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China credits: tapping onshore alternatives
when their offshore bonds are unloved
(Dated: 22 Mar. 2013)
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Summary:

m The onshore RMB bond market has become
more accessible for foreign investors as
the Chinese regulators took large steps
recently to expand the QFII/RMB QFIl pro-
grams.

B In March, the PBoC issued a new rule that
opens China’s inter-bank bond market to
QFlls, and CSRC also unveiled two signifi-
cant expansions of the RQFII pilot scheme
to relax market entry barrier and to broa-
den the scope of permitted investment,
further fueling the interests of foreign in-
vestors in the Chinese domestic bond
market.

®m  Our valuation comparison between the
onshore and offshore RMB bond markets
shows that, in majority of the cases, on-
shore bonds offer more attractive yields
than their offshore peers.

® In the HY space, however, the vyield
pick-ups of onshore RMB bonds over off-
shore ones are less significant or evident,
and in some cases the situation is even
reversed, making the offshore bonds more
appealing.
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The onshore RMB bond market has become
more accessible for foreign investors as the
Chinese regulators took large steps recently to
expand the QFIl (Qualified Foreign Institutional
Investors) and RMB QFIl (RQFIlI) programs.
These policy expansions aimed to further relax
the market entry barrier and to broaden the
scope of permitted investment, while continu-
ing to raise the QFIl quota ceilings further. At
the same time, these latest developments have
also further fueled the interests from foreign
investors in the Chinese domestic bond market.

The recent development of QFIl and RQFII
programs

First launched in 2002, QFIl program allows
licensed foreign investors to invest in China’s
domestic (onshore) equities and exchange
traded bonds. By the end of 2012, there are
207 QFlls that have received approvals from
the Chinese regulators, while the total quota
ceiling of the QFIlI program has been increased
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to $80 billion. As of Dec. 31, 2012, 169 QFlls
had secured a total investment quota of $37.4
billion. On Mar. 20th, the PBoC issued a new
rule that opens China’s inter-bank bond market
to QFlls, further broadening the investment
scope of the QFIl program.

In Dec. 2011, the Chinese government estab-
lished the RQFII pilot scheme as an extension
of the exiting QFll program. The RQFIl program
allows qualified foreign investors to invest
their offshore RMB funds in China’s domestic
capital market. The initial program quota was
set at RMB20 billion, and has since been ex-
panded to a total quota of RMB270 billion.

On Mar. 6th, CSRC unveiled two significant ex-
pansions of the RQFII pilot scheme (see Fig. 1):

1. The program now opens to HK subsidiaries of
Chinese banks and insurers, as well as Hong
Kong-based financial institutions, as compared
to only the HK subsidiaries of PRC securities or
fund management firms previously.

2. The investment restriction on equities (i.e.,
at least 80% in debts and no more than 20% in
equities) has been removed and the range of
allowed investment products has been widened
to include many more securities categories,
including stock index futures.

The expanded QFII/RQFIl programs have at-
tracted increasing interests from international
investors. Money managers, pension funds,
insurance companies, sovereign wealth funds
and central bank reserves have all shown more
interests and activities in this investment

A 1. AK T QFI éﬁi&/Fig. 1: The development of RQFII
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space. Given the currently higher yields of the
onshore RMB bond market and its much de-
veloped breath, an increased investment ex-
posure in that market should help to boost
returns of offshore RMB funds and their in-
vestment diversity.

Valuation comparisons between onshore and
offshore RMB bonds

For RQFII/QFIl investors, they have an invest-
ment choice between the onshore and offshore
RMB bond markets, and a valuation comparison
between these two markets may provide some
investment insights. We look into such com-
parisons in various bond sectors. However, our
comparison analysis does not include consid-
eration of any tax consequences to investors in
these two markets.

Government and policy bank bonds

China sovereign and policy banks are one of the
largest issuing groups in both onshore and
offshore RMB bond markets. Since they issue
offshore bonds directly from the same onshore
issuing entities, this makes the on-
shore-offshore comparison straightforward and
clear. As shown in Fig. 2, the onshore RMB
bonds from China government and policy banks
trade relatively cheaper than their offshore
peers. For example, China’s offshore 7-year
bond is yielding 2.78%, while its onshore 7-year
bond at around 3.5% for 72bps in yield pick-up.
And ADB’s offshore bond due 2015 is yielding
2.8%, while its onshore peer is yielding 3.61%,
offering 81bps in yield pick-up.

SOE/IG corporate bonds

China SOEs are also a large issuing group in the
offshore RMB bond market. Given that their
names are more familiar to investors or their
credit histories are better proven, their off-
shore RMB bonds, with or without ratings, have
enjoyed better reception by the market. At the
same time, besides direct obligation, many
offshore RMB bonds have utilized various forms
of credit structures to enhance the bond credit,
such as corporate guarantee, keepwell agree-
ment and share repurchase undertaking un-
derwritten by their onshore parents.

Fig. 3 compares some of the SOE/IG corporate
bonds between these two RMB bond markets.
In majority of the cases, onshore bonds offer
more attractive yields as compared with their
offshore peers, with yield pickups ranging from
18bps to 243bps. The differences are particu-
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/Fig. 2: Yield comparisons on government and policy
bank RMB bonds: offshore vs. onshore
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China 3.35 17 2.99 na 3.85 18 3.97
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larly prominent in the cases in which the off-
shore RMB bonds are direct issuance from the
onshore SOE entities. For example, Baosteel’s
offshore bond due 2015 trades at a yield of
3.14%, 243bps lower than its onshore peer. The
onshore RMB bonds of China Guangdong Nuc-
lear and China Minmetals also trade more than
1% higher than their offshore peers, respec-
tively.

A 3: AT EEL/RTEAR T Aredis R ik
/Fig. 3: Yield comparisons on SOE/IG corporate RMB
bonds: offshore vs. onshore

YNy ENH
BEIME H# KHEE | BAFH DE-E
Offshore bond Bid YTW | Onshore bond Bid YTW
Shanghai Baosteel 3.14 | SH Meishan Iron & 5.57
Group 3.675 15 Steel 5.11 15
Huaneng Power Intl 3.39 | China Huaneng 5.15
Inc 3.85 16 Group 5.15 18
CNPC Finance HK 2.87 | Petrochina Co Ltd 4.21
Ltd 2.95 14 3.97 15
China Mimetals 3.54 | China Mimetals 4.77
Corp 3.65 16 Corp 5.3616
China Guangdong 3.25 | China Guangdong 4.35
Nuclear 3.75 15 Nuclear 3.9 15
Beijing Capital Land 4.79 | Beijing Capital 5.86
Ltd 7.6 15 Land Ltd 6.5 14
Sinotruk Hong Kong 3.46 | China Heavy Duty 433
Ltd 4.5 14 Truck 5.32 14
COFCO HK Ltd 1.85 3.22 | COFCO Corp 5.12 4.04
14 14
China Merchants 3.21 | China Merchants 3.85
Holdings 2 14 Group 3.85 14
Beijing Enterprises 3.69 | Beijing Enterpris- 4.14
Water Group 5 16 es Group 4.69 15
Shougang Holding 3.95 | Shougang Corp 4.23
HK Ltd 4.875 13 3.8514
China Resources 2.96 | China Resources 3.14
Power Holdings National Corp
3.7515 5.0515

¥¥EERKR: BHE. F4EE/Sources: Bloomberg, BOCI

HY corporate bonds

The picture is mixed in the HY RMB bond space.
As shown in Fig. 4, some onshore industrial
names provide sizable yield pick-ups versus
their offshore peers, while others either have
shown little differences or even shown a re-
versed situation. For example, China Power
International’s offshore bond due 2015 s
yielding 3.97%, while its onshore parent’s
2-year bond is at 4.99%. In contrast, Gemdale’s
offshore bonds due in 2015 are yielding 4.87%,
higher than the 4.76% yield of its onshore 2016
bonds. In such reversed cases, the offshore
RMB bonds are more appealing than their on-
shore peers.
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comparisons on HY corporate RMB bonds: offshore vs.
onshore

ENH ENH
SR H# KBE | BAKHE &S
Offshore bond Bid YTW | Onshore bond Bid YTW
China Shanshui Shandong Shanshui
Cement 6.5 14 4.16 Cement 5.44 16 4.27
China Power Intl
China Power In-
?Sevelopment 3.2 3.97 vestment 4.98 15 4.99
Guangzhou R&F Guangzhou R&F
Properties 7 14 4.76 Properties 6.85 14 >13
Gemdale Intl Gemdale Corp 5.5
Holdings 9.15 15 4.87 16 4.76
B RF: BiE. P4REFR/Sources: Bloomberg, BOCI
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Investors’ top 10 questions for 2013 on the
offshore RMB market (Dated: 8 Feb. 2013)
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8 (R4 B #7: 2013.02.08)

Summary:

1. What are the messages from Chinese new
leadership in regard to the offshore RMB mar-
ket?

2. What are the main drivers to power the
continuing expansion of the offshore RMB
market?

3. How do we expect RMB to perform this year?

4. What do the refinancing needs look like in
2013 for the offshore RMB bond and CD mar-
kets?

5. Which market offers funding cost advantag-
es: onshore RMB bonds vs. offshore RMB
bonds?

6. Would the currently strong USD bond is-
suance crowd out offshore RMB bonds?

7. What are the implications of Qianhai de-
velopment zone for the offshore RMB market?

8. What are the implications for Hong Kong as
other offshore RMB centers are developing?

9. What are the structural concerns for some of
the Chinese dim sum bonds and their added risk
premium?

10. How is the secondary market liquidity of
dim sum bonds?
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1. What are the messages from Chinese new
leadership in regard to the offshore RMB
market?

The latest message from the Chinese govern-
ment is the elevated emphasis on the gradual
move towards RMB’s capital account converti-
bility. This is not only part of the natural
progress of RMB’s internationalization, but
also a key part of China’s continuing effort to
reform and liberalize interest and exchange
rates. We expect the pace of RMB internatio-
nalization to accelerate. Some of the likely new
moves include further widening out of the
floating band of RMB FX rate and further ex-
pansion of the QFIl and QDIlI schemes in both
sizes and qualification constituents. As one of
the possible outcomes, QDII2 could be rolled
out to allow Chinese individuals to invest in
overseas securities markets. The Qianhai spe-
cial development zone of Shenzhen is aimed to
create a new testing hub for freer cross-board
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flows and more relaxed capital account con-
vertibility in RMB within China’s border.

2.What are the main drivers to power the
continuing expansion of the offshore RMB
market?

The rapid development of the offshore RMB
market in the past was largely attributed to the
strong policy support and promotion both from
mainland and HK. The strength and stability of
RMB under the policy guidance have played a
pivotal role to attract the first wave of RMB
flows offshore and to generate a rapid market
growth. Subsequently, a series of policy
breakthroughs on RMB cross-border trade set-
tlement, RMB FDI, RMB QFll, offshore RMB
bond issuance, and cross-border bank loans
have further established the market founda-
tions and cross-border channels for the mar-
ket’s future development.

As the scope and depth of this market are fur-
ther developed, we expect market forces to
play increasingly more important roles in its
continuing expansion. After RMB went through
some material up-and-downs in 2012, the ex-
pectation on a straight line appreciation of
RMB has diminished significantly, or even re-
versed. In other words, the appreciation factor
will no more be the dominant driver of this
market. Market innovations and participation
expansion, plus a continuing government sup-
port, will play more important roles. The dee-
pening of the market itself, such as further
diversified RMB product offerings, increased
trading volume, further enlarged investor base
and more efficient price discovery, would be
the required conditions to attract more par-
ticipants to the market.

3.How do we expect RMB to perform this
year?

We expect to see a moderate appreciation of
RMB in 2013, but with increased fluctuations.
In 2013, domestic drivers may play a more
important role than external factors for RMB’s
moves, as the 10% appreciation against the
dollar since mid 2010 should help to quiet
down some of the external pressures. The
reacceleration of China’s economic growth and
a possible rebound of inflation threat during
the second half of 2013, plus the continued
expansion of QE in the US, will keep RMB under
a fundamental pressure to rise against USD. In
addition, we expect policymakers to continue
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the path of relaxing exchange rate control
through widening trade band further. The con-
tinued RMB liberalization would allow bigger
two-way fluctuations of the currency, which
would help to curb speculative hot-money that
tends to make directional bets on RMB. Over-
all, we anticipate RMB to gain around 2-3% in
2013, as compared to the 1% gain in 2012.

4. What do the refinancing needs look like in
2013 for the offshore RMB bond and CD mar-
kets?

We see a moderate refinancing need from the
maturing offshore RMB bonds in 2013. The to-
tal amount of maturing bonds is about RMB
41bn, as compared with the RMB 92bn in 2014
(see Fig. 1). However, in the CD front, a ma-
jority of RMB CDs are maturing in 2013.

We expect most of these maturing bonds would
be refinanced through issuing new offshore
RMB bonds. The rally of offshore RMB bonds
has reached a historical high in the New Year,
which should lure more issuers to return to this
market. In regarding to the maturing CDs, they
are expected to be rolled into new CDs.

5. Which market offers funding cost advan-
tages: onshore RMB bonds vs. offshore RMB
bonds?

The offshore RMB bond market has again ri-
chened away from their onshore counterparts
since summer 2012. The yield gap between the
offshore and onshore markets widened out on
the back of a rallying offshore RMB bond mar-
ket. For example, as shown in Fig. 2, the off-
shore RMB government bond due in 2020 now
trade 45bps lower than their onshore coun-
terpart. The two bond yields were nearly con-
verged during 3Q2012.

B 3: BASAR P HISE E/Fig.3: Yield com-

parison: offshore vs. onshore RMB bonds

Btk H KHEE FHRFH FEE -
Offshore bond Yield Onshore bond Yield

BJASST 4.875 13 4.10 BJASST 3.85 14 4.28
CNHTC4.514 3.64 CNHTC3.8713 3.91
CNPCCH 2.95 14 2.74 CNPCCH 3.97 15 4.21
COFCO 1.85 14 3.78 COFCO05.12 14 411
DATANG 4.5 15 3.83 DATANG5.318 5.20
SINOTR 3.3 14 3.91 SINOTR5.99 14 4.36

HEEIR: P4REF/Source: BOCI

In the corporate credit space, offshore RMB
bonds were mostly yielding 15-40bps lower
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+ 1 A K P ) /Fig. 1: Maturity distribution:
offshore RMB bonds and CDs (in RMB bn)
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than their onshore counterparts among some
of the central and local SOE names (listed in
Fig. 3).

6.Would the currently strong USD bond is-
suance crowd out offshore RMB bonds?

The surging USD bond issuance so far this year
has taken most of the spotlight in the new issue
market. Since the beginning of the year, there
have already been over 55 new USD bond issues
completed from the Asia ex-Japan space, for a
total volume of $23.6bn, or 20% of the entire
issuance of last year. In contrast, only
RMB12.6bn (or S$2bn-equivalent) of offshore
RMB bonds were priced during the same pe-
riod, or 10% of last year’s total.

Although some of the issuers may choose USD
bonds over dim sum bonds for their funding
needs, out of cost and liquidity considerations,
we believe such cases are of limited scope. For
issuers considering issuing dim sum bonds, the
rationales behind are for their own right. In
fact, the two issuing group are quite different
in terms of names and sectors. For some of the
non-China/HK issuers doing RMB bonds, the
funding channel diversification and establish-
ing access to a new market are important fac-
tors, while for some of the China issuers a se-
cured fund repatriation approval from the
government is important. For Chinese property
developers, which have accounted for 61% of
the total YTD new issuance from China/HK,
their issuance has been mainly in USD, for that
the repatriation of USD funds are relatively
easier for them than RMB funds. In summary,
we don’t think the currently strong USD bond
issuance would crowd out the offshore RMB
bond issuance, while RMB bond issuers are
waiting for their market windows.

We expect to see a moderate growth in dim
sum bond issuance in 2013 (excluding CDs). Our
forecast for 2013 is RMB 150bn, up 17% YoY.
We expect Chinese issuers continue to domi-
nate the market, despite their relative so far in
the new year. Only a few with unused quota
from last year’s approvals tapped the market in
January. They include HSBC China, Huaneng and
Guangdong Nuclear Power. We expect more
Chinese corporates to receive quota grants this
year. For non-China/HK issuers, we expect they
would continue to enter the offshore RMB bond
market as the cost advantage of the market has
resurfaced. This was evidenced by the active
issuance from this group since the New Year.
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7.What are the implications of Qianhai de-
velopment zone for the offshore RMB market?

Qianghai, set up as a special economic devel-
opment zone for the expansion of modern fi-
nancial and services industries in the HK and
Guangdong region, opens a new channel for the
cross-border flows of offshore RMB. The PBoC
rules issued In Dec. 2012 allow companies reg-
istered and operating in the Qianhai district to
raise RMB loans from HK banks. This marks the
opening of another major channel for offshore
RMB’s cross-border flows, adding to the chan-
nels through offshore RMB bonds and stocks.
This latest move on further relaxing capital
account controls also marks as another impor-
tant milestone on RMB’s road towards full
convertibility.

The Qianhai development has a number of po-
tentials. It strengthens the two-way RMB cross
boarder flows and creates additional dimension
for the market’s future growth. Since Qianhai is
expected to serve as a testing ground for a
freer RMB, it may also lead in other trials in
opening up capital controls, such as allowing
direct investment in the HK capital market and
opening up domestic insurance market to off-
shore insurers. All of these could create new
marketplaces for the offshore RMB and help
Qianhai to develop into a new financial hub. On
January 15, 2013, 15 HK banks signed off the
first batch of offshore RMB loans to 15 com-
panies registered in Qianhai to finance a total
of 26 projects.

8. What are the implications for Hong Kong as
other offshore RMB centers are developing?

Away from Hong Kong, we have seen strong
interests from other financial centers to be-
come new hubs for offshore RMB. London,
Singapore and Taiwan are in the contest. Lon-
don’s initiatives over the past year included
encouraging private sector to conduct RMB
business in London. Taiwan also made signifi-
cant push to develop an offshore RMB market,
such as now allowing Taiwan financial institu-
tions to invest in Chinese securities, setting up
a clearing bank for direct settlement between
RMB and NTD and developing a RMB bond

market. Singapore has also been actively
seeking a bigger role in the offshore RMB
market.

The expanded interests and activities sur-
rounding the offshore RMB beyond HK are
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constructive and supportive for the further
development of the market. Although HK will
see increasing competitions, competitions from
other developing RMB centers should help to
further expand and deepen the overall offshore
RMB market, whether it’s about the pool size,
product variety, market participants or trans-
action liquidity. We expect HK to maintain its
leadership in this market for its unique stand-
ing with Chinese policymakers, its strong eco-
nomic ties with China, its leading position
among the global financial centers and its
proximity to the mainland.

9. What are the structural concerns for some
of the Chinese dim sum bonds and their added
risk premium?

Many onshore Chinese companies commonly
use offshore entities and vehicles to issue
offshore RMB bonds. This is in contrast to the
cases that only those onshore Chinese banks
and corporates that have secured governmen-
tal approvals can do direct bond issuance in HK.
Most of such indirect issuance came with cer-
tain credit enhancements in one form or the
other to facilitate the underwriting. They range
from parent guarantee, guarantee from a fi-
nancial institute to keepwell agreement
(sometimes together with equity repurchasing
agreement). Another form of credit enhance-
ment, letter of credit (LOC), has been used by a
number of USD issues, but has seen no cases of
application in the offshore RMB bond market
yet.

The quality and strengthen of these credit en-
hancement packages are different. A guarantee
by onshore parents is probably as good as a
direct issuance from the guarantor, although
the cross-border nature of such guarantees
may add a small structural risk (probably add-
ing up to 10bps in risk premium). On the other
hand, the keepwell structure is viewed as a
much weaker link, and it wusually offers
50-100bps yield concession vs. a direct is-
suance. Hai Chao Trading was the only case
that used the structure of a financial institu-
tion guarantee (by Export-Import Bank of Chi-
na) for its dim sum bonds, we estimated the
bonds were priced at about 20-30bps wider
than comparable dim sum bonds from Ex-
port-Import Bank of China.

10. How is the secondary market liquidity of
dim sum bonds?
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The secondary market liquidity of dim sum
bonds has been respectable and improving. For
majority of the bonds, bid-ask spreads are in
the range of 0.25-0.5pts for IG names and
0.3-1pts for HY ones. The spreads are similar to
that of USD bonds. In general, new issues tend
to have the best liquidity, with bid-ask spreads
as good as 0.1pts in the early days of secondary
trading, before becoming seasoned.

The overall short-dated nature of dim sum
bonds makes them seasoned quickly. As ma-
jority of the bonds were issued with a 2-3 years
tenor, many investors tend to buy-and-hold on
these bonds. Therefore their secondary trading
could easily slip into illiquidity after some ini-
tial activities. However, we do see an increas-
ing number of bonds, mainly those with which
Hong Kong investors are more familiar, remain
in more active trading in the secondary market.
Nevertheless, as by a general rule, issue size,
ratings quality and valuation appeal all affect
secondary liquidity as well.
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B RAAR PAAIFAFLATS T B & (R4 B H4: 2013.01.08) / Offshore RMB bond market new issuance

stats (Dated: 8 Jan. 2013)
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Offshore RMB market fact sheet (Dated: 8 BEARTTHRELR (/L8 H:

Jan. 2013) 2013.01.08)

Policy developments: BRFE:

m  2004: RMB business in Hong Kong was of- m 2004 fF, AAUARTLATLSEX B
e ot ed 908 g, LERMAR DA SRR RS

' AR TR G

m  June 2007: Financial institutions from ,
mainland China for the first time were al- m 2007 F6 A, BN EMGERRAMHZH
lowed to issue RMB bonds in Hong Kong, FETVAREBFEBRREATANR TR, 2007 F 7
subject to mainland government approval. A, BFATEFALAIATE —ZAR TR,
China Development Bank issued the first P K i g
RMB bond in Hong Kong in July 2007. = 2009 F 7Mﬂ » F /\R‘%EMT;}E%EE%W‘ %

. AR T4 FaK B R, ﬁ&i@ﬁr#%

m  July 2009: PBoC launched pilot program for F 7B A
RMB settlement for cross-border trades 9 4 BT 5 A/ BT 65 SHAR
from 4 mainland cities of Shanghai & TR 5.

Guangdong province with Hong - 2009 %4 6 A ,Eg 5 7 %/\F‘Q@ 5}6%5’]
Kong/Macau. SH 20 N B SIFTAE R AK
®m  June 2009: the RMB trade settlement pilot _
4= > /\‘, o
program was expanded to 20 mainland = 2010%7A, *-AR‘%&4Tﬁaﬁ‘7§imé?
provinces, while covering all foreign coun- WREAEZAALSESEER., bl
tries and regions. ANEBEPTAEBITF AR TAZEK,, H

m  July 2010: PBoC and HKMA signed a sup- ST AEFINK PR h AT AR TR A X
plementary Memorandum of Co-operation, A bk, AN AL AR, T 89 8 B 1R
under which corporates and other BABKR 2L, Mmool ABETE.
non-retail customers are allowed to open P ;

RMB deposit accounts in Hong Kong; both " %910 8 ﬂ; TEARBATER, IR

individual and corporate accounts are al- AT /\Eﬁﬁ‘/ﬂ LATR A SRR HA

lowed to make inter-bank RMB payments B, T 25 B 09 4R AT VT R AL IR A 4R AT IR 1R

and fund transfer. Although the daily limit AT,

on individual RMB exchange remains at 20K

yuan, there is no daily cap on corporate = 2011 58 A, ERHAHARTLEFLAR

accounts. BEBEYT K3 2EH., AFEASLESR

s 2= o AE =4 =

®m  August 2010: PBoC announced that foreign }\iﬂ‘/\&‘?@ﬂi 2911 g 1,1 A s i:‘fl?]ﬁﬂ‘

central banks, RMB clearing banks, and BEXAKIELRES VAR T LTHE

RMB cross-border trade settlement banks A

could start participating in the China’s : P -

domestic interbank bond market, subject - 2011 ﬁ 10 A, FTEHARBMAEAART

to quota approval. FDI 2 i,

m  August 2011: the RMB trade settlement m 2011 F 12 A, AKTQFIIREDEHE,
pilot program was expanded to nationwide. IR EBE A 200 AR T (4 3110 £
Mainland-based non-financial companies TU). EHE A G PIX EAAM B 9 R
are allowed to apply for issuing RMB bonds K HEANE A2 12 %-q;,,ra;\;—‘ >
in HK. The issue by Baosteel Group Corp in
November 2011 is the first direct offshore " 2012 4 A, AK T QFIl 3505 3 Ao
RMB issuance by a mainland non-financial 500 12T, AHFREIME TFLRATES B
corporate. B ETHARD AR ETF =&, %%

m  October 2011: PBoC released rules re- F A JRIBE RS PR

arding to FDI in the form of RMB. U RN
garding . n 2012 4 4 A, ¥ B A RARST E A7 ARAT 1A BP

m December 2011: RMB QFII'Investmen'f Tr!al HSNE T AR D £ B UL B
Scheme was launched, which has an initial H10.5%4 K 2 o
investment quota of RMB 20bn ($3.1bn). £0.5%7 R 2£1%.

The first batch of RMB QFIl quota was m 2012 £ 5 A, REEATIZNEL BRI
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granted to 9 Chinese fund managers and 12
Chinese securities companies.

April 2012: RQFIl quota was expanded by
RMB 50bn and can be used for HKEX listing
of RMB A-share ETFs based on A-share in-
dex constituent stocks.

Apr. 2012: PBoC widened the daily trading
band of RMB against USD to 1% from
+0.5%.

May 2012: RMB bond issuance in HK by
Mainland-based non-financial firms was
formally approved by the NDRC.

Aug. 2012: Non HK residents were allowed
to open RMB accounts and receive RMB
services from HK banks.

Aug. 2012: Taiwan’s central bank signed an
MOU with PBoC to establish RMB clearing
service in Taiwan. In Dec. 2012 PBoC au-
thorized Bank of China Taipei Branch to be
the RMB clearing bank in Taiwan.

Nov. 2012: RQFIl quota was expanded again
by RMB 200bn to a total of RMB 270bn.

Dec. 2012: PBoC issued rules allowing
companies registered and operating in
Qianhai district of the Shenzhen special
economic zone to borrow yuan from banks
in Hong Kong, clearing all the three RMB
repatriation channels in bonds, stocks and
loans.

2008 - 2012: PBoC signed a series of bila-
teral currency swap agreements with for-
eign countries. At present, a total of over
RMB 1.6 trillion worth of bilateral currency
swap agreements were signed with 18
countries, with the $30bn swap deal with
Brazil to be the latest.

Market developments:

RMB deposits in HK reached RMB 571bn at
end of Nov. 2012, accounting for about
8.7% of the total deposits and 17.5% of the
total foreign deposits.

Outstanding RMB bank loans in HK reached
RMB 60bn as of the end of Jul. 2012, 4
times that of the end of 2011.

From Jan. to Nov. 2012, the cross-board
RMB trade settlement reached RMB 2.368
trillion, up 41% YoY.

The outstanding amount of RMB bonds is-
sued in HK has grown to RMB 247bn, as of
the end of 2012. The 2012 issuance
reached RMB 121.8bn, as compared to the
$117bn of USD-denominated bonds (RMB

B & K & AF R

Fixed Income Research

AL R AT AR T AR A

2012 # 8 A, A& G B xR E R IF KA
BRPKP, AR TRSE.

2012 -8 A, P EARLRAITE &5 LA
TEERALEEEEIARTHE LS.

2012 F 12 A, P EARAARATIRAR P B4R
AT 6 e ATd24E 6 B AR P Lk 557 AT

2012 11 A, AR T QFIl X FEpf
¥ e 2000 1270, %K .E ¥ B E ik 3
2700 fC AR, T .

2012 % 12 A, ¥ B ARARATHAE LRI
A AR M IR B A T AR AF B RATIR
FHFARTRK., ZRIFIAR TR
i RE. B KR E LA TITAE,
2008 £ 2012 F, Y EARAKTE— 427
SNE EATH TR TR BRI, B AP
518N E R RITEITRITL.6 HTILA
KPR PRALHESL, M EHY
300 12 & 7T B 3% th 2 & 2 R #7694 T .

LE VAR

2012 F 11 A&k, HAHAAR T H4EEAET
5710 127, &A5EBEHFHY 8.7%, &b
BB Y 17.5%.

2012 55 7 A &k, B A AR T ARAT T A
A 600 127T, & 2011 FJ& 69 4 1%,

2012 1 2 11 AW ERBARTHER S
4 Bk 2.368 FALL, Rl Lk 41%.
BE 2012 FR, FAEAR TG TR
2470 12; % 2012 W AEBAR TIEAL
E&H 1218 fCARK T, #BE M A
9 117010270 (4 7290 1L AR T ) 49 £
AR ZAT .

BE 2012 Fk, FAARTHAFIEHFE
#it 1260 LARK T . KATAVALF F4AT
A E., 2012 FAFLKATEIA 1540 AR,
F, Bl ¥K 97%.

2011 5 4 A, ¥4 H XAK T IPOLRA
RTPEFREALESRA LT, £F
104.8 127G, 2012 ¥+ 10 A, A Fnky
ENEK T BPE .

2012 2 A G A AR T &4 ETF, BAA
K T4 ETE, 5%,

2012 F 9 AR RFTIEE B LT REIAR
Bt AT

15


http://stockhtm.finance.qq.com/hk/ggcx/03988.htm
http://stockhtm.finance.qq.com/hk/ggcx/03988.htm
http://stockhtm.finance.qq.com/hk/ggcx/03988.htm

© Vi i

BOC INTERNATIONAL

729bn equivalent) from Asia ex-Japan re-
gion for the same period.

HK’s RMB CD outstanding reached over
RMB 126bn as of the end of 2011. Most of
the CDs were issued by Chinese banks. The
2012 issuance reached RMB 154bn, up
97%YoY.

The first HK RMB IPO, Hui Xian REIT, was
listed in Hong Kong in Apr. 2011 for a total
of RMB 10.48bn. Hopewell Highway Infra-
structure launched the first RMB new
shares placement in Oct. 2012.

Hang Seng RMB Gold ETF, the first RMB
Gold ETF, was launched in Feb. 2012.

The HKEx launched the world’s first deli-
verable RMB currency futures in HK in Sep.
2012.
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The resurging offshore RMB bonds on a still
soft liquidity backdrop (Dated: 27 Nov. 2012)
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Summary:

m  Riding on the recent resurging value of RMB
and improving global risk sentiment, offshore
RMB bonds have undergone another stretch
of strong rally since the middle of the year,
reapproaching the historical high seen during
the middle of last year.

m  But the HK RMB pool has remained in a
limping situation on a flatlined deposit base,
as compared to the super-charged growth
during the previous two years or so, nega-
tively impacting the offshore RMB new issue
market.

m The offshore RMB bond new issuance has
been largely lukewarm for most of the
months this year, in contrast to a red-hot
USD bond market, but the new issue volume
has surged since Nov., as many Chinese and
foreign issuers returned.

m Chinese government remains steadfast in
supporting the development of the offshore
RMB market, evidenced by the latest key
policy statements from the freshly completed
18th CPC National Congress, including the
speed-up of interest rate and exchange rate
liberalization, and the gradual move to capi-
tal account convertibility and the continuing
expansion of the RMB usage in cross-border
trade and investment.
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Riding on the recent resurging value of RMB and
improving global risk sentiment, the offshore
RMB bonds (dim sum bonds) have undergone
another stretch of strong rally since the middle of
the year. This recent bond rally is in a contrast to
a still soft RMB liquidity state in HK, where the
RMB deposit base (including CDs) has remained
flatlined. In other words, gains in the FX and
credit components have been the more important
bond drivers these days. We expect the regained
uphand of RMB in the FX market may unleash
another wave of demand for RMB investment
products, so rejuvenating the offshore RMB new
issue market.

Bond market has rallied

The offshore RMB bonds have rallied on average
by 3% since July. As shown in Fig. 1, after having a
weak performance during Q2, the BOC offshore
RMB bond index, currently at 102.19, is reap-
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proaching the historical high (102.98) seen
during the middle of last year. This rally extends
the strong market recovery that started early
this year after the dramatically sell-off in
2H2011. In fact, the moves in the offshore RMB
bond market have largely mirrored the story of
the Asian USD credit market, which is
represented by the iTraxx Asia ex-Japan IG CDS
index here. It suggests that the improving global
credit sentiment has benefited the offshore
RMB bonds as well.

We think the recent strong appreciating trend of
RMB has also been a boost to offshore RMB
bonds. As Fig. 2 shows, after going through a
period of stagnation or even some deprecation
during the first half, the RMB spot has regained
its uptrend against the USD since the second
half and is now at a historical new high. Since
the end of July, RMB has been up 2.2% against
the USD to 6.22. In fact, the RMB spot rate has
been testing the upper limit of its trading band
for most of the trading days this month. All
thanks to both the QE policies in advanced
economies and the improved Chinese macro
economic data and outlooks. Although the for-
ward market still has not yet turned to show a
RMB appreciation trend, we believe the con-
tinued upside momentum of Chinese economy
would act as a base to support a stronger RMB
and thus a stronger RMB bond market.

Another recent move is that the yield conver-
gence between onshore and offshore RMB bonds
has reversed following the rally of offshore RMB
bonds. For now, offshore RMB government
bonds trade 37-51bps lower than their onshore
peers (see Fig. 3), as compared with a near
convergence in many parts between the two not
long time ago.

But a continuing soft RMB deposit market in HK

The RMB bank deposit base in HK has been ex-
periencing a mild decline or no growth since late
last year. This is particularly evident in the
conventional demand/savings and time deposits
space, as reported by HKMA. As Fig. 4 shows,
the total amount from these two deposit cate-
gories has seen some mild decline over the pe-
riod. During the first 9 months this year, the
total deposit base is down 7% to RMB 545.7bn.
Even if the outstanding amount of RMB CDs is
added to the figures, the total amount shows
just a flatline. In other words, the HK RMB pool
is currently in a limping situation as compared
with the super-charged growth during the pre-
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vious two years or so. This change of state has
surely acted as a headwind for the offshore RMB
bond market.

B 4: HFAFBARTEREHFIENGAE/Fig. 4
Monthly outstanding amount of HK RMB deposits and CDs
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The new issue market is becoming more active

For most of the months of the year, the dim sum
bond new issue market has been relatively lu-
kewarm as compared to a red-hot USD new issue
market (see Fig. 5). Even June’s high print was
attributed to the large new issue placements
from the China sovereign and Chinese banks. For
the first 10 months, the total new issuance was
at RMB 106bn, which increased 8% YoY (the to-
tal issuance volume for the entire 2011 was at
RMB 111bn), but has dramatically lagged behind
the 92% YoY jump of the USD bond issuance
from Asia ex-Japan. It was probably true that
such a tight supply has helped to support the
post-summer rally of the dim sum bond market.

Nevertheless, the dim sum bond new issue
market has become much more active since Nov.
The total new issue volume jumped to around
RMB 10bn month-to-date, becoming one of the
highest month of the year. The bond rally and
the improved global market backdrop have
prompted many issuers to return to the dim sum
bond market. This new issue surge came from
both Chinese issuers, such as CCB, Datang In-
ternational and Beijing Capital Land, and foreign
issuers, such as Renault, ICICI, Caterpillar, Volvo
and Volkswagen.

Policy and market remained

supportive

development
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It is worth noting that several recent develop-
ments in the policy and market fronts also con-
tinue to provide supports to the offshore RMB
market.

For the first time, Hong Kong allows banks to
offer RMB personal banking services to non-HK
residents since August in an effort to strengthen
HK's competitiveness as an offshore RMB cen-
ter. According to HKMA, offshore RMB deposits
from non-HK resident customers reached RMB
800mm at the end of September. Albeit at an
early stage, the regulation opening may gener-
ate new demands for offshore RMB investment
products.

The freshly completed 18" CPC National Con-
gress, a very important government power
transition and a core policy setting meeting
gathered once every 4 years, has also outlined a
positive outlook for the Chinese financial mar-
ket in general and capital markets in particular.
The new generation of Chinese leaders has af-
firmed an economic growth target of doubling
the GDP from the 2010 level and the average
personal income from the 2012 level by 2020. At
the same time, further financial reforms will be
pursued. PBOC governor Zhou Xiaochuan has
offered more elaborated marks in regard, stat-
ing that the government will speed up the libe-
ralization of interest rate and exchange rates,
gradually achieve capital account convertibility
and continue to expand the use of RMB in
cross-border trade and investment. All the lat-
est policy statements point to more develop-
ment opportunities and potential of the off-
shore RMB market.
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The resurging new issuance of financial
bonds in the offshore RMB market (Dated:
05 Oct. 2012)
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Summary:

m  We have seen increased offshore RMB bond
issuance from the financial sector this year
after a significant slowdown in 2011. Such a
renewed vigor from this market leader is
surely a confidence builder for the market
at a time of clouded market outlook.

m  Chinese banks have been the most active
issuing group responsible for this issuance
rebound, making up 61% of the total YTD
financial issuance, but we expect their is-
suance pace to slow for the rest of the year.

m  Financial issuers borrow in the offshore
RMB market for diverse reasons. Chinese
domestic banks view their participation as a
support to the development of the offshore
RMB market and a platform to establish
some regular presence with international
investors, while the rationales for foreign
financial institutions to issue RMB bonds
are more market based.

m At present, Chinese banks still enjoy rela-
tively cheaper funding costs in the offshore
RMB market as compared to the onshore
market, despite now a much converged gap
between the two markets.
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We have seen increased dim-sum bond (off-
shore RMB bond) issuance from the financial
sector this year after a significant slowdown in
2011 (see Fig. 1). Given that financial institu-
tions were the largest issuing group in the early
days of the dim-sum bond market development,
such a renewed vigor from this market leader is
surely a confidence builder for the market at a
time of clouded market outlook.

The financial issuance trend

Until 2009, financial issuers, mainly Chinese
banks, have dominated the offshore RMB bond
market. They contributed 100% and 61% of the
total dim-sum bond issuance in 2008 and 2009,
respectively. This was due to the restriction at
the time that only qualified financial institu-
tions from mainland China and the China sove-
reign were allowed to issue RMB bonds in HK.
However, contribution from financial issuance
fell to 49% in 2010 and dropped sharply to a
very low level of 16% in 2011. This was largely
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due to the opening-up of the dim-sum market to
all types of issuers outside of Mainland for the
first time in 2010 and the dramatic slowdown of
new issuance from mainland Chinese banks in
2011.

A1 iyt FERFAELTENT S
Y / Fig. 1: Financial issuance as a percentage of the an-
nual total bond issuance in the dim-sum bond market
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In 2012, new issuance from the financial sector
surged back after the very quiet 2011. The YTD
financial issuance accounted for 49% of the to-
tal new issue volume. Chinese banks have been
the most active group, making up 61% of the
total financial issuance so far this year. Fig. 2
lists the top 10 financial bond issuers in the
offshore RMB bond market since 2007.

Diverse factors for banks to borrow in the off-
shore RMB market

Issuing RMB bonds in the offshore market by
Chinese domestic banks is largely a planned and
policy-directed action. Since any of their off-
shore bond issuance requires governmental ap-
provals from both PBoC and NDRC and the is-
suance amount is capped by NDRC-approved
gquota (registration with SAFE is also required),
their offshore RMB bond issuance has been
small so far as compared to their regular bond
issuance in the domestic market. In addition,
proceeds from the offshore RMB bond issuance
must be repatriated back to mainland China
within 30 working days after funds are received.

In fact, ten domestic banks, including the big-
gest Chinese financial issuer CDB, have received
approvals from NDRC at the beginning of this
year to issue up to RMB 25bn worth of RMB
bonds offshore. CDB completed a three-tranche
deal in January for a total of RMB 2.5bn, still a
small transaction when comparing to its onshore
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Top 10 financial bond issuers in the offshore RMB bond
market
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issuance that can easily go up to sizes of RMB
10-50bn in a single tranche. In a sense, the RMB
bond issuance by Chinese banks in the offshore
market, in our view, is more symbolical than
substantial. Their participations serve as a
support to the development of the offshore RMB
market, as well as a platform to establish some
regular presence with international investors.

On the other hand, rationales for foreign finan-
cial institutions to issue RMB bonds are more
market based. Funding costs are in most of the
cases their key consideration for borrowing in
the RMB market, and thus many of their RMB
fund raising activities are largely opportunistic.
Nevertheless, establishing a presence in this
new bond market and building up a RMB funding
capacity are indeed desirable for foreign insti-
tutions trying to develop a RMB-related busi-
ness line.

European banks are among the active foreign
issuers in the offshore RMB bond market as an
effort to diversify their funding sources. Their
funding costs in this market has been reasona-
bly priced, and some very high quality names
were able to issue 2- or 3-year RMB bonds at an
equivalent sub-Euribor levels after swapping
RMB proceeds back into Euros.

In addition, offshore RMB bond market remains
the only open marketplace for international
issuer to secure easy access to RMB liquidity.
Since the domestic bond market is basically still
off limit to foreign issuers and only interna-
tional development agencies and locally incor-
porated entities of foreign financial institutions
are eligible to issue bonds domestically under
stringent qualification criteria, very few of
these foreign institutions have used the domes-
tic market for fund raising. The development of
the offshore RMB market has now provided
them a more customary and cost efficient ave-
nue to raise RMB. One of the popular products is
RMB CDs, which have been widely used by banks
in HK to access RMB liquidity in the wholesale
market.

Cost consideration for Chinese banks

Chinese banks continue to enjoy relatively
cheaper funding costs in the offshore RMB
market, despite now a much converged gap

between onshore and offshore. For example,
CDB 5-year bond is yielding 3.55% offshore
while its comparable onshore bond is yielding
3.96%, and BOC 3-year paper is yielding around
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3.38% offshore, while a commercial bank’s on-
shore 3-year bond would normally trade over 4%
by our estimate.

A 3: FAIPAR T AT IS Fkd / Fig. 3: Yield

comparison: onshore vs. offshore RMB financial bonds
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The resilient demand for financial paper in the
offshore RMB bond market may have a root in
the investor base. Our analysis on the deal al-
location data from new offshore RMB issues
shed some insight. Stats on the financial is-
suance (see Fig. 4) shows bank investors domi-
nate the new issue market. On average banks
bought up 38% of a deal, and PB and insurance
investors also make up 31% of the investor base.
The real-money and buy-and-hold investment
nature of these two groups of investors anchors
the stability and demand of this bond segment.
For instance, insurance companies bought up
over 40% of some of the 15-20 year financial
bonds.

Near-term outlook on financial issuance

We expect new issuance from the financial
sector to slow down for the rest of the year. The
RMB 23bn YTD issuance from Chinese banks has
already approached the full amount of their
approved RMB25bn quota. This means most of
the financial new issuance for the rest of the
year would come from non-Chinese financial
institutions. HK banks should remain active in
this market, as they continue to expand their
RMB business. Taiwanese financial firms could
become a new force in the market as the RMB
business is taking off in Taiwan on policy open-
ing-up and the newly signed inter-government
RMB agreement between Mainland and Taiwan.
Foreign institutions will continue to tap the
market for diversified funding sources and for
developing their own RMB business.
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INTRODUCTION ;]']-‘%-

Since we published "Introduction to China's
domestic bond market" two years ago, signifi-
cant developments have taken place in China's
domestic bond market. As China gradually opens
its capital market, increasingly more offshore
investors have gained approval to participate in
this market. Major offshore investors include
central banks, offshore RMB clearing banks,
cross-border RMB trade settlement participat-
ing banks, and fund management and securities
companies authorized under the RMB QFIl pro-
gram. As of the end of 2011, there were a total
of 51 offshore financial institutes participating
in China’s interbank bond market. Under the
newly established RMB QFIl scheme, a total of
20 RQFII funds have been granted access to the
interbank bond market.

As more international investors are looking for
investment opportunities in China’s onshore
bond market, we publish this revised edition of
“Introduction to China’s domestic bond market”
to serve this growing interest.

CHINA’S DOMESTIC BOND MARKET
1. Market size, major issuers and bond types

As of July 2012, the total outstanding amount of
bonds in the Chinese domestic bond market
stood at about RMB23.8 trillion (or USD3.74
trillion equivalent). This total equals about 50%
of China’s GDP in 2011.
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The main bond classes of the market include
government bonds, central bank (PBoC) bills,
local government bonds, financial bonds, cor-
porate bonds (divided into enterprise bonds and
listed-company bonds), medium-term notes,
commercial papers, asset-backed securities,
convertible bonds and bonds with warrants.
Fig.1 illustrates the make-up of this market in
terms of the outstanding amount of each bond
class as of the end of July 2012. Fig.2 lists the
major issuing groups in each of the bond
classes.

Treasury bonds Defined as bonds issued by the
Ministry of Finance (MOF). There are two types
of treasury bonds: certificate saving bonds,
which are mainly for retail customers, and reg-
istered bonds. Certificate saving bonds are sold
through banks and targeted for individual in-
vestors but cannot be traded in the market,
while registered bonds are sold through finan-
cial institutions via auctions. The MOF selects a
group of underwriters as a syndication, which
may include commercial banks, securities bro-
kers and insurance companies, at the beginning
of each year for its planned issuance of the
year. The longest tenor of China treasury bonds
is 50 years.

Treasury bonds are issued mostly with a fix rate
(Fig. 3). Of the issued amount of RMB 37.1 tril-
lion from 1995 to July 2012, 87% was in fix-rate,
12% was in discounted bills with terms within 2
years, and only 1% was in floating-rate.

A 3: BRELATLM/Fig. 3: Treasury bond types
B &/ fixed

Tatc

87%

|13 5

/ discounted
bills
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Central bank (PBoC) bills/notes The Chinese
central bank, PBoC, issues bills with terms
within 1 year and notes up to 3 years. The
3-month and 1-year bills, often used instru-
ments in PBoC’s open market operations, were
the largest issuing types. Data shows the issuing
interest rate of the 1-year bills has a consis-

B & K & AF R

Fixed Income Research

THAR. T BhE. B14 B TRELFTAR
AT 9 L St AN, B 28T 2240

Fsu At 69 ZATIR o

A1 AZE2012%7AFERAEATHAEELHM/Fig. 1:
China bond market as of July 2012

#g/MIN EER

9%
24
[ Treasury
bonds
30%

33
/finandal
bonds
33%

/enterprise
bonds H£Z/
7% _PBoChbills
6%
Bk/CP

5%

R 2/ others

A
A el /local gov
listed
bonds
company 2%
bonds )
2%

I8 R FAFFN, P4RE R/ Source: Wind, BOCI
B 2: 2 Amfth X 4T7A/Fig. 2: bond classes and

issuing entities

1% #-Fuft /Bond classes
1% /Treasury bonds

.75 B A% /local govern-
ment bonds

J 47 Z 3% /PBoC bills/notes

BURAARAT 2@k /policy
bank financial bonds

H ¢ 4% /other financial
bonds

A~ 4 fenterprise bonds
2»&) 1% /listed company
bonds

RIS NI B
/commercial paper and MTN
TEAR. T o B XS
/convertible, bonds with
warrants

& A7 A/Issuing entities

ok HCER /Ministry of Finance

o7 B o W BCERAR R 3RS
HAF H4E K 4T) Local govern-
ments (insurance through the
MoF platform or direct issuance
by local governments)

AR ARAT/PBOC

BRMARAT (B4 REAT.
#t i @ 47) /policy banks, such as
CDB, ADB, EXIM Bank

Vo o LW N S | e T A
ARk AHUH) /deposit-taking institu-
tions and other financial firms

3E £ 4> 4k Junlisted enterprise

_E 723 /listed companies

k4@ 4 1k /Non-financial firms

_E 23] /listed companies

¥4 R B F 42 B FR/ Source: BOCI

B A LAT. £25 A FREXER (220
BREETA ) ALK A L, RIEXEfrEL s

26



ML

BOC INTERNATIONAL

tently high level of correlation with the policy
rate and CPl rate. During the period of
2007-2008 when foreign “hot money” was mak-
ing its way into China, 3-year central bank notes
were used as the major instrument for hedge
funds to park their speculating funds in the base
currency. lIssuance size of 6-month bills was
fairly small.

Local government bonds In the past, local gov-
ernments would normally do debt borrowings
using the platform of government-owned in-
vestment or corporate affiliations, such as mu-
nicipal investment firms or infrastructure de-
velopment companies. Although such debts
were not direct obligations of the local gov-
ernments, the governmental ownership and
sometimes explicit governmental guarantees on
these affiliations made their debts more or less
the ultimate obligations of the government.
Nevertheless, bond issues by these govern-
ment-affiliated companies are classified as en-
terprise bonds in today’s market.

Starting in 2009, local governments have been
allowed to issue bonds in the form of their full
and direct obligations through the MOF. They
can be considered conventional local govern-
ment bonds. Since these bonds are issued under
a MOF sponsored program and carry some sup-
port on payment obligations, they contain cer-
tain embedded qualities of the treasury bonds.

In Oct. 2011, the central government granted
permissions and quotas to 4 selected local mu-
nicipalities (Shanghai, Shenzhen, Guangdong
Province and Zhejiang Province) to issue bonds
directly as a pilot effort to reopen the Chinese
muni market. For 2011, the 4 local governments
have directly issued a total of RMB 22.9bn muni
bonds, as compared to a total muni issuance of
RMB177.1bn through the MoF platform.

Financial bonds Defined as bonds issued by fi-
nancial institutions that include policy banks,
commercial banks, special-purpose financial
entities, securities brokers and other non-bank
financial firms, etc. Commercial banks are al-
lowed to issue tiered debts: from senior bonds
to subordinated notes to hybrid capital securi-
ties.

The outstanding amount of financial bonds was
RMB 8.3 trillion as of July 2012. Policy financial
bonds were the largest group, with a total of
over RMB 7.04 trillion, or 84.4% of the class.
China Development Bank (CDB) is the largest
issuer of policy financial bonds, accounting for
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two third of the market (Fig.5) and the rest is
from Agricultural Development Bank of China
(ADBC) and Export-Import Bank of China (EXIM
Bank).

A 4: B ZE 2012 % 7 Q&5 T B 5T 4M/Fig. 4 fi-

nancial bond market as of July 2012
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ARdfE AL B A RRIE. KRB FRA K A Commercial bank
financial bonds include senior notes, subordinated notes and hybrid
capital securities

In 2008, CDB was directed by the government
to gradually structure itself into a commercial
bank operation. According to the China Bank
Regulatory Commission (CBRC) guidance, CDB
bonds issued prior the end of 2013 will con-
tinue to be assigned at a risk weight of 0% until
maturities. These bonds therefore continue to
be viewed as policy bank bonds.

Commercial banks are the second largest group
of issuers of financial bonds. As of the end of
July 2012, the total outstanding amount of
commercial bank financial bonds totaled RMB
1.2 trillion, of which RMB 241.3bn were senior
notes (19.7%) and RMB 985.5bn were subordi-
nated notes (81.3%).

Corporate bonds In the Chinese bond market,
corporate bonds are divided into two
sub-categories: enterprise bonds and listed
company bonds.

1) Enterprise bonds are bonds issued by un-
listed corporations. Their issuance is admini-
strated by the National Development and
Reform Commission (NDRC). The bulk of the
issuers in this category are state-owned en-
terprises, but we have seen increasingly more
privately-owned enterprises entering the
market during the past few years. Issuers are
still concentrated in the industrial sector, and
5-10 years are preferred tenors. State Railway
and State Grid remain to be two of the largest
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enterprise bond issuers.

Corporate bond regulations were significantly
reformed in 2008. The government dropped the
mandatory requirement for any corporate issue
to carry a bank credit guarantee. Corporate
issuers have started to use a variety of other
credit enhancing mechanisms, including
pledging land, receivables, or shares as colla-
terals or using guarantees from a third party.
Unsecured corporate bonds have also started
to show up in the market.

2) Listed company bonds This group of cor-
porate bonds is limited to publicly listed com-
panies. Their issuing sizes are normally smaller
than those of enterprise bonds. Listed company
bonds are mainly traded on the exchange
market that focuses on retail and other
non-interbank market investors.

Commercial papers (CP) Securities brokers and
non-financial companies are the main issuers of
CP. From May 2005 to the end of July 2012,
they issued 2,723 commercial papers in the
interbank market for a total of RMB 4.1 trillion,
mostly at a tenor of 365 days. The commercial
paper market is considered to be a
well-developed market as compared to other
corporate bond segments, such as standard
bonds or medium-term notes segments. Banks
have been the main underwriters for commer-
cial papers.

Medium-term notes Starting in 2008, corpora-
tions were allowed to set up medium-term
notes programs for regular bond issuance
without the need of seeking regulatory ap-
proval in each case. Despite their relatively
short history, issuance volume rose quickly to a
total of RMB 800bn in 2011, accounting for
10.4% of the domestic bond market. As of the
end of July 2012, MTN bonds outstanding
reached RMB 2.25 trillion, accounting for
9.46% of the total market. MTNs are the largest
bond class in the non-financial bond universe.
Notes durations are normally at 2 to 10 years.

Large state-owned enterprises with
AAA-ratings dominated the sector, but the
market is becoming more diversified with new

bond features, such as dollar-denominated
notes, and new entrants, such as
small-to-medium sized enterprises financing

corporations.

Convertible bonds and bonds with warrants A

B & K & AF R

Fixed Income Research

IR A T AR, M@ FLAT5 £ 10 Fo9+ KA
it F. SR EARAn B PR AR R4S AL T 9 AT 245
KEGFAA AT

08 F W FEATHELAT —RERME, BUF
I T A AF RAT LA 3% 4| ARAT 32 4R 84
ZR, LETHENT $MHEAEEFTN, 228
3 L HARAT . REKARIT . R T AT A S =5 4
REiRR, R4 BAT Liafkd kg,

2) LA XE N R EATE AT 22 AT
LR, RATHAE— AR ). BT ad)
REZEZ ST H LR S, TERENMAILTH
Fo— BARAT A T 5T A IR R H 6955,

AT Bk FAR AR S B) FadE Ak Ak S 42 B Bk A
09 LB KATA I 2005 F 5 Ak £ 2012 7 A k.
BATIE T35 B RATT 2,723 B ek, £
BATAALRE] 4.1 AL, KATHRAIER EEF A
365 R, Gk fipde b B 2455 €8] AR L,
42T 39 B A R K2 B ERT AG ARA A 2R
AT,

P HEHE 2008 FAL, b EIE S P A BB EAT
B, B IAL i do N E R 6 Mg AU L
L. BRYHEEN LK, KATHAERE FIK,
2011 SFAANRK T 8 FAZ, b #AME AT 3% 49 10.4%;
2012 % 7 A RAFEHAL 2.25 H4L, & 9.46%. %
Pk R AR AR A A PTRAT 6 i A 5 — R A9
HAY R, KATHR—AAE 2 £ 10 519,

W B AR 6 K AT TR B2 AAA TR KA E 4,
fa T AR AAL T % ik, BB R E AT HEIE
FH oA, BoP o RO RRTEILATIR,

THERTHIER V535 (Lafedbbik) £
ATT Tt~ 4 B 4Ar. 2012 57 ARG EH
& RA 1,218 1A 7,96 1L, 7 4 B 4
R A% 5AGE TR B M E 2R, fad FiEL &
3t B REATVT o BAR A0 3) A AR B BRI it
R, BTVA G RGN E) TR 5.

29



4L (8) U

@ BOC INTERNATIONAL

limited number of companies (financial or
non-financial) have issued convertible bonds or
bonds with warrants. The total outstanding
amounts of these two bond sectors were about
RMB 121.8bn and RMB 79.6bn, respectively.
Bonds with warrants are more popular and of
higher liquidity because attached warrants can
be traded separately from the bond. However,
the CSRC is more stringent on the qualification
of a company requesting issuance of such
bonds, thus limiting the scope of the issuing
companies.

2. Investor base

Fig. 6 shows the profile of investors in the
domestic bond market based on the outstand-
ing amount of bonds held by various investor
groups at the trusts. Commercial banks are the
largest investors, making up 67.7% of the
market as of July 2012. Insurance companies
were the second largest bond investor group,
at 9.6%, followed by managed funds (8.6%),
and then special clearing members (7.4%).
Participation from locally based foreign finan-
cial institutions was limited. Essentially, do-
mestic institutional investors dominate the
market.

Fig. 7 lists more details on the investors in
terms of their tenor preference and risk re-
ception. 5-year seems to be the most popular
tenor, although life insurance companies do
have needs for longer tenors (such as 10 years)
for better asset-liability matching. While banks
and insurance companies are the dominating
players in the market, they are at the same
time conservative investors and tend to be
buy-and-hold. They also use bond investments
as part of their overall strategy to manage risk
exposures and focus more on safety than on
risk return. The combination of these factors
forms the key reason why the Chinese bond
market has much lower volatility and liquidity
than that of the U.S. bond market.

3. Credit rating agencies

There are three major domestic credit rating
agencies: CCXI (49% owned by Moody’s), China
Lianhe Credit Rating (49% owned by Fitch Rat-
ings), and Dagong International Credit Rating.
They have a combined market share of over
90%. Due to the relatively stringent quality
requirements on companies that want to issue
bonds in the domestic market, corporate issu-
ers generally have high credit ratings. On the
other hand, since corporate default data is very
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B 7. #&HK#E 247 /Fig.7: Investor categories
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limited for the Chinese debt market, domestic
debt ratings cannot sufficiently reflect the full
differences in credit quality among various is-
suers. Nevertheless, domestic rating agencies
have been actively pursuing more tiered ratings
among domestic bonds in recent years, as the
market continues to develop and grow.

4. Regulatory agencies

Fig. 8 lists major regulators of the Chinese
bond market, in both primary and secondary
dealings. There are numerous regulatory bo-
dies involved in the market. As a result, su-
pervision sometimes becomes inefficient and
ineffective, with government planning ap-
pearing incoherent and the secondary market
becoming segmented.

In the primary market, MOF regulates the
treasury bonds; PBoC is the key regulator of
financial bonds, including securitization prod-
ucts, PBoC bills and International financial
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capital securities.

In the secondary market, there are two major
trading platforms for domestic bonds: the in-
ter-bank market and the exchange market.
Currently, NAFMII is responsible for the daily
monitoring of the inter-bank market, and CSRC
is responsible for the exchange market.

5. Market infrastructure and practice

Currently, transactions of domestic bonds are
facilitated through three sub-market systems:
inter-bank market, exchange market, and
commercial bank over-the-counter market (see
Fig. 9). However, they all use a centralized
trust and clearance entity, the China Govern-
ment Securities Depository Trust & Clearance
Corp (CDC), for settlement and trust.
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B 9: A % 2%/ Fig. 9: Classification of the bond market
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Inter-bank market is a one-to-one platform
where each market maker can make bid/offer
prices. As of the end of 2011, the market had a
total of 11,162 market participants. The in-
ter-bank market is the dominating trading
platform. The spot and repo settlement amount
in the market reached RMB 180 trillion in 2011.
The total amount of trust-registered bonds was
at RMB 21.1 trillion by the end of July 2012,
accounting for 94.6% of the total combined
bonds across different bond markets. Fig. 10
shows major bond types in intra-bank market
and their average transaction volumes.

Participants in this market are institutional
investors only, and trades are in block sizes
through bid/ask negotiations. Investors’ se-
curities accounts are opened directly with the
CDC at the primary-trust level, and the CDC
also serves as their settlement agent.
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Exchange market mainly serves retail transac-
tions for various non-bank investors on a cen-
tralized trade matching system. Trades are
settled at net amount. The exchange market
has a two-layer trust system, and the CDC
serves as the primary trustee responsible for
handling the master agent accounts of the ex-
change, while ChinaClear serves as the
second-level trustee that deals with investor
accounts from the exchanges.

The exchange market trades on continuous
pricing quotes, and computers are used to au-
tomatically match trade orders. Such conti-
nuous pricing quoting usually offers a more
reliable value for the underlying bond. As of
the end of July 2012, the total amount of bonds
traded on the exchange with trust registrations
was only around RMB 389.3bn, accounting for
less than 2% of the combined market.

Commercial bank over-the-counter (OTC)
market is an extension of the inter-bank mar-
ket, which also targets retail investors. It has a
two-layer system as well. The CDC serves as the
primary trust for banks’ dealing and brokerage
accounts, while the banks act as the secondary
trust for their customers. Although there is no
direct relationship between CDC and OTC in-
vestors, the commercial banks are required to
send the end-of-day data on balance change of
each OTC account to the CDC, while the CDC
provides balance inquiry services directly to
OTC investors as an important way to protect
investors’ interests. This is a key difference in
practice from the exchange market.

6. New developments

There were a number of new developments in
the market during the past year. They include
the opening of a HY market focusing on the
financing needs from SMEs, the reopening of
the muni market allowing a few selected local
governments to issue bonds directly again, and
the start of asset-back notes issuance by
non-financial enterprises aiming to broaden
their financial channels, particularly for local
government finance vehicles which are mainly
involved in public infrastructure and utilities
development. We also saw some renewed ef-
forts to expand the Panda bond market, with
two new issues this year from foreign banks’
Chinese subsidiaries.

In addition, domestic bond investors have
witnessed some materialized credit risk lately
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on the backdrop of non-existence of HY bonds
and no default history in China’s domestic bond
market. In Feb. 2012, Shandong Helon, which
was rated as A+ before Sept 15, 2011, was
downgraded in multiple steps to “CCC” over a
span of five months. Its CP rating was lowered
to “C” at the same time, becoming the first
C-class junk rating in China’s domestic bond
market since the “Fuxi event” of 2006 when
Fuxi’s CPs were downgraded to C. However,
Helon has eventually redeemed the paper in
full at maturity.

7. Market outlook

We expect to see an accelerated development
of China’s domestic bond market. The devel-
opment will largely focus on structural balance
and investor expansion.

Lifting the market share of corporate debt se-
curities will be the first priority of policymak-
ers on the structural improvement. Right now
the domestic bond market is dominated by fi-
nancial bonds, while corporate/enterprise
bonds only make up about 10% of the total
outstanding volume. We expect to see a more
streamlined and relaxed approval process for
corporate issuers in the future, particularly for
private enterprises. The registration-based
system for the newly opened HY market marks
a new policy direction on the bond market de-
velopment. A more market-based new issue
application process will only encourage par-
ticipations from more corporate issuers. In
addition, the opening of the non-financial ABS
market also represents the governmental ef-
forts to expand the bond market scope and to
add new capital access channels for corporates.
This policy move particularly favors local gov-
ernment finance platforms which may possess
quality infrastructure assets but have seen
tightened conditions in the bank loan and
un-secured debt markets.

We remain confident that a true muni market
will develop and expand in China. We also see
the potential development of a mortgage-back
securities (MBS) market in the future, as banks
and regulators all have high concerns on the
large risk concentration of real estate market
financing on banks’ balance sheets, and al-
lowing investor participation in this risk market
would benefit both banks and the market.

We expect the domestic bond market to de-
velop a more differentiated ratings grade in the
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future. As more corporate issuers participate in
the market and the newly created HY market
continues to grow, we should see the credit
universe of the domestic bond market to be-
come more expanded and scaled so that as-
signed ratings can more accurately reflect the
credit differentials among different bond
groups.

We may also see the initiation of inflation in-
dexed government bonds for retail investors,
offering depositors an option to protect their
savings in low interest-rate but high inflation
environment.

(Thanks to BOCI (China) fixed income research
team for their valuable support and comments)
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