight.

2. The absence of movement center. The greatest feature of the “new era of protest” is
that the protest is initiated through a network of multiple Internet links instead of one single

“command center". The initiator of the protest movement is usually unorganized—just one or two
"grassroots" make an appeal through social media to gather a few dozen like-minded people. Only
when the movement breaks out throughout the country, the opposition party and non-governmental
organizations will get themselves involved, trying to seize the leadership of the protest movement .

3. The rapid diffusion of the protest movement. Several sponsors raise a call and it immediately
triggers a global response. This phenomenon is obviously attributed to the global networking of
social media.

4. The fragmentation of the protest demands. When people go to the streets without mental
preparation, the crowd of all races, all colors and multi-classes will take the opportunity to vent

their various grievances. A variety of demands, changing slogans, and extreme words and actions
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throw the situation into disorder. Compared to the previous social struggles, the "fragmentation"
of protest demands often leads to more aggressiveness, which results in a more severe offline real
consequences.

In addition, the fact that many countries rush to respond unprepared, repress violently or make
all sorts of promises will spoil people and lead to a more intense situation.

In essence, the core issue of the “new era of pretest” is a magnified gap between
expectations and fulfillment: the public expectations of life, social management and governance
levels are increasing at a rate far greater than the growth rate of the ability to meet such
expectations. Accumulation of discontent leads to social resentment and new media advocate
the group polarization of such resentment. Unexpected incidents in cyberspace and government
misconduct also intensify the situation.

According to Chinese social scientists' estimate, China had entered a high-risk stage since the
beginning of the century, which can be demonstrated by the rise in the number of mass incidents.
China's decelerated economic growth brings new conflicts. Regarding this social reality, China
currently has three particular groups to concern:

The first one is the bottom of the middle class, represented by small investors and students with
a third-class degree. According to a conservative estimation, the number of unemployed university
graduates in the past few years is 3 million while another version is 5 million. The evolution of
the economic and social structure produces a large number of people with high psychological
expectations but relatively impaired interests. The slump of stock market has depleted small
investors. The bottom of the middle groups is faced with marginalization and the huge psychological
gap implies social unrest.

The second is the group of migrant workers, especially the second generation of migrant
workers. It has been impossible for them to stay in rural areas because of the loss of land, the
disability of farming or the failure to adapt to rural life. Most of them are floating in big cities
nowadays. A large number of migrant workers with ambiguos social identity have existed since
China's reform and opening up and they produce a "second generation of migrant workers". The
second generation was born and grew up in the big cities. They are aware of the difference between
the upper or middle-class urban life and their own, but are unable to change the status quo. They are
filled with anxiety and dissatisfaction.

The third is a new group of opinion leaders on the internet. Opinion leaders have tens of
thousands, hundreds of thousands, millions or even tens of millions of loyal fans. They have a
strong appeal and they are powerful.

Overall, the first two groups are “losers" with accumulated discontent, a huge psychological
gap, as well as the limited ability to identify information. They can be easily transformed into
violent groups and launch social conflicts. On the other hand, opinion leaders are selfish. Their lack

of a sense of social responsibility makes them a potential initiator or amplifier in sporadic incidents.
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At the same time, China is an active country with the largest number of netizens and the most
developed social media. “Network governance” is already part of a netizen's everyday life, as it is
hardly possible to participate in politics in the traditional and inefficient ways.

These circumstances should prompt us to keep alert. Besides taking various measures to
alleviate social conflict, we should keep an eye on social media and establish a flexible and feasible
system of norms to regulate behavior, to protect public opinion ecology, to eliminate negative
emotions which will detonate conflicts by challenging the social order, stability and security.

In practice, we must adhere to coordinate the contradiction in dialogue, and gradually build
a third-party communication group outside the government. We must make relatively objective
judgments about public opinions, develop communication strategies to alleviate social violent

emotions, and seek consensus and maintain social stability.
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China's Global Image: Dilemma and Wayout

Shen Yi, Assistant Professor at School of International Relations and Public Affairs

As an emerging great power, China is destined to become the world's leading actor whether
it wants to or not. Therefore, its global image is a particularly significant indicator of international

acceptance towards China.

China's global image: problem and dilemma

A major BBC World Service poll on May 22, 2013 investigated the views of citizens in
25 countries towards China, which ranked 9th in terms of national image. Approximately 42%
of respondents viewed China positively, down 8% from 2012; correspondingly, negative views
increased by 8% from 2012 to 39%. Negative views toward China are highest in France at 68%,
followed by the US, Germany, and Spain. Japan's negative perceptions surged 14 points to 64%.
In Australia, perceptions dramatically reversed, from strongly positive (61%) in 2012 to leaning
negative (36%) in 2013; negative perceptions rose from 29% to 55%. BBC commented that
this represented a substantial decline since 2005, with the highest negative views toward China
increasing by eight points. The 2013 poll ranked China and India as the two countries with the
highest increase in negative perceptions.

Other indicators also expose China's global image issues. According to a database on the
competitiveness of nations conducted by the IMD and WEF, China has periodically fluctuated
between 1996 and 2012. From 1996 to 2001 China was among the top 20 in terms of national
image, and jumped to 9th place during the Asian financial turmoil in 1999. Since then, however,
China's global image fell from 9th-ranked in 2002 to 34th in 2008. Between 2008 and 2012 it held
steady at around 30th. On the other hand, China has presented a significantly better brand image
than average for developing countries in terms of statistics from 1996-2012,even almost reaching
the average level of the developed countries from 1996 to 2007. But in 2008, the positive perception
toward China declined sharply to levels obviously lower than the average developed country.
Although recovering slightly in 2010 and 2011, China's global ranking took a dive in 2012.

Pew Research Center, a well-know think tank based in United States, has carried out Global
Attitudes Project since 2002 in 53 countries around the globe, which directly raised question of
perception on China, such as “are your feelings about China positive or negative?” This project
has collected a few years of data in 27 out of total 53 countries, and finally compared each from
2002 to 2012. Among 27 tracked countries, 18 lowered their positive views toward China and 9
raised up including China. Above all, 18 out of 26 countries decreased favorable views toward

China about 69 percent of total if not counting China in.
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The countries with lower favorable views toward China include US, Ukraine, Turkey, Spain,
South Korea, Russia, Mexico, Lebanon, Kenya, Japan, Indonesia, India, Germany, France, Egypt,
Canada, Britain and Brazil. The largest decline in favorable views poll happened in Japan with 40
percent drop from 55 percent of Japanese respondents in 2002 down to 15 percent in 2012. The
second drop was followed by South Korea with 28 percent drop from 52 percent in 2007 to 38
percent in 2010. Favorable views of China from France and Germany have correspondingly sunk
from 58 percent to 40 percent with 18 percent drop and from 46 percent to 29 percent with 17
percent drop during the period of 2005 and 2012.

The countries with increasing favorable perceptions of China include Israel, Italy, Jordan,
Nigeria, Pakistan, Poland, Tanzania, and China itself. Nigeria became the one with the biggest
rise in positive views of China with 17 percent up from 59 percent in 2006 to 76 percent. Poland
followed Nigeria in the comparison with 13 percent up from 37 percent in 2007 to 50 percent.
Positive views from other countries above were stated growth less than 10 percent.

Another fact needs to clarify that China has initiated “National Public Relations Strategies”
since February 2009 to promote overseas development of CCTV, Xinhua Press, People's Daily
and other media by investing 45 billion RMB. By contrast US State Department invests around
$1 billion directly for public diplomacy each year and cut cost by $760 million in 2012. Chinese
government strengthens strategy of building national image as well as increasing investment in
it but leading to declined global image and lower positive perception. Therefore a comparative

research of depth is worth doing in order to explore the reason why this happened.

Analysis of China's global image problem

It is theoretically difficult to dig out the exact reason causing China's global image problem.
Three main factors, however, can be summarized: hot moment, historical movements, and
characteristics of those countries with notable changes in favorable perception.

First of all, conflicts of interest lead to increasing negative perceptions, as seen with Japan and
South Korea. In Japan this is correlated with territorial dispute, anti-Japanese protest in mainland
China, and Diaoyu Island issue, i.e., conflict of interests between the two countries, especially tough
response of Chinese government to provocations from Japan, is the key reason for the declining
favorability of Japan to China. As to South Korean side, there is no direct diplomatic conflict
between the two countries, but South Korean attitudes are nevertheless correlated with the situation
on the Korean Peninsula. Viewpoints from South Korean media reflect beliefs that China did not
effectively manage its relations with the DPRK, resulting in threats to South Korea.

In fact, it is impossible to solve this problem through signaling of public diplomacy, since this
is the cost inevitably incurred by conflicts in national interest. In this case, it is inappropriate to
overemphasize the significance of international image, lest other countries mistakenly believe it is

possible to force concessions from China through pressure to improve its international image.
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Second, stereotypes bring in lower positive perception typified by the US. The stereotypes
refer to social prejudice of western media based on ideology forming at the time of Cold War and
even before. Under the biased ideology support, western media tends to publish or even misinterpret
negative news about China. Then it is easy to have a strong impact on the public because mass
media is their main information source, which also influenced their positive perception toward
China.

A survey about Sino-US relations from Pew Research Center in 2012 reveals the negative
results caused by stereotypes: Despite the positive overall assessment of US-China relations, 52
percent of American respondents obviously worried about China's growing economic strength
and its impact on the United States. Most people think that China's large holdings of U.S. debt,
scrambling jobs and the U.S. trade deficit are very serious problem. About half believes rising
Asian countries constitute a major threat to America; by contrast, the U.S. foreign affairs experts are
not concerned about it. Except retired officers, only about 1/3 of experts present that increasingly
powerful China will be a significant threat. Compared to 3/5 of the public, only less than 40% of
experts believe that the U.S. trade deficit is a very serious problem, let alone employment struggle.
Besides, experts prefer to consolidate US-China relations instead of being tough in economic issues.
This survey was open to the public from April 30 to May 13, 2012 by interviewing 1004 adults; it
started interviewing elite group from March 1, 2012 and ended in May 20 same year. Elite group
consists of 305 foreign affairs experts, including 54 government officials, 52 veterans, 74 business
elites, 93 scholars, think-tank experts and NGO staft, 32 journalists, editors and commentators. It
also mentions the respondents may not represent all the foreign affairs experts but the survey can
reflect the attitudes of senior officials in charge of national security and foreign policy.

It seems that mass media communication does not actually impact target audience for
enhancing China's global image. When Chinese media repeated publishing Chinese first astronaut
Liu Yang in June 2012, an abortion news of 22 years old women in Ankang, Shan Xi province
appeared in many western media such as Wall Street Journal, New Yorkers, the Economist, etc. The
two women are even compared in an article that “one lives in heaven, the other stays in hell” .
This incident betrays the image that Chinese authorities and media intends to build.

Third is misconduct,as represented with declining favorable impressions towards China in
France, Germany, the UK, and Egypt. In peacetime, a country that is actively interacting with the
rest of the world is perceived and understood by the world through the cross-border behavior of
its citizens and enterprises. This should be a wake-up call to China, for these four countries have
been one of the hottest tourist destinations of Chinese citizens. According to the statistics of travel
industry in 2012, Europe has nearly made up half of the total Chinese overseas tourism and the
consumption it generated, 20 billion RMB, takes up nearly half of the global total. Being the magnet
for Chinese tourists, France witnesses a consumption of 2.55 billion RMB by 150,000 tourists

around Chinese National holiday and Christmas every year. In Galeries Laffayette, the consumption
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of Chinese tourists ranks first among all the international traffic with an average of 1000 euros per
capita.

What we are seeing is not only purchasing power, but also poor behavior that lags behind,
including: crowding around Mona Lisa noisily and taking photos; cutting lines to take excessive
amounts of food that are wasted when they cannot finish; taking photos without waiting in line
but jumping over the fence instead, etc. The Guardian has published a coverage named Chinese
Tourists: the new “ugly American” in Asia at the beginning of 2006. A similar report by New
York Times in October 2005 was under the title of Chinese Tourists and Their Ruined Reputation.
Media, whose intention was to criticize out of complicated feelings and stereotyped ideology
immediately possessed tremendous amount of unwelcome details of Chinese tourists, which formed
a vivid picture appealing to local citizens, as a result, their good feelings toward China gradually
declined.

In addition to individual misbehaviors, overseas Chinese enterprises, especially private
enterprises, failed to follow international law, and their rush behaviors when problems rose activated
negative feelings and triggered conflicts. Chinese business bribery has long crossed borders and
many Chinese enterprises bribed during international bidding and construction. According to the
rating of Transparent International, China and Russia ranked the last two in the likeliness to bribe
overseas in 2011. The World Bank announced on Jan 14th 2009 that four Chinese enterprises
committed serious bribery bidding for a road project and thus were listed in the blacklist. And in
a violent incident in Zambia 2010, Chinese staff shot fire and 11 local staff and 3 Chinese staff
were hurt. In June 2013, Ghana arrested 161 illegal mine Chinese workers, who were repatriated to
China. The deeds and behaviors are the direct harm to China's international image.

Compared with interest conflict and stereotyped ideology, misconduct needs more attention:
in the information age, these misconducts will do serious harm to China's image with the speed and
scale of information dissemination. Meanwhile, China is the one who needs to take the initiative to

contain these misconducts.

Addressing the challenge of China's global image

Measures should be taken as follows to address the challenges China faces in terms of global
image.

First, China should leave some stones unturned. In an international system where sovereignty
is still entity guiding principle, a country should defend its national interest first and foremost.
China needs to be aware of the complicated, dialectical relationship between global image and
national interest. We also need to be clear about our global image and its place in our strategy before
we allocate resources to improve it. As to the judgment of others, we must uphold our core interest
and fight back to clarify. In short, concerns about international image must be subordinated to core

national interests. These must not be compromised for the sake of a so-called “good reputation.”
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Second, we should construct an accurate, efficient system of communication. Although an
effective tool for forming a global image, media communication cannot solve all these inherent
problems. The current Chinese media system cannot appeal to the information needs of the internet
age. Hence, major changes are needed. In order to convey accurate information in ways acceptable
to an international audience, we need to better position our own media and integrate our best
academic and private resources along with existing institutions.

Third, communication of soft powers and building an environment of consensus. To an average
person, his impression of a foreign country comes partly from real life contact and media, and
mostly from contact with cultural products. Despite the rich history of more than five thousand
years, China does not have its culture output at full play. In the mass media time, media tycoons
control the production and circulation of cultural products. They export their products to all corners
of the world with their top technology and massive capital. In China we can find that teenagers
like to watch American TV series, or Japanese or Korean series, whereas housewives are fond of
Japanese and Korean series, and the society as a whole value Hollywood movies, all of which help
to build consensus of a certain value some country is trying to sell. For China, promoting its own
culture with technics, and developing soft power along side hard power will greatly benefit the
construction of China's global image.

Fourth, patriotic consciousness and better behaviors overseas. When the gates are open, foreign
guests are welcome in and our citizens are sure to go out. “The essence of diplomacy is the good
relationship among citizens.” China's image, though carried in diplomatic conducts, takes its root
in civil society. In the communication of different system, culture, and custom, we need to learn to
respect and watch our own behavior while defending China's image, which are our civil obligation.
Travel agencies and institutions need to provide necessary training and guidance for their customers
with their system and experience, and they have the right to turn down tourists who have a history of
misconduct overseas. Tourists need to keep in mind that their behaviors are the living image of their
country. For many travelers, China might only be a spot on the map or an image on TV, but only a
real touch of China can be called their idea or impression of China. I personally have communicated
with local people in Europe, their opinion being, though I cannot agree to, unable to tell different
people from east Asia, but generally speaking Japanese tourists are usually alone, disciplined and
polite; while Chinese tourists always come in crowds, loud and leaving trash behind. These are
little details, but it is these details that form the major part of the understanding of one country's
international image.

Fifth, disciplined and regulated enterprises overseas. Enterprises and their conducts are of
crucial importance to a country's global image. International cooperation and transactions bring
not only mutual interest but also conflicts. Governments should enforce tighter regulations on
state-owned enterprises and punish those who break international trade regulations. As to overseas

Chinese enterprises, they need to set their vision high, they need to take up responsibilities of
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defending China's global image instead of only focusing on the immediate profit, and they need
to strictly follow international trade regulation and law to create a better environment for future
development. Academic institutions can provide international etiquette and legislation training
for enterprises going overseas, so as to encourage the civil power to improve and eliminate harm
brought by misconduct.

One thing needs pointing out is the elements we have listed as contributing factors to China's
global image is not comprehensive. For some countries, China's image involves historic as well as

current issues, and these need to be taken into consideration as well.
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The China (Shanghai) Pilot Free Trade Zone is
the greatest "Institutional Boon"
from the current Expansion of Market Reform

Lijian Sun, Director of Fudan Finance Research Institute

On July 3rd 2013, the executive meetings of the State Council announced the planned opening
of the China (Shanghai) Pilot Free Trade Zone inside the four Special Customs Supervision Zones,
including the Shanghai Waigaoqiao Free Trade Zone. Distinct features of the Free Trade Zone (FTZ)
include a package of innovations liberalizing finance, trade, and shipping. These changes will also
affect administration, taxation, and laws, and thus greatly increase the mobility of "people, money,
and goods." It is worth mentioning that the market-based reform in financial fields will include
interest rate liberalization, exchange freedom, opening of the financial fields, product innovation,
and RMB offshore business. The aim is to simplify the formality, reduce the costs, and to make it a
really "customs territory."

The State Council's introduction of the Pilot Free Trade Zone at this time has two main
meanings: one is to change the government-led economic transition model, to give up the
"institutional boon" which only relied on the industrial restructuring plan to support the economy.
It thus attempts to avoid non-performing assets in banks caused by excessive lending and over-
capacity caused by excessive investment, as seen in the photovoltaic industry. Instead, the
government makes the effort to stop the economic slowdown through reform of deregulation and
strengthening the marketing mechanism. The way of using the "invisible hand" instead of the
"visible hand" indicates the government's strong determination to turn the situation where the real
economy has little money while the virtual economy has too much.

The second is about the aim of the FTZ. The aim is no longer to have an open effect mainly
in merchandise trade brought by China's entrance into the WTO in 2001, but a high-level opening
led by "free flowing factors and free trades". The FTZ needs a higher degree of opening in finance,
taxation, and markets in order to be comparable with the TPP led by America. If the development
of FTZ has a good control of timing, pace and range, then China's current symbolic achievement
of "transformation process driven by innovation" will be seen later by the smooth flow of factors
including talent, capital, patent, and information.

Certainly, the global excess liquidity has brought great challenges to the emerging countries
in a situation where developed countries have super-low interest rates and quantitative easing. The
Shanghai FTZ will also face pthe problem of low competitiveness caused by "over-supervision",
false trading, a big amount of speculative capital, and potential economic and financial crises caused

by "over-openness". And this is also a reason why the Shanghai Government started the "Free Trade
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Zone" under low profile.

On the other hand, the development of FTZ will have in effect force out other regional
economies. However, if the Shanghai FTZ could make a stable structure together with the other
economic activities, and even make co-prosperity with other RMB off-shore markets like Hong
Kong, then the economic combined effect from Shanghai FTZ and spread effect from information
and technologies will be increasingly obvious. This successful developing model could help to
establish diversified kinds of FTZs in other areas in China and help to make a vigorous marketing
reform for economy.

In order to prevent the Shanghai FTZ from becoming a haven for speculative capital and
make the financial services beneficial for the development of "free factors and free trades", there
are five new kinds of financial service models, centered on the industry value chain, that are worth
mentioning:

Attract high-level financial talent and venture capitalists from abroad. Make full use of the
industrial capital in low cost inside the FTZ. Design a set of international standard and tax incentive
regulations to help the innovations and researches of high-tech talents as well as the trading
platform for transfer of patens. In the end, to make the strategy of "transformation process driven by
innovation" made by the Chinese Government possible on the FTZ platform.

Build a fusion system between private enterprises and foreign-invested enterprises, private
capital and overseas capital. Many companies in Japan and Korea are pioneers in the global
commercial stage. They have brands and scale. While technology-intensive research and production
of accessories are all outsourced to medium or small companies in China, which have a close
relationship with them. However, this kind of relationship can be grown in the FTZ. Therefore,
small Chinese companies will be conscientious and do their best, will perfect their professions, and
no longer worry about capital and market, for the international company will use its capital with
low cost to help cooperative partners and assure the partners of orders for goods relied on its market
share. In this regard, it will be medium and small companies that get benefits, but not necessarily
the huge companies that rely on protection, relationships and government.

It is also very likely to form a "relationally financial" service trade model as the German
Banking does. I went to Germany for research and meetings twice this year, and I found that it
is modernization of German countries, wage flexibility in labor market, and specialization and
differentiation of service that many medium or small banks offer to their stationary company clients
that assure the competitiveness of Germany's manufacturing industry. The banks and companies
do not compete on price to attract customers. Instead, they have stable credit relationships with
each other because of specialization. It is especially worth mentioning that most of the medium and
small companies in Germany aren't going public. They try to build a stable financial model with
their banks. In this regard, the financial service model in Germany is even more suitable than the

American model for China's industry. The development of FTZ will not only expand the market
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that entrepreneur cares about, but also build a precious specialized relationship between banks and
companies inside even outside the FTZ.

Take full advantage of the integration of Shanghai FTZ and RMB offshore market in Hong
Kong. Display the energy of positive interaction between "fortune finance" and "consumer finance"
brought by "financial market, institution and product, talents with high net worth and specialized
financial talents". Meanwhile, development the "factor trading" activities in the form of cross-border
financial product and paradise-like of consumer service. This will have a political effect to improve
the financial system and domestic market demand.

Gain the initiative to be the first to "start and explore". Promote the "going-out" strategy of
Chinese and foreign companies and the development of Shanghai International Finance Center,
and then build a global financial model of RMB internationalization through the increasing secure
of national finance and prosperity of national economy. In fact, RMB internationalization requires
perfecting its risk management system at home and abroad, as well as the time, terrain, and people
brought by the FTZ and offshore markets. It is going to be a milestone of the development of the
FTZ and Chinese financial system. Therefore, we cannot seek quick success and instant benefits,
and try to reach for what is beyond our grasp. We should liberalize the capital account at a proper
time and level, and should not promote RMB internationalization by only relying on revaluation of
RMB and opening of finance. We all know that both the internationalization of yen and development

of Euro paid a great price because of systemic defects.
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New Trends in Globalization and Developing
the Shanghai Free Trade Zone

Yuan Zhi Gang, Dean of the School of Economics

New trends in globalization

Although the financial crisis caused a short rise in trade protectionism, the basic improvement
in European and American economies has brought about another call for a new global free-trade
order. While multilateral negotiations, as represented by the WTO, are meeting with difficulties,
the importance of bilateral negotiations is gradually on the rise. In the process of economic
globalization, regionalism continues to have far-reaching effects on business environment and
investment opportunities. The United States is a core of any new global free-trade order. The
new international trade framework mainly includes: (1) TTIP: The Atlantic trade and investment
partnership agreement; (2) TPP: Trans-Pacific Trade Agreement (3) BIT: The bilateral investment
treaty (4) TISA: International agreement on trade services. And in content, the new international
trade framework involves global value chains.

Basic free trade, investment agreements and services trade enjoy higher levels of liberalization.
The mobility of economic resources has benefited sustainable human development. New national
trade frameworks can work together to write the “constitution” of the global free trade system.

As globalization deepens, trade in goods and tax reduction has little practical significance.
Currently, the most important characteristic of the new round of globalization is capital flows mainly
driven by multinational corporations. Global production is rapidly fragmenting, and with deepening
division of international production, this leads to service integration and increasing coordination
among global value chains. In this context, trade and investment needs to be facilitated. The most
important is services trade, which can link together fragmented production. Services trade depends

on goods trade, and is developing rapidly.

The new nature of globalization: the test of globalization of capital and "WTO re-
accession"

WTO-promoted liberalization of global goods trade notwithstanding, China's exports have
increased from 3.9 per cent in 2000 to 10.4 per cent in 2011; its ranking in world trade rose from
7th to 1st. In the future, however, goods trade cannot achieve such large bonuses. With WTO
bonus waning, China urgently needs to promote a new international trade framework agreement in
order to consolidate its own position within the trading system. In addition, China should actively
participation in the formulation of new international rules to establish its image as a responsible
major power. Moreover, unlike goods trade, the Chinese service sector is not open enough,

especially in high-end services. Banking, insurance, securities and telecommunications industries
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are within obvious protection and restrictions. The biggest difference between China and other
countries is these highly monopolized domestic industries.

Free trade and investment is fundamentally to optimize global capital and other production
configuration factors as well as improve productivity. Under the free trade order, global GDP is
certainly growing bigger and bigger, but distribution of benefits for future service needs China's
active participation and investment negotiations. Certainly, different countries are very different.
It is more profitable in some countries and less in others, so these all need to be negotiated. China
and the United States are at different stages of development, but the fundamental premise is that the
difference between China and the United States is very large in the global industrial chain and in
the position of global value chains, in which fundamentals are complementary and conflict certainly
exists. In conclusion, in the twelfth years after China joining the WTO, China is facing the arduous

task of "re-accession" to the WTO.

China's Choice

China is currently facing the challenges of structural economic distortions. On the domestic
side, market are linked to the dislocation of government functions. In terms of the labor market, the
household registration system is in need of reform, and China will soon face pressure from an aging
society. The financial market distorts prices; lacks vitality and competitiveness; and investment
efficiency is low. Market processes are immature, as shown by distortion in the real estate market.
Enterprises lack an environment conducive to innovation. In service sectors beyond finance, state-
owned monopolies lack vitality. All these issues point to the inevitability of economic reforms,
for which the fundamental objective is to form a unified factor market and improve configuration
efficiency, as well as introduce foreign high-end services. As for the international environment,
China's advantage in labor cost is diminishing in the process of global economic restructuring and
consolidation. But value chains in the high-end global industry cannot achieve a breakthrough,;
recently, comparative advantage of low-end manufacturing can be obtained.

Domestic and international factors cause structural distortions and prevent sustainable growth
in China, but these are the realities of China's opening up policy. Opportunities and choices coexist
at the same time, and reform and opening has made considerable progress over the past three
decades. Domestic market reforms are closely integrated into globalization. By sharing factor
income dividends of globalization and growth dividend, Chinese economy can achieve long-term
development based on efficiency development. The new wave of globalization can be embraced
with an open attitude. It is important to enable foreign elements to go into China and Chinese
elements to go out. Thus factor market prices can be figured out; factor allocation efficiency can
be improved, providing continuous support for long-term growth. The inflow of Chinese elements
makes the market price of the country more in line with relative factor prices of international

market, thus stimulating factor market of host countries to accumulate more effectively. The
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dynamic growth bonuses of globalization can be realized, which also is conducive to long-term

economic growth in the host country.

Value of Shanghai Free Trade Zone

The aim of the Shanghai FTZ is reform through opening, integration into economic
globalization, and upgrading China's economy. In the overall goal, Shanghai FTZ is to facilitate
trade, currency convertibility, convenient and efficient regulation and legal environment at
international standards. Also, it expands and deepens reform, explores new ideas, and will ultimately
better serve the nation.

The major tasks and measures of the Shanghai FTZ include accelerating the transformation of
government functions and building up a service-oriented government. It expands investment areas,
promotes trade development, upgrades the trade transformation, and enhances international trade
shipping service. It also deepens the financial innovation, accelerates financial system innovation
and enhances financial services. Moreover, it prefects legal systems. Shanghai FTA needs to
improve factor market system and improve efficiency. Strong microscopic subjects are needed and
innovative private enterprises are emerging. To accept a higher global free trade and free investment
standard, Shanghai needs to integrate national treatment, negative inventory management, and high-
end services such as TPP negotiations into free trade zone. Shanghai should open up both externally
and internally.

In addition, Shanghai's functions need to be upgraded. The city is important among global
economic flows. Institutions attract talent, talent attracts capital, and capital in turn supports
global cities. The Shanghai FTZ meets the full requirements of urban functions upgrading through
institutional innovation. The FTZ adapts to build up a global city, and models the success of other
global cities, leading to the transformation of China's economy. China should form between 10
and 20 large metropolitan areas and improve its competitiveness, which is key to promoting labor
productivity and economic growth. Once China builds up this metropolitan area, the economy will

transform, enabling China to lead the world economy.
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The Second Coming of Zhu Rongji?

Zhang Jun

The recent release of a book of speeches by former Chinese Premier Zhu Rongji has refocused
attention on his bold — and often highly controversial — economic reforms of the 1990's, which
included reining in state-owned enterprises (SOEs) and overhauling the banking system. But the
discussion has taken an unexpected turn, with Chinese media adopting a far less critical stance than
that which has prevailed for the last two decades.

Given the apparent parallels between the challenges that Zhu faced and those that current
Premier Li Keqiang is now attempting to address, not to mention their shared commitment to
economic transformation, this shift could signify rising support for structural reform. But are Zhu
and Li really so much alike?

Today, as in the 1990's, China is experiencing skyrocketing local-government and commercial-
bank debt, rising fiscal and financial risk, uncertainty over institutional reform, and declining
central-government revenue. According to Bloomberg, Li will be the first Chinese premier not to
fulfill the official annual growth target since Zhu. Despite these apparent similarities, however,
China’ s situation today is fundamentally different from 20 years ago.

In the 1990's, Zhu's core mission was to address the consequences of former Premier Zhao
Ziyang's flawed fiscal-decentralization efforts. By pursuing fiscal reform one sector at a time, Zhao
left room for local governments to form alliances with SOEs, which provided subsidies to local
bodies and enabled them to withhold income from the central government. This led to the build-up
of national public debt, which, in turn, compelled the central bank to over-issue currency, fueling
inflation.

In this context, Zhu's reform strategy was aimed primarily at reestablishing a sound fiscal
relationship between the central and local governments, rather than at increasing the GDP growth
rate. In fact, though Zhu's reforms were piecemeal, they could easily have led to double-digit GDP
growth. But Zhu recognized that allowing such rapid growth probably would have done more harm
than good, given persistent inflation and macroeconomic instability.

Critics assert that Zhu's 1994 tax reform led to the current real-estate bubble, because it drove
local governments to use land sales to boost their incomes. But the fact is that replacing the income-
sharing system with a tax-sharing system stabilized China's economy and reversed the relative
decline of central-government revenue. Indeed, it was essential to China's economic development.
By weakening the alliances between local governments and SOEs, Zhu's tax-sharing system
facilitated the strategic restructuring of the state-owned economy. And, by galvanizing local

governments to privatize local SOEs (as well as housing and some public services), Zhu's reform
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hastened China's incorporation into the global economy. China's state-owned economy is far less
bloated today; the central and local governments have fewer compatibility problems; the country's
fiscal position is strong; and relative macroeconomic stability prevails.

Zhu's success means that Li must focus on a different challenge. Li must ensure that China's
economy, which still boasts significant growth potential, does not sink into lethargy and fall into
the so-called "middle-income trap." A developing economy may slow prematurely when external
factors alter the conditions supporting growth. Wages continue to rise, reducing competitiveness vis-
a-vis low-income economies, but the growth model is not yet equipped to support competitiveness
in high-skill industries, leading to stagnation.

In order to avoid such an outcome, Li must adapt China's growth model to current conditions,
which include intensifying trade friction with the European Union and the United States, greater
pressure to allow the renminbi to appreciate, an aging population, slowing urbanization, and rising
labor costs. The "new normal" that has emerged from the global financial crisis, characterized by
sluggish GDP growth and diminished import demand in the West, makes reform even more urgent.

Li should begin by redistributing industrial capital from high-productivity coastal areas. This
would instantly augment growth in less-developed regions and boost overall productivity. But, with
competition in the global supply chain fiercer than ever, China will need more than capital transfer
to achieve high-income status. It will need policies and mechanisms that encourage and guide
technological and industrial upgrading.

Fortunately, Li seems to understand this. Indeed, industrial and technological upgrading forms
the core of "Likonomics." But significant uncertainty remains over how to achieve it within the
constraints of China's state-led economy.

Over the last decade — especially since 2008 — China's central government has been
tightening its grip on industrial policy, while enhancing the State Council’ s dominance over
local governments. By contrast, Li seems intent on returning power to local governments and the
market, transforming vertical control into horizontal coordination. Thus, instead of trying to control
technological and industrial upgrading with central mandates, Li is giving local governments and
the market the space to drive China's economic transformation.

Zhu and Li do have one thing in common: they both came to power at a critical juncture in
China's development. But, whereas Zhu had to grapple with local officials to increase the central
government's authority and revenue, thereby stabilizing the economy and unleashing China's growth
potential, Li must cooperate with local governments to create a system that fosters and protects new
sources of innovation and economic dynamism at all levels. Just as Zhu's reforms two decades ago
laid the foundation for today's growth, whether Li succeeds may well determine China's economic

trajectory for the next 20 years.
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