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ABSTRACT

Infrastructure construction underpins China’s socioeconomic development,
and it is also an important guarantee for China to perpetuate sustainable economic
growth in the long run. Fortified infrastructure construction projects, especially
people’s livelihood projects, can not only fuel the healthy and sustainable
development of China's economy, but also complement the shortfall in
comprehensively building a well-off society and effectively uplifting people’s inner
fulfilment and happiness. Infrastructure construction highlights large capital
investment and long recovery time in terms of capital utilization. Therefore, the
investment in infrastructure construction in China has long relied on government
fiscal funds. However, as infrastructure construction accelerates in China, local
governments’ debts are growing bigger with higher risks behind and the central
government has called local governments to deleverage and reduce debt. This was
accompanied by increasingly prominent bottleneck of insufficient infrastructure
construction funds. Therefore, it is of great practical significance to study how to
expand financing channels for infrastructure construction to alleviate the pressure on
government capital investment with innovative ways of thinking.

This article uses a case study approach. Based on the in-depth analysis of the
characteristics and investment preference of foreign insurance funds, this paper
analyzes the significance and feasibility of introducing foreign insurance funds to

invest in China's infrastructure construction. At the same time, this paper



demonstrates the irreplaceable role of financial leasing companies funded by foreign
insurance funds in connecting foreign insurance funds and domestic infrastructure
construction, so as to build an innovative financial leasing model for infrastructure
construction to attract foreign insurance funds to invest in China’s infrastructure

construction.
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CHAPTER 1
INTRODUCTION

1.1 Research Questions

1.1.1 Great Significance to Remedy Shortcomings in Local Infrastructure
Construction

1.1.1.1 China still lags behind in its infrastructure construction

In the past 40 years of reform and opening up, China has made sturdy
headway in its infrastructure construction. However, compared with developed
western countries, China’'s infrastructure construction still has enormous
development potentials. Taking the United States as an example, its infrastructure
construction is relatively developed. In terms of quantity only, the urbanization rate of
the United States in the peak of industrialization stood at 66%; in the peak of railway
construction in the 20™ century, the railway mileage of the United States exceeded
400,000 km. Even by the end of 2017, there were still more than 258,000 km of
railways spread across the United States, with an average mileage of 7 km per
10,000 people; In highway construction, at the end of 2016, the total mileage of
highway in the United States was 6.8 million km, with an average of 211 km per
10,000 people; the total length of expressway constructed was 106,000 km, with an
average of 3.3 km per 10,000 people; by the end of 2017, the total length of pipeline
paved in the United States reached 2.56 million km, with an average of 72 km per

10,000 people. These figures indicate that there is a huge gap between China and the



United States in terms of the total quantity and per capita quantity of infrastructure

level.
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Figure 1. China and America Infrastructure Construction Comparison

Data source: Wind, CIA, SWS Research
According to The Global Competitiveness Report 2017-2018, China’s overall

infrastructure construction ranks 47th among 137 countries (regions) in the world,
which is seriously inconsistent with China’s top global GDP ranking.

Table 1. Ranking of China’s Infrastructure Construction

ltems Score Ranking (137 in total)
Overall level of infrastructure 4.5 47
Road 4.6 42
Railway 4.8 17
Port 4.6 49
Aviation 49 45
Air capacity (million seat km/week) 19341.9 2
Power Facility 5 65
Mobile phone (per 100 population) 96.9 102
Fixed telephone line (per 100 population) 14.7 70

Data source: The Global Competitiveness Report 2017-2018

Although China’s GDP ranks second globally, its infrastructure construction is

relatively backward compared with developed countries. According to The Global




Competitiveness Report 2017-2018, China is not only behind developed countries like
the United States and Japan in its overall infrastructure construction, but also behind
developing country in Asia such as Malaysia. However, China can rival developed
countries in fields such as medical technology and air capacity. The gap is mainly in

infrastructure construction including highways and railways.
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Figure 2. The Global Competitiveness Report 2017-2018
Data source: The Global Competitiveness Report 2017-2018
1.1.1.2 Unreasonable structure of infrastructure construction

Traditionally, the structural layout of China's infrastructure construction was
not rational, and the construction efficiency was not high enough. Many projects only
prioritized input but ignored output, and consequently many infrastructure projects
after completion were not utilized properly, thus the project return on investment was
low. In addition, the missing in supporting projects resulted in the poor performance
of many infrastructure projects after completion, indirectly leading to investment
waste.

Besides, the geographical distribution of China’s infrastructure construction is
not reasonable, relatively concentrated in the more developed eastern provinces, and
the infrastructure construction in the central and western regions is relatively

backward. During the 12th Five Year Plan, the unbalanced geographical infrastructure



construction and the great difference in service level are still prominent. The western
region still lags behind the eastern region in overall municipal utility construction. For
example, the sewage treatment rate in the western region is about 10% lower than
that in the east; the density of completed and under construction rail transit in the
central and western regions is less than 50% of that in the eastern region, with an
average of 10.5 km per million people; the proportion of waste incineration in the
western region is only 24%, less than half of the east which is 55%.

The figure below shows the completed investment of fixed assets by regions
in recent years. It is clear that the infrastructure investment of the eastern region is
significantly higher than the central and western regions. To achieve the goal of
building a moderately well-off society in an all-round way and winning the battle
against poverty, the government needs to increase infrastructure investment in the

less developed areas such as the central and western regions.
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Figure 3. Completed Investment in Fixed Assets in Regions
Data source: Wind database

In China’s future infrastructure construction, it can be seen that more attention
will be paid to the less developed areas such as the central and western regions, with
its focus on poverty alleviation, people’s better livelihood and infrastructure
construction in the central and western regions. Shortcomings remedy and targeted

investment will be the core of infrastructure construction.

1.1.1.3 Maintaining efforts to remedy shortcomings in infrastructure field

Guiding Opinions of the General Office of the State Council on Maintaining
Efforts to Remedy Shortcomings in Infrastructure Field (Document No. 101) clearly
stated to focus on the shortcomings in key areas such as poverty alleviation, railways
and highways construction, and accelerate the progress of mega projects already

incorporated into the plan. It also pointed out that the principles of focusing on



shortcomings, making concerted efforts, taking precise, targeted and differentiated
measures, and guarding against risks should be followed. It also emphasized that the
private capital to invest in infrastructure construction should be fully mobilized, to
give full play to private capital. At the same time, local governments are required to
keep their credibility and must deliver favorable policies to private capital as they
promised, to facilitate the introduction of private capital. Maintaining efforts to
remedy shortcomings in infrastructure means that we must prioritize the real weak
links in China’s infrastructure construction, to alleviate the imbalance in
infrastructure construction.

1.1.2 Local Debt Problems Are Increasingly Prominent and Solutions Are Urgently

Needed

After 2008, in response to the sluggish global economy, China vigorously
implemented proactive fiscal policies. Economic stimulus plan kept expanding
investment scale. In order to grow GDP for political achievements, the local
governments continued to fund infrastructure construction by borrowing loans, and
thus the scale of local debt was growing. Presently, under China's economic new
normal, rather than the aggregate economy, it is the economic development mode
characterized by optimized structure and stable growth is more emphasized; the new
priority is sustainable development, rather than GDP growth and scale maximization.
Therefore, under this new normal, with the adjustment of policy objectives, the local
governments’ debt problems have gradually become an issue of great concern for

policy makers and scholars.
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Figure 4. Local Debt Balance

In recent years, the balance of local government debt in China has been
gradually reduced from 19.94 trillion yuan in 2012 to 14.75 trillion yuan in 2015
followed by a slight increase later. According to statistics of the Ministry of Finance,
by the end of 2017, the balance of local government debt reached 16.47 trillion yuan,
including 10.33 trillion yuan of general debt and 6.13 trillion yuan of special debt.

The debt from local financing platform always occupies an important
proportion in the local government debt. The local platform mainly provides financing
for urban construction and development, and the repayment sources include the
government’s revenue, public utility charges, etc. According to a comprehensive
report issued by the National Audit Office of the PRC in 2013, among the borrowers
of local government debt, the borrowing through local financing platform accounted
for 38% of the debt that should be paid, the proportion of government departments

and institutions accounted for 28%, government-sponsored institutions took up 16%,



that was 82% in total. Clearly, to solve the local government debt problems, we need

to start from the debt raised from local financing platform.
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Figure 5. Local Governments’ Debt Ratio

Data source: Wind, Industrial Securities

In fact, the local debt balance is much larger than the above-mentioned figures.
In the Boao Forum for Asia held on April 6, 2013, Xiang Huaicheng, former Minister of
Finance, pointed out that the local governments’ liabilities were hidden up, some
explicit and invisible debts were very complicated and difficult to count. It was very
likely that China’s local debt had actually already reached 20 trillion. In 2015, the
implementation of the new Budget Law of the People’s Republic of China restricted
the financing channels and borrowing limits of local governments. In this case, the
motivation of local governments to raise funds in violation of regulations was
continuously strengthened, which further promoted the accumulation of local
government’s invisible debt. Funds borrowed by local governments for infrastructure
construction were featured with long investment time span and recovery time, and
some projects failed to deliver stable return in a long period of time after completion.

All these factors made it difficult for the government to repay the debt.



In face of China’s huge debt problem, the Chinese government has issued a set
of policies to limit the expansion of local debt and solve the local debt problem in
many ways. China’s policies related to local debts can be traced back to the early
days after the founding of new China. At that time, the central government allowed
local governments to carry out bond financing, including the parity bonds related to
economic construction and production. By 1985, to curb the excessive growth of
investment scale, the central government decided to stop local governments from
issuing debt temporarily. Since then, the local government’s borrowing has been
subject to the provision of Budget Law of the People’s Republic of China, which
stated that “local budgets at all levels should be calculated according to the principle
of making ends meet, without any deficit. Unless otherwise stipulated, local
governments shall not issue local government bonds in violation of laws and
regulations of the State Council.” In 2008, in response to the global financial crisis,
China introduced a package of plans, including the economic stimulus of RMB 4
trillion investment, to solve the problem of insufficient funds of local governments.
Since 2009, the central government has replaced local governments to issue bonds
of a certain scale annually. After that, under the background of easing policies such
as increasing investment in people’s livelihood infrastructure, local governments
have continuously expanded the debt financing scale, and thus local debt problems

have gradually emerged and attracted the attention from the public.

In 2010, the emergence of local government financing platform companies was
accompanied by rapid expansion of local government debt financing scale and
irregular operations. Local governments violated regulations or provided guarantees
in disguised form, which increased the risk of non-repayment. Some banking

financial institutions have weak awareness of preventing credit risks of financing



platform companies, and lack of risk management. Facing the problem, the State
Council issued the Opinions of the State Council on Strengthening the Management
of Local Government Financing Platform Companies in a timely manner, to curb the
further expansion of local debt by taking measures such as debts verifying and
handling of financing platform companies, clearing up financing platform companies,
strengthening the credit risk management of banking financial management, and

preventing local governments from pursuing illegal guarantees.

In 2011, the first local government bond was issued by the Shanghai municipal
government, followed by Zhejiang, Shenzhen, Guangdong and other local
governments. Since then, the provinces in eastern region started exploration of the
self-issuance and alternative repayment mode of local government bonds. By 2014,
with the approval of the State Council, 10 regions nationwide have carried out the

pilot of self-issuance and self-repayment of government bonds.

In August 2014, the amendment to new Budget Law was passed by the NPC
Standing Committee, which regulated local government debt management, to strictly
control local debt risk. According to the new Budget Law, local governments that
meet the conditions for borrowing must obtain approval from the State Council in
advance. Strict regulations were made in terms of restricted usage, scale and
methods, as well as risk control. In September of the same year, the State Council
issued the Opinions of the State Council on Strengthening the Management of Local
Government Debt, which clarified the requirements for standardizing and
strengthening the management of local debt from multiple perspectives in the form

of policy documents.

1.1.3 Infrastructure Financing Methods and Their Pros & Cons

10



In practice, asset securitization, PPP, financial leasing and public investment
Reits are the most common financing methods exploited by local governments in
infrastructure construction. This section focuses on the significance and potential

problems of the above four financing methods.

1.1.3.1 Asset securitization

Using securitization to address local government's debt issue has many
advantages, the most prominent of which is the low financing cost and risks. Since
securitized products require corresponding credit enhancement means, which
reduces risks of securitized products, and accordingly rate of return required by
investors decreases. In addition, asset securitization attracts professional private
capital investment, reducing the dependence on bank funds and risks of the banking
system. Securitization encourages professional private capital to participate in
infrastructure construction, revitalizing assets, and promoting the infrastructure
construction.

There are also some shortcomings in securing funding sources for local
infrastructure through securitization. First, the laws on asset securitization in China
are not sound. Securitization of public infrastructure projects includes two financing
models, namely “whole business securitization” (WBS) and “special asset
management plan” (SAMP). Main difficulties of asset securitization for infrastructure
currently include the following points. China’s current legal system is not the
British-style creditor protection law. The legal environment does not invest the

securitization of “non-real sale” or “non-bankruptcy remote”. Domestic laws, taxation,
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accounting and other regulations are still not perfect; the WBS model was not with
references in China. The SAMP financing model is suspended after the pilot in
2005-2007, and is in a wait-and-see stage. The debt, budget, management, and
finance of local governments and financing platforms are not yet transparent enough
to meet the criteria for effective protection of investors. In addition, local government,
financing platform companies, and internal management issues lead to risk transfer.
Securitization transfers the future income of the asset to the investor, but does not
transfer ownership and the use rights of the asset. Therefore, with the current laws
and regulations in China, the asset securitization of infrastructure projects cannot

achieve true bankruptcy remote.

1.1.3.2 PPP

Compared with traditional solutions, using PPP projects to solve the
prominent infrastructure financing issue in recent years has many significant
advantages. First, risks of the project can be effectively shared among various
participants. Principle of optimality is one of the main principles of risk sharing of
PPP projects, referring to the rational allocation of project risks among participants
so that each participant can shoulder the optimal risks. The positioning and cost of a
participant in controlling risks determines the amount of risk assigned to it. If the
participant can control a certain risk most favorably with the lowest cost, then the
risk would be allocated to the participant accordingly. The level of risk management
is directly proportional to the cost of risk management, while inversely proportional to

the risk loss. There is always a most optimal and balanced point, which can optimize

12



the risk management level and management cost. Second, the PPP project
strengthens constraints on government budget. Characteristics of the PPP model
determine a nature mutually constrained relationship between the government and
social capital during project implementation, resulting in more standardized
behaviors of both parties. Since the income of social capital depends on the income
of public goods and services, social capital will focus more on the investment in
public goods and services due to the attribute of profit seeking. In order to protect
the income of capital invested, social capital rejects misconducts of government
officials, and moreover, government supervision prevents public services and goods
from erosion. For instance, PPP models that have been implemented in China serve
as good examples of the mutual supervision and mutual restraint between the public
and professional private parties. The public and professional private parties proceed
in accordance with the contract. In stages of project design, construction, and later
operation and maintenance, the public sector can prevent social investors from
over-representing the public interests, and in turn, social investors will prevent the
public sector from infringing the interests of social investors, thus achieving mutual
restraint. That is to say, it prevents both the non-standard behavior of government
agencies and authorities and effectively limits social investors’ unlimited pursuit of
the maximization of interests. In addition, the PPP project has been reviewed and
approved by administrative departments at all levels, making project expenses more

reasonable and construction process smoother, thereby lowering the cost and

13



ensuring on time delivery. Although PPP projects boast various advantages,
shortcomings shall not be ignored.

Firstly, China’s laws and regulations are not perfect, the relevant legislative
work is in a backward state. At present, the complete laws and regulations in the field
of PPP in China have not yet been established and are still in the preliminary
preparation stage. The application of PPP is based on the franchise contracts. For
such franchise contracts, franchise granting methods, granting subject, and ways to
address disputes arising from the project implementation are not clearly defined
from the legal point of view. Secondly, laws and regulations are poorly coordinated.
For example, the Administrative License Law and the Government Procurement Law
conflict with each other in terms of procurement methods for administrative licensed
projects. The Administrative License Law stipulates that administrative licensed
projects must be decided through competitive methods such as bidding and auction.
While provisions of the Government Procurement Law on procurement methods
include public bid and competitive negotiation. Due to the special nature of PPP
models and the public goods and services, many PPP projects cannot be completed
by auction. In addition, the government's PPP projects lack a set of standardized
project proposal and approval mechanism, resulting in non-fixed approval process
and various evaluation criteria. Financing and bidding of government PPP projects
still follow previous procedures. Bidding procedures are not transparent and lack

market competition.

14



In order to alleviate fiscal pressure and resolve local government debts as
soon as possible, local governments have a certain degree of blindness in the
establishment of PPP projects. Before the PPP project is proposed, the government
does not evaluate the cost-effectiveness or financial affordability. Neither
value-for-money or financial affordability test is performed during project
identification phase. When signing the PPP project contract with social capital, the
government promises the income blindly to attract social capital, making some
contract terms extremely unreasonable and leading to increased difficulty in
performance and even the failure of the contract in the later stage. These problems
demonstrate the frequent breach of contract is resulted from the non-standard
operations of the government in the early stage.

The previous implementation experience exposes problems of PPP projects.
One of the outstanding problems is the lack of contractual spirit between the
government and social capital. In performing the contract, both parties have different
levels of non-compliance and not performing contract terms. The lack of contractual
spirit reduces the effect of using PPP projects to address local government funding
issues, affecting the application of the PPP model. For PPP projects, the government
is the dominant party, and has the public power. Responsible for the formulation of
rules, the government participates in project implementation. Its position is not equal
to that of the social capital. In addition, some local governments do not have a

thorough understanding of PPP model and simply regard it as a financing model.

15



Therefore, when introducing the PPP model, the government offers preferential and
commitments blindly, and gives too many concessions on contract terms. But after
the contract is signed, promises made will be delayed. Due to the unequal status
between the government and social capital, the social capital could do nothing to fix
that, making market-oriented and high-efficiency social capital no longer willing to
actively participate in PPP projects. Besides, local government official mobility brings
risks to PPP projects. In general, PPP project contract covers a long period of time.
Government officials are very likely to be reappointed throughout the life cycle of the
contract. It is known that governing policies and principles of each local government
leadership vary, which directly affect the continuity of PPP project related policies.
Preferential policies for social capital may not be implemented. What's worse, some
local governments deal with PPP policies with greater arbitrariness, which
discourages social capital to participate in public construction and services, and
damages the credibility of local governments as well. Although social capital has
advantages in terms of talents, technology, information, management, and etc,, it is
difficult to ensure accurate and reasonable understanding of expectations on future
income and details of PPP projects, so that the signed project contract cannot
describe Party B’s rights and potential risks in great detail, leading to the breach of
contract by the social capital when changes occur while performing the contract. In
the construction and operation of PPP projects, when risks it bears do not match the

expected return or when the cash flow generated does not reach the expected level,
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the social capital will require the local government to modify the contract or offer
additional compensation with various reasons. If the negotiation with the
government fails, social capital will often leave pressures to local government by
means of strikes and delays. Due to the special nature of PPP projects to serve the
public, the government can only compromise, thus affecting the progress and quality
of PPP projects.

1.1.3.3 Infrastructure financial leasing model

Adopting sale-leaseback model for infrastructure financing can lower the
liability ratio of local governments and prevent systemic risks. Firstly, the
sale-leaseback model of financial leasing is based on physical objects, naturally
preventing fundraisers from using the funds for other purposes. Meanwhile, financial
leasing companies can reduce the risk of information asymmetry by exerting the
advantage of professionalism. Second is the separation of use right and ownership.
The financial leasing company owns the leased property. The lessor can reclaim
leased assets in circumstances of default or insolvency, thus prompting the lessee to
make the optimal allocation in terms of investment mode and equipment use, which,
objectively, is conducive to reducing systemic risks. Moreover, the operation of
financial leasing is convenient and easy, reducing financial expenditure of local

financing platforms.

1.1.3.4 Infrastructure Public Investment Reits

Infrastructure public investment Reits is used to invest in basic assets by setting

up a trust fund and then purchasing the equity of operating subjects with these basic
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assets. At present, China's Reits in basic assets public investment is still in
experimental stage. The relevant laws and auxiliary policies are not completely ready
yet. Nowadays, the transaction structure of public investment Reits usually adopts a
dual SPV model. To be specific, infrastructure fund acts as the first layer of SPV, 80%
of the fund is used to hold all shares of single infrastructure asset-backed securities
(ABS, as the second layer of SPV), and through ABS it is to hold the equity of the
project company and obtain the full ownership or franchise right of the infrastructure
project, that is, the dual SPV structure of public fund (SPV1) + ABS (SPV2) +project
company + infrastructure project. The infrastructure public investment Reits in China
can not realize bankruptcy remote. Because the ownership of the underlying assets
has not been transferred, the trust fund only purchases the equity of the project
operating company. If the operating company goes bankrupt, the basic assets will

still face the risk of liquidation.

1.1.3.5 Comprehensive comparison of four financing methods

Table 2. Comprehensive Comparison of Three Financing Methods

Financing methods Advantages Disadvantages
1. Imperfect laws or
1. Theoretical isolation of risk regulations could not

Securitization ) . . .
2. Relatively low financing costs achieve the true

isolation of risk

1.The highest
financing cost

PPP 1.No government debt 2. Too high
requirements on the
government

Table 2, continued

. . . 1.  True isolation of risk, bankruptcy 1.  Only few
Financial leasing ) . .
(Sale-leaseback) remote financing channels in

2. The lowest cost current China
. . 1.Risk isolation in theory 1.Isolation is not
Public investment Reits . ) . Qo .
2. Relatively low financing cost possible in reality

Financial leasing is the most suitable financing mode for local infrastructure
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construction. First of all, government fund is not feasible since local government'’s
current debt is already quite high. In the context of central government’s deleveraging,
the government is less likely to perform infrastructure construction with borrowed
capital. Besides, securitization, PPP, and financial leasing (sale-leaseback) provide

funding solutions of infrastructure construction for the local government.

Securitization, the most widely used method in the West, is less in line with
China’s national conditions. The current law in China does not invest the
securitization of “non-real sale”, which means that the so-called securitization cannot
achieve true bankruptcy remote, thus leaving relatively high level of risk. As a matter
of fact, public investment Reits is one type of infrastructure asset securitization,

which cannot realize bankruptcy remote.

The biggest shortcoming of the PPP project is the excessively high financing
cost, and that it cannot radically remove the excessive debt burden of local
government. Firstly, the original intention of PPP is to introduce professional private
capital into infrastructure construction. Take the most common BOT model of PPP
projects as an example. Social capital participates in constructing infrastructure and
operates for a period of time according to prior agreement, which will be sold to local
governments. The local government shall pay the principal and interests that have
been paid by the social capital during conducting PPP projects. Although the PPP
project does not constitute a liability to the local government during the construction
of facilities, when the project is completed and handed over, the local government
needs to perform debt financing to purchase assets. High cost becomes another
disadvantage of the PPP project. In practice, engineering development enterprises
usually act as the social capital involved in PPP projects construction. While

providing social capital, engineering development companies often require local
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governments to outsource the construction. As a result, even if social capital does
not require corresponding interests, the gross profit margin it receives would be
close to 20%. In addition, PPP has very high requirements for the government as
project approval requires feasibility studies and government fiscal disposable
financial certification. The certification leads to a highly complicated and inefficient

approval process.

In comparison, the financial leasing (sale-leaseback model) is currently the most
suitable financing model for China. The seller of assets (the lessee) transfers the
ownership of operational underlying assets to the financial leasing company during
the sale-leaseback, which achieves the real isolation of risk. Underlying assets have
four kinds of rights, namely ownership, disposal, use, and income. Selling is to
transfer all the four rights. While selling underlying assets, a contract is signed to
transfer the use and income rights of underlying assets from the lessor to the lessee
(owner of the original underlying assets), but the ownership and disposal rights of
underlying assets still belong to the financial leasing company. In this case, even if
the lessee goes bankrupt, the creditor cannot perform insolvency liquidation on
leased assets since the ownership no longer belongs to the lessee. Therefore, the
sale-leaseback is one of the few legal methods that can truly achieve the isolation of
bankruptcy. In addition, financial leasing procedures are simple and cost-effective.
Financial leasing does not require double certification as in the case of PPP projects.
Since it is simple asset sales behavior, less approval processes are involved. For a
single project, the average cost of financial leasing can be reduced to less than 6%.
Because isolation of bankruptcy can be truly realized, it would be very attractive to
investors as long as underlying assets are well-selected and risks are controlled at a

lower level. Relatively speaking, financing channels would be more diversified, since
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infrastructure projects are suitable for pension or insurance fund investors preferring

to long-term investment.

1.1.4 Financing Dilemma Faced by China’'s Small and Medium-Sized Financial

Leasing Companies

Source of funds of China’s financial leasing companies depends on their types,
which are varied greatly. In China, financial leasing companies can be divided into
three categories according to the approval of access and the regulatory bodies,
namely, financial leasing companies approved by the People’s Bank of China and
supervised by the former CBRC; foreign-funded financial leasing companies
approved by the Department of Foreign Investment Administration of the Ministry of
Commerce; domestic funded pilot financial leasing companies approved by the

Department of Market System Development of the Ministry of Commerce.

Under the current circumstances, most of the financial leasing companies are
funded by short-term loans from banks, accounting for over 90% of the source of
funds. However, such short-term loan has low reliability, once bank loans are
hindered, the financial leasing company will have capital chain rupture and get into

trouble, consequently it becomes incapable to resolve large-scale local debt.

At present, most of the financial leasing companies in China are facing financing
difficulty, and the reasons behind vary among financial leasing companies. Generally,
there are several reasons as follows: Firstly, most of China’'s financial leasing
companies are small and medium-sized companies, the shareholders have limited
capital supply and cannot provide sufficient capital support to the company;
Secondly, it is relatively more difficult to raise funds through the interbank borrowing
market. Interbank borrowing is a market where qualified financial institutions can

manage their liquidity, and only financial leasing companies are eligible for access
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application. Nevertheless, financing through interbank borrowing market is quite
demanding for financial leasing companies; Thirdly, direct financing through the
capital market is not ideal enough. Financial leasing companies can issue stocks or
bonds in the capital market for direct financing, but the financing cost is too high, and
the time span is long. Fourthly, it is increasingly difficult to raise funds through
borrowing from banks. As aforementioned, bank loan is the main source of funds of
financial leasing companies in China. However, banks prefer large scale state-owned
enterprises and financial leasing companies with high credibility ratings for safety
reasons. Therefore, most small financial leasing companies in competition with
commercial banks find that it is difficult to obtain funds from banks, let alone from

foreign insurance funds which are pursuing safety.

1.1.5 Strategic Significance of Introducing Foreign Insurance Funds in
Infrastructure Construction Under China-US Trade War
1.1.5.1 Severe foreign exchange escape from China

Foreign Exchange Reserves ($100 million)

40,000.00

35,000.00 |

30,000.00
25,000.00

20,000.00
15,000.00
10,000.00
5,000.00
0.00

2013 2014 2015 2016 2017

Figure 6. Foreign Exchange Reserves

China’s foreign exchange reserve has been declining in recent years, from $3.82
trillion in 2013 to $3.14 trillion in 2017. One of the major reasons behind is the return

of industry to the U.S. following its economic recovery and Asia-Pacific rebalancing
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strategy. The expectation of foreign funds for China’s economic development is
declining, and foreign exchange is constantly withdrawn and returned to the U.S.
market. In addition, with the rising labor cost, China is no longer as attractive as
before to foreign investors, and many of them moved their plants to countries with
lower labor cost in Southeast Asia, etc. Therefore, the means attracting foreign funds
by introducing investment is hindered. Meanwhile, as trade conflicts between China
and the United States intensify in recent years, China's export is greatly influenced by
the tariff imposed by the United States on commaodities, further leading to the drop of

China’s foreign exchange reserves.

1.1.5.2 Foreign investment can be introduced in infrastructure construction

In 2018, the State Council issued the Notice on Measures for Using Foreign
Investment Actively and Effectively to Promote High-Quality Economic Development.
Local governments are required to provide favorable policies for foreign investment,
and create a fair and transparent investment environment, to continue to be the main
destination of global foreign investment, and constantly improve quality of foreign

investment in China, and then achieve high-quality economic development.

It is of great significance for local governments and foreign investors to
introduce foreign funds in China’s infrastructure investment. For China’'s local
governments, foreign funds can not only be invested in infrastructure construction
which are needed by the local governments, but also be included in China’s foreign
exchange reserves. For foreign investors, especially foreign pension or insurance
funds, investment in China’s infrastructure can obtain stable return. In this regard, it

is a win-win situation for local governments and foreign investors.

1.1.5.3 Infrastructure + financial leasing securitization + foreign insurance funds =

innovative infrastructure financing channel
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As mentioned earlier, financial leasing has a unique advantage in providing funds
for infrastructure construction. Under the current laws in China, the sale-leaseback
mode of financial leasing can truly realize risk and bankruptcy remote. The
investment in infrastructure construction matches the investment characteristics of
foreign insurance funds. In the sale-leaseback mode, the lessor can predict the cash
flow of the asset when selecting it, which avoid the pricing risk. In addition,
operational infrastructure can deliver continuous and stable cash flow, which
conforms to the risk preference of foreign insurance funds. Foreign insurance funds
invest in infrastructure through financial leasing (sale-leaseback) is an innovative

financing mode of infrastructure construction in the new era.

1.1.6 Conclusion

As China e