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Overview

The fund mutual recognition scheme of the
Mainland China and Hong Kong (“the Scheme”)
reveals China’s recent initiatives in opening up its
capital market. Under the Scheme, international
fund managers based in Hong Kong will be able
to directly distribute and sell authorized Hong
Kong funds in Mainland China.

As reported, following the negotiations lasting for
about 9 months, the regulators, i.e. China
Securities Regulatory Commission (CSRC), the
State Administration of Foreign Exchange (SAFE)
and the Securities and Futures Commission of
Hong Kong (SFC), have reached an initial
agreement on six aspects regarding the
Scheme’s operations®>. However, this is only a
broad framework, and the regulators are working
together on finalizing the details. Before
highlighting some of the opportunities that this
Scheme may bring, this letter will first provide an
update on recent announcements regarding the
Scheme.

Recent developments

On December 4, 2013, the regulators have made

2 The six aspects are: (i) scope of eligible funds, (ii)
qualification criteria for asset managers, (iii) application
procedures, (iv) management of investments, (v) information
disclosure, and (vi) mechanism for investor protection.
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a few notable announcements at the annual
conference of Hong Kong Investment Funds
Association on the following aspects.

A Conservative Product Scope

The regulators emphasized that the first batch of
approved products will be simple, mature and
transparent products. Greater diversity may be
introduced depending on market developments
and collaboration between the regulators.

Informed sources have also reported that
products recognized by Mainland would likely be
limited to stocks and bonds; futures and
derivatives may be excluded whereas Mainland
products recognized by Hong Kong is likely to
include more passive products, such as A-shares
ETF

Fund Managers’ Qualification Criteria

To be able to distribute products under the
Scheme, Mr. Xu Hao, the deputy director-general
in the CSRC’s fund supervision department,
revealed that mutual recognition fund managers
must be licensed asset managers in Hong Kong
or mutual fund managers in Mainland. Hong
Kong fund managers, in particular, must have its
management and operation located in Hong
Kong.



Potential Threats to Existing RQFlls and QFlIs
Products

A Less Costly Alternative Platform

Under current tax law in China, a 10% income tax
may be levied on the gains generated by QFlls
and RQFlls from their securities trading in
Mainland. In practice, however, the Chinese tax
authorities have not yet clarified whether the tax
will be levied. If the tax authorities decide to
collect 10% income tax, the yield of products
offered under RQFlIs and QFlls will decrease and
become less attractive, unless RQFII and QFII
may claim tax exemption benefit pursuant to
applicable tax treaty.

As Hong Kong and Mainland have an existing
double taxation avoidance arrangement, Hong
Kong investors investing in Mainland authorized
funds sold in Hong Kong under the Scheme might
potentially benefit from tax exemption according
to the arrangement. Therefore, it may be more
advantageous for Hong Kong investors to directly
purchase funds offered under the Scheme.

Opportunities

An Alternative to ODII

Instead of having to cooperate with onshore fund
managers with QDII investment quota to target
Mainland investors, the Scheme provides
international fund managers an additional option
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of selling authorized Hong Kong funds in
Mainland. This is another sign of China
promoting cross-border capital flows, in addition
to the quotas granted to six global hedge funds in
Shanghai for the pilot QDLP scheme recently.

The Scheme serves as a strong anchor for
international fund managers to set up in Hong
Kong as it would give them access to the large
pool of investors in the Mainland.

Our Observation

Based on our observation, the usefulness of this
Scheme in the near future might be limited as the
regulators currently hold a cautious attitude.
Furthermore, many details on the Scheme’s
operations are still to be decided in particular, the
qualification criteria of fund managers, the
permitted scope of products and quota.
However, in the long run, this Scheme should
give rise to many opportunities for international
fund managers and pressures to Mainland fund
managers.

It is expected that Hong Kong will actively
promote the Scheme’s implementation because
the Scheme is designed to allow Hong Kong to
become the only financial channel that connects
the  Mainland  with markets.
Furthermore, it could also shift Hong Kong's
position as a distribution centre to an asset
management hub.
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