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Has a country’s financial and capital market ever transformed as quickly as
China’s has in the last year or so? From the launch of the Bond Connect scheme
to the long overdue destruction of barriers to foreign ownership of banks,
insurers and rating agencies, China has made dramatic steps to open up to the
world.
		
On the other hand, the world is becoming less open to China. US president
Donald Trump has brought China to task on its trade and investment practices
in ways few expected. The result is that a country making efforts to integrate
more into the international financial system is increasingly finding itself at
odds with the biggest proponent of that system. There could be no better time
for GlobalRMB to examine quite how much progress China has made — and what
investors should expect next.
In your hands is GlobalRMB’s first special report, the result of hard work
and extensive research by a team of journalists who are covering China’s
market on a daily basis. Regular readers of GlobalRMB.com will know that we
frequently break news on everything from policy announcements to auto loan
securitization. But we also pride ourselves on stepping back from the daily noise
and examining the bigger picture. That is the purpose of this report.
It would be impossible to describe in this letter all the changes that have taken
place in China over the last year, but two of them deserve special attention.
First, the increasing recognition that Chinese onshore bonds belong in global
investors’ portfolios. Bond Connect, launched just over a year ago on July 3, has
finally managed to nail the formula for how to provide global investors with
easy access to the market through Hong Kong’s well-oiled market infrastructure.
It has done so while simultaneously giving the Chinese regulators enough
oversight over the type of investors — and there are hundreds of them — that
are coming in. That has resulted in foreign investors doubling their onshore
holdings to over Rmb1.5tr ($220bn) in the past twelve months.
Second, MSCI’s inclusion of A-shares in its indexes has been a huge
development. The first rebalancing date at the start of June went by without
hiccups and a second one was mere days away as this report went to press. That
has taken place despite the return of volatility to the onshore equity market.
As index inclusions continue for both bonds and equities, China’s capital
markets will rapidly become, as we teased on our cover, the only game in town.
GlobalRMB has made a pledge to our readers to tackle the difficult questions
about China’s capital markets. With this report we renew that pledge, promising
to keep an unflinching eye over the one market that — as the global investment
community increasingly recognises — has become far too big to ignore.

Paolo Danese
Editor
GlobalRMB
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China gets back to work on RMBi
China’s substantial liberalisation of its onshore capital market has given a new
lease of life to the internationalisation of the RMB. But if the RMB is to succeed as
a truly global currency, China must reverse measures introduced three years ago,
provide access to hedging as well as liquidity and risk-management instruments,
and eventually allow its currency to float. Paolo Danese reports.

C

hina’s goal of turning the RMB
into a global currency appeared
well on track in the first half of
this decade, with the appointment
of nearly two dozen global RMB clearing
banks, the promotion of an offshore
bond market and the expansion of quotas
for foreign investors entering China.
Offshore RMB (CNH) deposits in Hong
Kong hit Rmb1tr by the end of 2014, the
CNH bond market took off and investors
started to get a real taste for onshore
equities which, by early 2015, were on a
tear. But by August, it was a very different story.
When the People’s Bank of China
changed its way of determining the
daily fixing of the RMB against foreign
currencies, it inadvertently triggered a
16-month-long battle against the yuan
bears. The latter argued that the 2%,
one-off devaluation of the fix caused
by the policy tweak was a signal that
China was preparing for an economic
hard landing, and that a competitive
devaluation of the currency would be
necessary.
Fast forward to 2018 and it is clear
that China has beaten the bears, many of
whom suffered heavy losses and had to
unwind their short positions. But while
the former PBoC governor, Zhou Xiaochuan, spent ten years trying to build up
the RMB as a global currency, the devaluation interrupted the currency’s ascent
and has set its internationalisation back
by several years. Since August 2015,
the RMB has dropped off the list of the
top five global payments currencies, as
tracked by infrastructure provider Swift,
and CNH deposit-holders quickly shifted
out of the currency. In Hong Kong, for
example, the CNH pool has halved in
size from the highs reached at the end of
2014, and issuance in the offshore RMB
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Ken Chiu, head of the RMB competence
centre, BNP Paribas

Chinese officials have
been talking about
allowing more twoway volatility in the
market. The official
line is that the RMB
exchange rate should
be able to move.

bond market dried up almost entirely in
both 2016 and 2017.
“At present, the RMB’s international
status is significantly lower than
China’s,” Yin Yong, the former deputy
governor of PBoC, said in a paper pub-

lished in July by the influential Chinese
think tank China Finance 40 Forum.
Take a longer view, however, and
things look rosier. The fundamental
drivers for a global RMB remain in place.
China represents more than 15% of the
world’s GDP, 11% of its total imports and
exports, and 11% of its net international
investment positions as of last year,
according to Yin. Given China’s growing
importance as a global economic power,
it is inevitable that the status of the RMB
will improve; but can it raise its profile
enough to challenge the dollar as the
global currency?
As this report goes to press, the currency is once again retreating against the
dollar and creeping close to the notorious “line in the sand”, an exchange
rate of around 7 RMB per dollar. The
A-share market is also under pressure;
the Shanghai Composite index has fallen
about 30% from the highs of early 2018.
But in some areas, at least, there have
been positive developments. Morgan
Stanley Capital International (MSCI)
included A-shares in its emerging markets (EM) indices in June, while the Bond
Connect has, as discussed elsewhere in
this report, provided the trigger for substantial inflows to onshore RMB bonds,
with trillions more dollars expected to
follow. Provided the Chinese authorities
do not meddle in the market and allow
access to hedging and other tools, there
is room for some optimism.
“I do not expect to see ad hoc measures
being taken, I believe the volatility in
the RMB is normal,” says Ken Chiu, head
of the RMB competence centre at French
lender BNP Paribas. “Chinese officials
have been talking about allowing more
two-way volatility in the market. The
official line is that the RMB exchange
rate should be able to move. And if you

RMBi
look at the appetite, offshore investors
are still very keen. While in June we
observed substantial weakening in the
FX rate, it was still one of the most active
months for purchases over the Bond
Connect.”
In terms of RMB allocations, foreign
investor sentiment has turned a corner,
partly because they have more choice.
There are now four different cross-border schemes for fixed income investors,
namely qualified foreign institutional
investor (QFII), RMB QFII (or RQFII),
Bond Connect and, for mutual funds,
Mutual Recognition of Funds (MRF).
“Having alternative methods just
means that people use different ways to
slice and dice that access,” says Andrew
McGinty, a Shanghai-based senior partner
in the China corporate practice of international law firm Hogan Lovells.
“We have seen a fund that does investment via derivatives like participatory
notes in Chinese A-shares, but that also
uses Stock Connect. People want to have
exposure to this market: you have the
growth story, a highly educated workforce, a massive consumer market,”
McGinty tells GlobalRMB.
Foreign ownership of Chinese bonds
as a share of outstanding securities hit
an all-time high of 3% in July, according
to data from Hong Kong Exchanges and
Clearing.
RMB watchers have long maintained
that index inclusion is the key to unlocking currency internationalisation.
“For the past 20 years we have seen
the corporates going into China, the next
wave will be the investment flows from
institutional investors,” says Rose Kay,
head of RMB solutions for Hong Kong
and Taiwan at Standard Chartered. “We
already see the central banks actively
investing in China, the RMB is already a
reserve currency now with around 1% of
central banks’ global portfolios. We also
expect a significant increase in foreign
investment inflow by private sector
investors as both major equity and bond
indices start to include China markets.”

CASH IN, MAYBE CASH OUT
The Panda bond market – for RMB-denominated bonds issued by non-Chinese
entities in China – has picked up this
year; issuance in the first half of 2018
amounted to Rmb51bn, or nearly double

Andrew McGinty, senior partner, China
corporate practice, Hogan Lovells

People want to have
exposure to this
market: you have the
growth story, a highly
educated workforce,
a massive consumer
market.

the amount for the same period in 2017.
There is also more activity in the dim
sum market, where bonds are denominated in RMB but issued outside China,
with Rmb36bn of such bonds issued in
the first half, up from Rmb10bn in the
first half of 2017.
But the Panda market has been held
back by delays in the announcement of
official regulations regarding the repatriation of proceeds. This is a serious concern
because, in the wake of the PBoC’s moves
in August 2015, the authorities raised a
new Great Wall, this time as a defence
against most forms of capital outflow. As a
result, many foreign companies experienced delays in moving funds offshore or
were prevented from doing so.
McGinty notes that PBoC sought to
reassure firms that it was business as
usual for issues such as the dividends

paid by foreign companies operating in
China, despite the general clampdown.
“But if you have a large amount of dividends, payments were still being held
up, we heard anecdotally,” he says.
“Now China feels it can loosen some of
the controls except in certain designated
‘sensitive industries’,” McGinty adds.
“Foreign investors still have the impression you can’t take money out of the
country. You can, but you need to make
sure you do the right things, that you
have the right paperwork in place and,
where required, such as on outbound
transactions, that you have a record filed
with, or obtained approvals from, the
right authorities before closing the deal.
You can take money out, it just takes a
lot longer.”
But at last, potential Panda issuers
have reason to be optimistic.
“PBoC has already announced they
will issue a detailed guideline soon,”
says Kay. “Issuers will have the choice of
where to deploy the proceeds, and they
will be allowed to bring the RMB funds
out of China and convert them to foreign
currencies.”

POINTLESS HUBS?
One topic that has been largely ignored
in the broader RMBi conversation is that
of the offshore RMB hubs. These were
previously hailed as a critical component
of the RMB internationalisation strategy, but the Chinese authorities seem to
have either forgotten about the concept
entirely or else decided that the mission
had been accomplished given that at the
tail end of the Obama presidency, the US
and China agreed to add New York to the
list. Bank of China New York (BOCNY)
was added as a clearing bank in September 2016, when an RQFII quota was also
assigned to US-based investors for the
first time.
Not much has moved since then,
however. Even though China granted JP
Morgan the privilege of becoming the
first non-Chinese clearing bank, joining
BOCNY in February 2018, GlobalRMB
understands that as of the middle of this
year, clearing activities by the two institutions have yet to begin. Beyond the US
there is also little in the way of concrete
data on how these hubs, launched with
great fanfare, are helping the RMBi
strategy.
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“China will really need to develop
a much broader base of offshore RMB
centres,” says McGinty. “We have a few
now, but I think China will carry on
expanding that hub network, given that
the expansion of the use of the RMB
offshore is seen as a pre-condition to
RMB internationalisation.”
There are hints of activity; the New
York Federal Reserve reports that, for
the first quarter of 2018, RMB FX trading reached a combined average daily
volume of just over $10bn, compared
to $87bn in Hong Kong, which is the
largest offshore RMB trading centre.
“They need the hubs to build the CNH
pool and to smooth RMB liquidity across
time zones,” says BNPP’s Chiu. “They
also need the hubs to bridge activities
onshore and offshore around the clock.
That’s also important for cross-border
initiatives like the upcoming London-Shanghai Stock Connect. You need
that liquidity to make it a success.”
The fundamental issue remains one
of demand.
“Is there a need to have a hub in
25 countries? I do not see it as crucial,” says Candy Ho, global head of
RMB business development at HSBC.
“The FX market is already a 24-hour
market globally. As a bank, we are able
to support clients in FX and hedging
from Hong Kong, London and New York
already. You do not necessarily need to
have a hub in every country.”
China’s launch of a cross-border
interbank payment system, which
helps to process RMB payments from
anywhere in the world during its
almost-around-the-clock operating
hours, has also made clearing banks
and hubs obsolete. Yet so far, these various channels – hubs, clearing banks
and payment systems – have failed to
attract the sort of volumes to justify the
related government-driven publicity
and investment.
“When the payment volumes pick up,
then the infrastructure will be important,” Kay says. “We are still waiting
for the tipping point. We still need to
see increased usage of RMB for trade
invoicing and investment.”

WHERE TO START
Former central banker Zhou did himself
few favours. After going around the
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Rose Kay, head of RMB solutions for Hong
Kong and Taiwan, Standard Chartered

For the past 20 years
we have seen the
corporates going into
China, the next wave
will be the investment
flows from institutional
investors.
globe for a decade proclaiming that
China was ready to make the RMB a
global currency, he then allowed the
government to not only retreat from
that agenda, but to reverse it by imposing heavy restrictions on capital inflows
and outflows starting in the middle of
2015.
So even though the RMBi agenda
has scored some big wins – namely
the inclusion of the RMB in the special
drawing rights (SDR) basket and of
Chinese equities in the MSCI EM index –
there is a substantial to-do list.
Now that access to cash stocks and
bonds has been liberalised, hedging
and liquidity management are the
top priorities for the market, given
that many barriers are still in place.
Active and passive foreign investors in
A-shares, for example, need access to

index futures to hedge and take a view
on that market’s direction, especially as
MSCI will be increasing the weighting of
those stocks in its indices.
But confronted with the second
equities bear market in three years,
the Chinese authorities have given no
indication that they would be willing to
open up equity derivatives in the near
future.
One topic that frequently comes up
in conversation is the need to allow
foreign investors access to the onshore
repo market, as it could radically transform RMB liquidity.
“Repos will help the liquidity management of offshore portfolio managers,
making it so that they do not need to
sell the bonds when they need liquidity,” says Chiu. “They will be able to tap
the repo from offshore and be able to
get short-term liquidity whenever they
want.”
One source close to the regulators
tells GlobalRMB these may be opened
sooner rather than later, as the success
of the Bond Connect – and its focus on
institutional rather than retail investors
– gives the pro-reformers within China’s
onshore regulatory bodies more clout.
As for risk management, credit
default swaps are another of those
little-mentioned products within China
that could make a big impact.
“The discussion is still not very
active on [CDS] products,” says Chiu.
“For now, you only have domestic
institutions as protection writers, but if
you allowed offshore investors to issue
that protection, it could help mitigate
the risks in the market. Right now, a
Chinese protection writer does not necessarily want a Chinese counterpart.”
Rates hedging is also on the wish
list of many an investor, and it seems
the onshore authorities are willing to
fix that in the short term, especially
given that this market is already open
to investors under the China interbank
bond market (or CIBM) Direct scheme.
“As part of a broader harmonisation
between access programmes, there
are already plans for Bond Connect
investors to be eligible to enter the
rates hedging market, just like for CIBM
Direct where you could always hedge
interest rate volatility of the underlying
bond market,” says HSBC’s Ho.

RMBI
One positive outcome of the Bond
Connect launch, overall, is that it eased
concerns around the ability for CNH
markets to cope with increasing demand.
That was addressed by allowing investors authorised under the Stock Connect,
Bond Connect and CIBM Direct schemes
to access onshore liquidity through
authorised Hong Kong banks. Kay notes
that this will also have repercussions
for corporates, because even treasurers
overseeing Chinese operations typically
manage their FX exposures through a
regional treasury centre (RTC) in Hong
Kong, Singapore or directly from an overseas headquarters.
“In the past, it was difficult for them to
access onshore rates from HQ or the RTC,
while with a recent PBoC relaxation they
can comfortably move the cash out, get
the RMB receivables or dividend in Hong
Kong, and then hedge using the onshore
rate from here through their bank,” says
Kay.

THE SILKY WAY TO
INTERNATIONALISATION
One of the most important ways of improving the RMB’s internationalisation,
namely the Belt and Road Initiative (BRI),
is already well under way.
“We have talked about usage of the
RMB on the BRI, and it is on the rise,”
says HSBC’s Ho. “We are seeing ASEAN,
Middle Eastern, and Eastern European
corporates all becoming more receptive
to using RMB or using RMB financing for
BRI projects. The initiative can be one of
the catalysts for RMBi, especially if future
financing on BRI projects will be denominated in RMB.”
The Chinese authorities seem to be
making that bet as well.
“The Belt and Road Initiative provides
an important strategic opportunity for
the internationalisation of RMB,” writes
former PBoC deputy governor Yin in
another paper published in July.
Yin notes that across 64 BRI countries
and regions, RMB payments made up 14%
of total trade with China, still below the
25% average for China’s total trade. For
55 of these countries, RMB usage is below
5%.
“If we could expand the use of RMB, it
could be exported in the form of capital,
which can be used to buy Chinese goods
and services,” he writes.
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Candy Ho, global head of RMB business
development, HSBC

We have talked about
usage of the RMB
on the BRI, and it is
on the rise. We are
seeing ASEAN, Middle
Eastern, and Eastern
European corporates
all becoming more
receptive to using
RMB or using RMB
financing for BRI
projects.
StanChart’s Kay thinks this could
indeed be the key to unlocking the next
phase of growth.
“The foundation is the trade flows,”
she says. “That will pick up if the BRI
succeeds. Once that link is built you will
have more goods trade between China
and the BRI countries in RMB. We also
expect to see more financing for BRI
countries done in RMB.”

THE END-GAME
If China really wants the RMB internationalisation plan to be credible, the

obvious step is to float the currency.
There is no scenario in which a managed
currency could be adopted for trade or
investment far and wide around the
world.
“China maintains its policy-speak of
full liberalisation in the medium to long
term,” says McGinty of Hogan Lovells.
“My prediction is that China can’t
pre-announce when that will be and
tell the market its intentions. If it did,
everybody would pile into RMB assets.
You would have an influx of capital into
most asset classes and the risk of significant speculation.”
He points out that the Chinese authorities paid close heed to the lessons of
the Asian Financial Crisis of 1997 and
the defeat of the Bank of England in
defending the pound in 1992.
“China has a very long memory, and
the lessons from those crises have been
absorbed and digested,” he says. “It does
not want to be in the position of being
exposed to speculative pressures on the
RMB. That being said, there would be a
huge upside for them to remove barriers,
which would announce that the RMB has
truly become a world reserve currency.
It would be a strong assertion of China’s
new economic status in the world.”
Chiu agrees.
“In terms of capital account liberalisation, there are plenty of examples in
other jurisdictions of the kind of market
volatility that can come with it. To make
the opening a success, it requires a lot
of monetary policy support, the right FX
regime, you need to have a safety net.
China will not open up just for the sake
of opening up.”
All in all, a liberalisation by 2020,
which had been floated as a possibility
by the Chinese authorities as recently as
2016, now seems unlikely.
“A full liberalisation in the short term
may not be possible given that 2020 is
less than two years away,” StanChart’s
Kay says. “I do think China has already
and will continue to open up its capital, FX and derivatives markets. But
there will still be measures to manage
the flows. I don’t see the onshore RMB
becoming fully convertible all of a
sudden. It is not that realistic.”
Chiu holds on to at least one certainty:
“They will never reverse and close the
door again.”

◼
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Bond Connect: the gates have opened
Bond Connect has only been around for a year, but the impact of its revolutionary
approach to China market access is already widely felt. There have certainly been
teething problems, but for investors around the globe, the scheme has finally unlocked
an opportunity to invest in China’s $11tr bond market. GlobalRMB sat down with
leading players in the market to discuss Bond Connect’s unfolding story.
Participants:
Hayden Briscoe, head of fixed income, APAC, UBS Asset Management (HB)
Cindy Chen, head of securities services, Hong Kong, Citi (CC)
Julien Martin, head of fixed income and currency, Hong Kong Exchanges and Clearing (HKEX) (JM)
Tony Shaw, head of institutional sales, HSBC (TS)
Moderator: Paolo Danese, editor, GlobalRMB
How would you grade the first year of Bond
Connect?
JM: I think Bond Connect has completely
changed the game. In the process of opening up the Chinese fixed income market,
access was coordinated by a few banks
selling their agent model to global buy-side
investors. There was no real traction behind
China access. I think Bond Connect changed
that entirely.
Three elements are critical there. Looking
at the statistics, from the launch in July last
year, the holdings of foreign investors in
China were around the $120bn mark. Since
the launch, we almost doubled that. A lot
of these flows are through Bond Connect.
But the scheme not only allowed a lot of
new investors to go into China, it has also
helped the other channel, the direct agency
access model [typically known as the
China interbank bond market direct access
scheme, or CIBM Direct] to grow. Before, you
barely had 400 investors, mostly central
banks. Bond Connect has really changed
that.
The second thing it changed is that it
made index inclusions by Bloomberg Barclays possible. If you look at the conditions
in the announcement, the conditions are all
linked to Bond Connect – allocations, DVP
(delivery versus payment) and tax clarifications for Bond Connect. There is nothing
clearer than that. Without Bond Connect,
the index inclusion was not possible.
The third element is that it has been a
catalyst for communication by a whole new
group of players. I am talking of global custodians and Chinese firms that did not have
a role in the initial agency model, they were

10 GlobalRMB

too small to reach the international community, with Bond Connect they have a role
to play. The global custodians come back
into the game with Bond Connect as well as
Stock Connect. The success of the increased
access by US and Japanese investors, these
are things that can almost only be attributed to Bond Connect. In terms of the stats,
you had a completely dead encephalogram
before Bond Connect, now investments
have doubled.
TS: As of June 2018, we have been seeing
a substantial increase in users of Bond
Connect. The mix of offshore investors
coming to the market, from commercial
banks, securities houses and institutional
investors, is promising and a healthy sign
of the effective infrastructure Bond Connect
provides. There is a continued reliance on
Hong Kong as a domicile of those investors – indeed, based on public information
around 59% of the investor landscape is
domiciled in Hong Kong SAR. However, the
diversity of investors is growing and now
stands beyond 12 jurisdictions. That is an
encouraging takeaway for this year.
CC: Bond Connect was discussed since Stock
Connect launched in 2014, but most people
then did not understand the implications
of mutual market access. After a few years,
and with Shenzhen added to the Stock
Connect scheme, we have seen that this has
enabled the inclusion of A-shares in MSCI.
It was a no-brainer to build on the
success of Stock Connect for other asset
classes. For the bond channel, we anticipate
it will add significant value in allowing

China bonds’ inclusion in major indices.
China started to open up in 2010 and 2011
with an offshore RMB market and the RQFII
[RMB qualified foreign institutional investor] programme, while Bond Connect was
only launched last year. So while it is not
the first time the China bond market opens,
Bond Connect already represents 40% of
access flows to the entire bond market, in
terms of the number of foreign institutional
investors. It is the most scalable way for
foreigners to get into China as an alternative to the existing channels, which take
much longer.
In March, we had the Bloomberg Barclays
announcement that they intend to include
Chinese government and policy bonds in
the Bloomberg Barclays Global Aggregate
Bond Index, starting in April 2019. They
are taking the same approach as MSCI, baby
steps, as these securities will be phased in
over a 20-month period. The first step is the
most difficult one, but once that is taken,
when you want to ramp up the weight it
is very easy because the investors are all
operationally ready.
HB: We have always looked at Bond Connect as a parallel scheme to China direct
interbank access. I believe we need to have
both. The main reason for that is that we
have some clients with a custodian not
necessarily in the region. Others may only
need Bond Connect as the portal since it is
the one with the faster roll-out. Also, the
scheme moves us straight into the 21st
century with the electronic trading platform
making it easier to push the trades through.
With CIBM Direct, you still have people
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picking up the phone and dealing directly
rather than through trade portals. We need
both channels to deal with very different
types of clients. Having the flexibility is key
to managing different sizes of mandates.
Generally, I think Bond Connect
exceeded expectations, and I feel the
same way for CIBM Direct access. We
see an ever-increasing demand to get
access through both channels. We have
been investing onshore for some time,
and we are now in the process of getting
every global fund we have ready for the
[Bloomberg Barclays] index inclusions
next year. That is a huge project in itself.
That structurally guarantees volumes will
pick up with the index inclusions. For the
MSCI emerging markets index inclusion we
have already had to set that up, but that is
a relatively small allocation. For bonds, it
would be a huge structural flow.
Is the asset management industry prepared
for these flows?
HB: I think our competitors that don’t have
a presence here will be in for a shock. The
bond market will be doubling in size over
the next five years, and our competitors
are very under-resourced in what will be
quickly the second-largest bond market in
the world. That is a competitive advantage
that we have. The question is one of commitment from the highest level that the
region is important to the overall strategy.
From our perspective having [CEO] Sergio
Ermotti committing UBS Group as a whole
is hugely important, and it cascades into
the asset management division. There are
very few organisations that have made this
kind of commitment to the region.
Where you will end up going is that you
need a standalone China capability just
like you have a US or European bond standalone capability. We expect to see cash
funds, government bond funds, Chinese
aggregate funds along with those component parts blended in Chinese multi-asset
strategies. In fact, in terms of flows we
see on the wholesale channel, we have
seen huge flows coming into our Chinese
multi-asset solution, which is standalone,
blending debt and equities. This is the
future for portfolio construction. Most competitors see China as one of many countries
blended up in global or EM indices, but
we think assets from the second- and
third-largest market for equities and
bonds, respectively, will warrant a place
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in everybody’s portfolio on a standalone
basis.
Did the launch of Bond Connect signal a
change in attitude from the Chinese regulators in terms of market access philosophy?
JM: The PBoC has been the driver behind
the change; from the top to the working
level they have been incredibly helpful
and adaptable. Every time we are onboarding new people from new jurisdictions
we spend a lot of time with the PBoC to
explain, for example, how Korean asset
managers operate using the Korean depository, or how the Japanese fund industry
operates, how the USA pension funds
mandate different asset managers when
managing their funds.
The previous model relied on commercial banks to get things going, where
everything happened within the China
infrastructure, choosing a local bank as an
agent, and so on. Until the time when, after
trying for years and years, things were not
happening for fixed income, but they were
happening on the equity side, thanks to
Stock Connect. So there was a willingness
to get something like that going. And the
only way was to set up translation tools
that allowed investors to stay with their
global custodian and trading model while
promoting Chinese financial institutions as
counterparties for this model.
Now we are seeing the results in terms of
constant inflows and the index inclusions.
But to get there, the market had to give up
on the purely local access model and let it
happen through Hong Kong. This model is
a good mix between what global investors
are used to doing and what they want to
access any market. At the same time, it is
something that is still very secure.

Any other KPIs you look at to judge the
success of Bond Connect?
JM: We are looking at the number of accounts opened. You had 484 opened up in
the China interbank bond market (CIBM).
That includes QFII, RQFII, and the Direct
model. Now, CIBM Direct and Bond Connect
account for close to 1,000 accounts. A
third is with Bond Connect, 335 today. We
are making major progress, and within the
next six months, Bond Connect will probably represent half of the accounts. When
index inclusion happens, I believe it will
represent two-thirds of accounts.
That level of 1,000 accounts, that is
where the equity access was two years ago;
now on Stock Connect there are 5,000
accounts. We believe the overall growth
pattern has been very exciting, but we are
only starting. Some global asset managers
will need to have 150 accounts each, so
we are only scratching the surface. Bond
Connect is the only channel that truly
offers best execution for asset owners and
asset managers with multiple accounts.
The whole game is really going to start in
the second half of this year.
We are also looking at the holdings –
how much people are investing, volumes
of trading and the overall holdings versus
the size of the market. Offshore holdings
were 1%, now they are over 2%. For trading
volumes, we are now closer to 2.5%-3% if
you include both Bond Connect and the
agent model.
Cindy, as a service provider, how did you
prepare yourself for Bond Connect launch?
Has that investment paid off?
CC: Our business here in Hong Kong is
about understanding the key market
changes. Show that we understand how the
market evolves, what the changes are and
the opportunities it presents. So the investment is minor and incremental in terms of
the channel. You are creating a passport,
if you had equities, then bonds are just an
additional asset class on the framework
that we have built.
The plan is that if today an investor
can trade Hong Kong stocks and bonds,
tomorrow they can use the same account
for the Connect, not a new account, with
the same settlement and exchange services
they already use. It should be as easy as
that, and we want to make it simple. This
way they do not need to have what I call a
“PhD in China” to trade. They should be
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able to use the same service providers in
Hong Kong, where they have established
commercial relationships and common law
contracts, to access China.
We are already a full-service provider
for onshore and offshore RMB markets.
We had access to the CFETS [China Foreign
Exchange Trading System] to help corporate clients access liquidity for trade flow
liquidity needs. Now an extension of that
is to institutional investors to use onshore
RMB (CNY) for Bond Connect investment.
We have a good platform and connectivity
already, adding an additional service to a
different type of client is a small effort.
We see the benefit of this channel providing the ability for Hong Kong banks to
extend services to international clients and
allow them to transact in a way they are
familiar with. Otherwise, it can be quite
difficult if they don’t speak Mandarin and
do not understand PRC law. In Hong Kong
everything is bilingual, the registration
form is bilingual and we have translation
services available. If you go with the direct
channels, then everything is in Chinese.
What types of investors have been most
active in using Bond Connect so far?
TS: Most of the investors in the early
days were QFII or RQFII scheme investors,
and they were all of a certain scale. Bond
Connect provides an entry for those that
did not fit those requirements of scale or
were not ready to commit the necessary
resources to qualify for CIBM access. It
was natural for us to create new solutions
based on each customer’s maturity in
terms of China investment programmes, as
well as based on the scale of their programmes. We saw larger clients going via
the traditional routes, while smaller ones
with concerns around DVP, block trade or
apprehensions around investment landscape at the time moved to Bond Connect
so they could test the market in a more
measured manner.
We expect to continue to see new and
smaller investors into China continue
to adopt Bond Connect, especially once
rules around withholding tax and VAT are
clarified.
JM: There have been two types of investors
that have already come to this market.
One that is looking at the index inclusion,
the index-driven investors, some have
registered or are in the process of register-
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ing. Some are already trading PFBs [policy
bank bonds] and CGBs [Chinese government bonds], so those holdings have grown
substantially over the last year. Some have
registered but haven’t even started trading
as they are waiting for the clarifications on
the tax and DVP issues.
A second group that has taken advantage of the trading opportunity are those
trading more advanced products, which
are cleared and traded in the Shanghai
Clearing House, the credit part of the
China market. This segment is 45% of the
China bond market. There you have the
short-term NCDs [negotiable certificates of
deposits], credit paper, ABS [asset-backed
securities], RMBS [residential mortgage-backed securities] structures. This is
where we have seen the biggest traction.
You also had MiFID II [Markets in Financial Instruments Directive] implementation
in Europe, which meant few investors
would have done anything before January
2018, and the MSCI inclusion in June,
which meant global custodians were running behind that. When you talk to them,
you realise they just finished the work on
Stock Connect and are now moving on to
Bond Connect. That is why I am hopeful,
but it is still crucial to get DVP and tax
issues clarified.
The second part of the client base, these
are the more tactical guys, the credit investors, the regional asset managers in Asia
and the private banks and hedge funds.
Those people we have already on-boarded,
the process for them is already DVP when
they trade this kind of shorter-term paper.
CC: Under QFII and RQFII, hedge funds
did not qualify, and they were not able to
access China until recently when Bond

Connect was made available. Now among
the 300 Bond Connect investors, you can
see some large hedge fund names.
We also see existing QFIIs and RQFIIs
as early users of Stock Connect and for
Bond Connect. They are already familiar
with China, they did their due diligence
and understand how China works. So, the
Connect is a small, incremental effort for
them. These sophisticated users want to
use every channel available for different
purposes. For Bond Connect, the advantage
for investors is that the cash is in Hong
Kong. The money sits with Hong Kong
banks. When you sell those bonds, the
money has nowhere to go except to your
bank in Hong Kong. That provides a lot of
comfort for many investors because when
investing in China onshore, they are worried about the ability to move the money
out. This way you can limit the cross-border risk.
On the tax side, it is more simplified
since there is no withholding tax on cash
deposit interest. It is an advantage of
the Connect channel, it delivers the best
of both worlds. The banks in Mainland
China are subject to onshore China law
and regulations. For example, they cannot
extend credit to foreign investors such as
QFIIs and RQFIIs. In Hong Kong, similar to
other open markets such as the US, Japan
or the UK, there are no capital controls, so
banks can lend up to their credit appetite.
If the client doesn’t have sufficient cash
in the right currency, account or market at
the time they want to trade to react more
quickly to market news, the banks could
step in to bridge the gap. That is again a
key benefit of Connect, there is no need to
pre-fund, unlike for QFII and RQFII where
you need to have funds in China before
placing an order with a broker to trade.
Julien, will DVP be solved in August as
promised by PBoC on July 3?
JM: I think we are coming close to the resolution on this. DVP is very much in final
discussion between Chinabond and PBoC
for implementation. We have high expectations that an official announcement will be
coming out soon. The majority of investors
have told us they expect those clarified by
September or October at the latest. If it is
not done by then, there will be pressure on
PBoC and Bloomberg Barclays to potentially postpone the index inclusion, which
would look pretty bad for both China and
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index providers. If these issues are clarified
by the summer, everyone will be in good
shape and ready for index inclusion next
year.
If that happens, what then in terms of the
index inclusion timeline?
HB: It is pretty explicit now. Chinese bonds
will be going in April next year into the
Bloomberg Barclays Global Aggregate Index
with a phased-in approach. It will be a 6%
allocation. In the next couple of months,
we are expecting Citi and JP Morgan and
FTSE Russell to announce their inclusion
dates. They all said China is going into the
indexes. Some have already made moves
to set up sub-indices that people can start
tracking, but now we are waiting for those
official dates. Bloomberg Barclays’ is one
of the big indices that is tracked globally,
so you have to be ready by April next year.
Particularly the passive money, the ETFs
that are tracking the index, those have to
be ready by then. Smaller countries with
underdeveloped bond markets get included
on a 0.5% basis, but this is a 6% allocation,
that is huge in the context of an index on a
standalone country basis.
We think the index inclusion of Chinese
bonds is the largest change in capital
markets in anybody’s lifetime. Because
if we take sovereign wealth funds and
central banks in the index inclusion and
we roughly assume somewhere between
a 6% to 7% allocation, we think that is a
$3tr inflow just to get to index weight. We
generally hear from direct discussions with
central banks that they see a 5% to a 25%
allocation to Chinese bonds. Sovereign
wealth funds are indicating somewhere
around the index levels. When you add
all that up, we are more worried about the
inflow and how that is handled, while the
street is more worried about the outflows
coming from China.
Tony, what could these index inclusions
mean for the Chinese bond market?
TS: I expect that index inclusions and further liberalisations will certainly promote
greater participation, greater awareness
of the Chinese bond market and lead to
further demand for more investment products, including credit products such as high
yield and investment grade instruments, to
have more credit differentiation than currently provided. Structured finance will be
opened, as announced there is the potential
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to allow foreign investors in the futures
market, and allowing them potentially to
go into distressed assets. These are natural
developments that come with liberalisations and index inclusion. On China’s side,
they will need to be further aligned with
global practices, including default workout
procedures, bondholder rights and the fair
treatment of onshore versus offshore investors. These things will help the market
to continue to mature. But given the scale
of the market, there is a chance that China
may have a new set of rules that reference
the international model but are uniquely
China as well.
Will Bond Connect become the dominant
scheme for China access? Will QFII and
RQFII still have a role to play?
JM: My view is very clear, Bond Connect
and the CIBM agent model will be thriving
in the new infrastructure. Both channels will accommodate the needs of the
multitude of investors that need access.
When you look at the regulatory side, PBoC
is taking Bond Connect and applying it to
the agent model. There won’t be a massive
takeover from Bond Connect on the other,
these two are like brothers, they are the
children of the PBoC and the PBoC wants
them both to work well. Some investors will
decide to go onshore and open accounts,
and some want to rely entirely on the
agency model to access. Some will prefer
to execute their trades in competition
with best execution, through an electronic
system and using the global custodian
model, thus they will choose Bond Connect.
I do think Bond Connect will eventually
prevail.
These two channels will be there for
the very long run, this is probably the end

game for accessing China. The application
process can be simplified, the application
time will be reduced altogether, and the
trading protocol will be improved. The
questions will be whether you want to
have your money onshore or offshore, and
principal access or agency access.
QFII and RQFII will have a niche role.
There is a part of the market that is not
accessible through the other models, like
listed bonds or stocks that are not on Stock
Connect. If you are playing these niches,
then you need QFII until these niches are
available through the Connect model, then
it will be time to stop.
HB: I would not be negative on QFII and
RQFII. Looking back to when the market
started to open up, having some control
and working out the rules slowly has generally been positive.
If you look at what many IMF papers
have said, if you just open and allow the
money to come in quickly, it has been quite
a disaster and can have a huge impact on
the domestic market. I look at that, and
how China has behaved, and it is quite
sensible to have quotas, it has allowed
markets to evolve. And for Bond Connect
they have dropped all the quotas. In fact,
we are launching and have launched new
strategies without quotas attached, and we
have retired those strategies with quotas
attached because we don’t want to be boxed
in. We go directly to Bond Connect or CIBM
Direct as our methods now, which means
we have free access in and out.
Going forward what we are really talking
about here is what dealing protocol suits
your internal infrastructure. The interbank
is really for those that have a big infrastructure platform within the region in this time
zone and onshore.
How crucial was allowing onshore renminbi
to be traded offshore with the launch of
Bond Connect?
JM: It was essential since the bond index
inclusion is done in CNY. For MSCI it was
done in CNH. For bond investors looking at
the China market, they have no choice but
to invest in CNY and eventually their whole
exposure will be in CNY. So if you don’t
have the ability to invest and hedge in CNY
offshore, you don’t really have access as
you are carrying too much basis risk, and
when you invest in fixed income, you are
very cost sensitive to FX and basis risk.
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It was also essential for the Hong Kong
monetary system to remove the risk of
drying up the CNH liquidity. Fixed income
investors are bigger than equity ones, and
China’s fixed income market is already a
third bigger than China’s equity market,
and it will get much bigger.
If we rely entirely on CNH, it carries risk,
and second, it could potentially create a
liquidity squeeze in Hong Kong. That said
there is still a lot of work we can do to make
the execution more efficient, increase competition, and to have the same quality in
bond execution as for FX. For bond trading,
you can do it on a platform, and you can
have competition. This is an optimal model
to get the best price for your investors. In
FX we eventually need to move to the same
kind of model where we can trade the CNY
offshore on a platform, and it will give the
best and most competitive model for global
investors to trade CNY.
HB: In March, we launched the first Luxembourg-domiciled, Chinese fixed income
fund in the world that was denominated
in CNY. All of the funds you typically run
offshore are in terms of the Luxembourg
regulator, and until they recognised the
CNY, there was no way to take these global
investors onshore because the regulator
didn’t recognise the currency. So that was
a landmark change for me as well. Denominating the fund in CNY is particularly
important. You were allowed to trade CNY,
but there had never been a fund denominated in CNY in the Luxembourg space.
You traded CNY as an NDF [non-deliverable
forward] or in CNH. In Bond Connect world,
you trade CNY directly, but you never had
your fund in CNY, which introduced basis
risk for your fund.
So it was advantageous to have CNY
around Bond Connect, but the rules have
also changed within the interbank market.
Now the Chinese banks are allowed to trade
CNY offshore for CIBM Direct investors. The
only key concern that needs to get worked
out for those using CIBM Direct is the ISDA
agreement. There is an onshore ISDA agreement, but it is a NAFMII standard and not
the ISDA global standard. So Bond Connect
still has the advantage there.
How urgent is the need for more electronic
trading platforms?
CC: Bloomberg is being discussed as an
additional trading platform, for now there
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is only Tradeweb. Bloomberg is not added
yet, but they have completed system development and testing with CFETS, they are
waiting for China to give approvals. Many
institutional investors have Bloomberg
terminals, and they prefer to wait as they
are not Tradeweb users and don’t want the
extra cost of getting another platform.
That’s also because Tradeweb charges
based on the nominal value of the bonds
traded on the platform, while Bloomberg
only charges the terminal fee, and is not
expected to impose additional fees. In
certain markets like Korea, investors prefer
Bloomberg. They are waiting to come online
on Bond Connect.
JM: At the end of the day, as an infrastructure provider for Bond Connect model, we
have always talked about open architecture. We will be bringing in new platforms
hopefully soon. We want this access to
China, as long as the model is about best
execution RFQ [request for quotes], then
electronic execution is the future. Clearly,
the more platforms we have, the more
foreign investors can do. It is important
to understand Bond Connect is different
from Stock Connect in so far as it is not
just a Hong Kong-centric model. It is global
access. The trading platforms are global
players. The trading protocols are global.
The custodians are also global. This is not
a Hong Kong Bond Connect, this is a global
China Bond Connect.
Julien, what other products can we expect to
become tradable on Bond Connect?
JM: The wish list is pretty simple. Investors
can already access primary and secondary
markets, and now we are talking about
anything related to liquidity management
and hedging. Making repos and derivatives
available cross-border is the top priority for
us, and the plan has also been announced
by the PBoC on July 3. Hopefully, we can get
there quite quickly, but we still need a little
bit of development.
And with repo, the devil is in the details.
Repo has been enabled onshore for some
foreign investors for a while, but it was not
tradable – there was no way to really trade
it. We want to be able to launch the product
in the right way, so that it is actually tradable.
On the FX derivatives side, we have
everything available through CNY and CNH.
But investors also need ways to manage

risk and durations. Bond forwards, interest
rate swaps, these are not very complicated
to execute through the same model as FX
derivatives. But to manage duration, if you
have a big portfolio, the OTC market is not
sufficient. So we are very hopeful to see
more bond futures and other exchangetraded tools that are essential for bond
portfolio managers to manage risk.
On bond futures, we have no timeline. We
were hoping to see something this year and
possibly next year. The sooner the better
since everybody wants these products. Not
just us but the whole buyside industry, this
is necessary for the fixed income ecosystem.
Cindy, any other tweaks the market would
welcome?
CC: Bond Connect only allows CIBM access,
that market is $10tr and growing quickly,
but it is not the whole market. We also have
convertible and listed bonds that are on
the exchanges. The question is will Bond
Connect eventually add on listed bonds.
Eventually, I’d say yes, the Connect is meant
to be a multi-asset platform. It should not
be too difficult to add listed bonds to the eligible securities. It will probably look more
like the Stock Connect than CIBM Direct, as
the latter is for the OTC market.
A key pain point for trading in CIBM securities is the lack of a block trading facility.
China is an ID market; if I manage 200
funds, I have to put through 200 orders one
by one. Fund managers want block trade
capability to ease that operational burden
and better enable average price post-trade
allocation which is common in many
markets.
What about a southbound channel for Bond
Connect?
JM: Southbound is on the table and has
been discussed, as echoed in the PBoC
announcement on July 3. There is a strong
willingness from the Hong Kong government and regulators to have a role to play
in southbound. Hong Kong sees southbound
as a unique opportunity to assist the Mainland in managing outbound flows, but there
is also a Hong Kong Inc perspective to build
up a stronger fixed income market here. I
have southbound discussions a lot, and if
the interests align themselves, we will see
something coming faster. It will also help to
balance the flows of capital and answer the
needs of some Chinese investors that don’t
have offshore entities to invest offshore. But
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we also have to be mindful that the China
market is a high-yielding, low-default
market, and very liquid for onshore investors. For many, to go offshore is mostly
about diversification, in terms of currency
and yields.
CC: Bond Connect is part of the Mutual
Market Access, but we don’t have the
southbound yet. I expect some form of
southbound to be in the picture in the
next 12 to 18 months. In terms of eligible
securities, it would be Hong Kong securities. But is that enough? It will not be
enough from the market’s point of view.
The big question is what else other than
Hong Kong bonds should southbound give
access to. The Belt and Road Initiative
is something that can be of interest and
fits with China’s strategy. US bonds and
treasuries are where there is appetite from
Chinese investors. But it depends on what
the priority of China’s agenda is.
What will China access look like a few
years down the line?
HB: Global central banks are still being
forced to deal with the PBoC [to purchase
onshore bonds]. That could be a big structural change if they get more flexibility
to deal via the other channels either in
interbank or through Bond Connect. That
would be a real boost to flow that we are
not seeing go directly through the banking
network or broker community.
TS: We expect the China market to
continue streamlining, automating and
standardising its systems on an ongoing
basis in the future. We could well see
China lead via digitisation, leading to
greater transparency, lower execution
cost and ease of settlement, which would
by default lead to smooth, efficient price
discovery and post-trade workflows. Our
outlook remains very positive. If it can go
hand in hand with a better understanding regarding bondholder rights, default
workout procedures, and greater comfort
on underlying credit and a move down the
corporate curve, then we have ourselves
an ever more developed market.
Tony, what does that shift mean for
HSBC’s strategy in China?
TS: We have every intention to be the
largest foreign research house operating
in China with the Qianhai HSBC joint
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venture, the first majority foreign-owned
securities company in China. We are
expecting to cover approximately 400
names in equities and a number of domestic corporate credit names as well. As
global investors get comfortable with the
level of micro and macro China research
provided to them, we expect that will go
hand in hand with our increased offering
as an originator and a financier onshore.
Then there are the digital aspects. The
bank has a very bold programme looking
at digital solutions for foreign customers
going to China and Chinese customers
going abroad via QDII [qualified domestic
institutional investor]. That will require
continued integration and development.
And to conclude, what does Bond Connect
investors’ focus on investing in domestic
short-term papers say about the outlook
for the Chinese bond market?
HB: The only reason that’s really popular
at the moment is that the yield curve is
so flat from a historical perspective. You
buy CDs at 3.85% you are out-yielding
10-year CGB at 3.60%, so there is big
pickup there. That is not representing the
long-term outlook of where investors will
be, but we had a big sell-off at the end
of last year and early this year. And now
they are readjusting policy, people are
looking to play the extra carry they are
receiving in the short part of the curve.
I think longer term people will be more
inclined to buy bonds because they want
the duration in their funds.
The end game is that we will end up
with three big portfolios. One is euro-,
Swiss franc- and sterling-denominated,

allocated to equity and debt from a
regional perspective. Then you end up
with an RMB portfolio in Asia Pacific.
The RMB will move quickly to reserve
currency status because the PBoC is the
new liquidity provider within the region
now and trade with countries in Asia is
getting re-regionalised as they move up
the value-added chain and [other Asian
countries are] more and more interconnected with the Chinese macroeconomic
cycle. The sheer size of the debt and
equity market means China has ever-increasing percentage weight in allocations
and will dominate.
Then you end up with a third portfolio which is dollar-denominated and
includes Canada and Latin America. That
is the long-term picture, but the important thing is people start breaking down
the EM connotation which really does not
make a lot of sense. Most of Asia should
be in the developed market category
already, and they have much better debt
metrics compared to Europe and Japan
anyway. In terms of China access, it will
be the same approach as now but more
electronic platforms and access portals to
deal onshore.
TS: The types of purchases have been
well publicised, and that doesn’t change
from bank to bank. We see across the
market a flattening of the yield curve, including onshore. As a function of that, we
are seeing an extension in duration for
the players based on their natural needs.
The overall temperature for the onshore
bond markets remains relatively healthy,
despite a recent weakening in the currency. The total return on the repriced
assets is starting to attract a lot of inflows. We are not seeing movement down
the credit curve yet, but that will happen
over time. With greater participation
and a demand for more yield, that yield
will come with greater understanding of
underlying credits. With that, we will see
investors grow comfortable with corporate structures and particular names. As
these investors do more specific analysis,
we will see more comfort going down the
credit curve.
Overall, the bonds are performing very
well. The Chinese interest rate outlook
remains on a different trend to that of
US and global developed markets. As a
result, the inflows will continue.

◼
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The opening of China’s bond market
and RMB internationalisation
by Li Songliang, Shi Di from NAFMII.
The opinions expressed in this article are the authors’ own and do not reflect the views of NAFMII.

T

his is the 40th year of China’s
reform and opening up. As pointed
out in the report of the 19th
National Congress of the Communist Party of China, “China will not close
its door to the world; we will only become
more and more open”.
China’s financial industry is also
expected to open up in more areas at more
profound levels. This includes the opening
up of the bond market, a major part of
China’s financial liberalisation, which also
interacts with and reinforces the internationalisation of the domestic currency,
the renminbi. An examination of this
trend — and a look at the history of other
countries — allows us to draw three main
conclusions.

I. THE OPENING OF CHINA’S
BOND MARKET SUPPORTS RMB
INTERNATIONALISATION
In order to expand cross-border usage of the
RMB, the key is to promote its use as an investment and reserve currency, rather than
solely as a settlement currency as is mostly
the case at the moment. The bond market
can serve as a good channel to achieve such
a goal. The bond market offers stable instruments for investment and financing which
have reasonable storage value.
From an investment and financing perspective, China’s bond market opening up
can provide foreign investors with a variety
of investment instruments that are denominated in RMB, and it can also provide
foreign issuers with an RMB-denominated
financing channel. All of these will help to
promote the appeal of the RMB.
Unlike stocks, which are mostly issued
by the private sector, bonds can be issued
either by the private sector or the public
sector, with flexible investment horizons
and innovation potential. Therefore,
compared with the stock market, the bond
market can offer foreign investors diverse
choices to meet their risk and reward pref-

16 GlobalRMB

erences. Current market practices shows
that large-scale demand of a currency is
mainly reflected in the demand for its
fixed-income products.
From the store of value perspective,
a country’s foreign reserves are usually
held in the form of government bonds. In
particular, foreign reserves are usually
invested in the bond market of the home
country of the reserve currency. Take
China for example, as of the end of January
2018, China held $1.17tr of U.S. treasuries,
accounting for 37% of its foreign reserves.
As early as of October 2014, the United
Kingdom issued Rmb3bn bonds in London
to fund the government’s reserves. According to the ‘RMB Internationalization Report
2017’ published by the People’s Bank of
China, based on incomplete statistics, as
of the end of 2016, more than 60 countries
and regions had included RMB in their
foreign reserves. In 2017, the European
Central Bank and the German Central Bank
also included RMB in their reserves. As
showed in the figure below, the amount of
the RMB being included in foreign reserves
has increased continuously.

From the perspective of preventing
systemic financial risks, a developed and
open bond market also serves as a buffer
for currency internationalisation, as it can
attenuate the impact of overseas demand
for RMB assets on China’s financial market,
and thereby creating a stable external
environment for RMB internationalisation.
Therefore, and taking into account risk
prevention requirements, the opening
up China’s bond market to support RMB
internationalisation conforms to the current global and domestic macro financial
environment.

II. RMB INTERNATIONALISATION, IN
TURN, PROMOTES THE OPENING UP
OF CHINA’S BOND MARKET
RMB internationalisation will promote the
further opening up of China’s bond market
as well. On the one hand, RMB internationalisation will drive active cross-border
use of the RMB, giving overseas institutions stronger incentives to invest in RMB
denominated assets or seek RMB financing. Bonds, a highly standard and liquid
product which can have built-in innovative
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mechanisms, are a great and suitable
choice for foreign institutions. On the other
hand, RMB internationalisation will also
help the RMB become a reserve currency
and a safe-haven currency, enabling foreign
institutions to hold RMB bonds as both
active and passive investments.
Look at the experience of developed
markets: currency internationalisation
was considered an important factor in
promoting the opening up their bond markets. In the mid-1980s, Japan proactively
pushed forward yen internationalisation,
which has largely supported the opening
of Japan’s bond market. This push has
attracted foreign institutions to issue
Samurai bonds and invest in Japanese government bonds. It has also promoted the
development of the euroyen market.
Since 2015, thanks to a number of
policies aimed at promoting China’s capital
market opening up, together with the
RMB’s inclusion in the International Monetary Fund’s special drawing rights (SDR)
basket, China’s bond market has achieved
remarkable results. A variety of foreign
issuers have entered the market, including international development agencies,
foreign governments, foreign financial and
non-financial companies. As of the end of
February 2018, a total of 52 institutions
issued bonds denominated in RMB (i.e.
Panda bonds) worth Rmb135.9bn in China’s
interbank market.
Among the issuers were International
Finance Corporation (IFC), Asian Development Bank, the Republic of Poland,
Hungary, Republic of Korea, British
Columbia (Canada), HSBC (UK), Mizuho
Bank (Japan), Daimler (Germany), Veolia
(France), Air Liquide (France) and Wharf
Holdings Limited (Hong Kong). In addition,
the World Bank and Standard Chartered
Bank (Hong Kong) have also issued an
aggregate of 600m SDR bonds, also known
as “Mulan bonds”, which are denominated
in SDR and settled in RMB.
In addition, foreign investors can invest
in China’s interbank bond market through
Bond Connect, Qualified Foreign Institutional Investor (QFII), RMB QFII (RQFII),
and China Interbank Bond Market (CIBM)
Direct. As of the end of February 2018, 272
foreign institutions had invested in the
interbank market through Bond Connect
and over 900 foreign investors had participated in China’s bond market, including
central banks, international financial
organisations, sovereign wealth funds,

commercial banks, insurance companies,
investment banks, hedge funds and other
asset management companies, and up to
Rmb1.3tr was held by overseas institutions.
In addition, Bloomberg announced in late
March that it would gradually incorporate
Chinese government bonds and policy bank
bonds into the Bloomberg Barclays Global
Aggregate Index, which would further
attract global investors’ allocations to the
Chinese bond market.
In particular, investment and financing reinforce each other. In March 2018,
the Republic of the Philippines issued a
Rmb1.46bn Panda bond in China’s interbank market, with 88% of the issuance
purchased by foreign investors through
channels such as Bond Connect. Since the
RMB was included into the SDR basket,
RMB internationalisation and the opening
of the bond market have since generated a
positive interaction, and will continue to
reinforce each other to drive the reform and
opening up of the Chinese financial system.

III. CHINA’S BOND MARKET NEEDS
FURTHER REFORM AND OPENING-UP
Despite the speed of the opening up of China’s bond market over the past three years,
the market is still not ‘open’ enough, and
its role in supporting RMB internationalisation can be further expanded. The amount
of outstanding Panda bonds accounts for
only 0.16% of the total amount of bonds
in China’s interbank market. What’s more,
foreign institutions only hold 5.66% of Chinese government bonds, far behind foreign
investment in the United States (over 35%)
and also behind Japan (more than 10%). In
order to promote RMB internationalisation
and to deepen financial reforms by opening
up the financial market, China’s bond
market needs to open further.
There are a number of opportunities in
China’s bond market. First, China has the
world’s third largest bond market, with an
aggregate size of more than Rmb75tr and
a variety of products being offered, which
lays a solid foundation for its opening up.
Second, with the RMB’s inclusion in the
SDR basket, the global demand for RMB
assets is rising. Third, the Belt and Road
Initiative can further expand the role of
China’s bond market. Lastly and most
importantly, the Chinese government is
proactively pushing forward the opening
up of the financial system and has created
a favorable environment for the opening of
its bond market.

In spite of these opportunities, China’s
bond market opening up also faces potential problems and risks. The most serious
one is how to make Chinese rules and
practices converge with international ones,
ranging from information disclosure, credit
ratings, accounting standards, and investor
protection rules, among others. Chinese
regulatory authorities are actively looking
for solutions to address the above issues.
Considering that the current rules under
which China’s bond market operates were
established several years in the past,
suddenly changing any of these rules to
meet international standards may negatively affect Chinese domestic participants
and even create risks for China’s financial
market. The opening up of the bond market
should be a process of progressive exploration.
It is imperative to take into account the
needs of both foreign and domestic participants, and it is particularly necessary to
prevent systemic financial risks during the
journey of opening up. In the early stage
of developing the Panda bond market, we
would like to welcome foreign institutions
with a good understanding of the key
issues that have prevented many foreign
issuers from participating in China’s bond
market, such as accounting, law, regulation
and information disclosure, so as to form
an operating practice acceptable to both
domestic and foreign participants.
But we should also do the same for
foreign investors, attempting to understand the issues that prevent them from
participating in a market which may have
an unfamiliar credit rating and taxation
framework or have an underdeveloped
infrastructure. Only then we will be able to
find the right solutions that work for both
domestic and foreign market participants.
An alternative solution is for China to
learn from the experiences of developed markets and to promote an innovative opening
up strategy by establishing pilot markets. For
example, Japan has established a Pro-bond
market for matured domestic investors and
foreign investors. This market serves as a
“secure” segment of the bond market where
policymakers can conduct innovative policy
tests on a number of issues in a relatively
bold way. This includes, for instance,
lessening the requirement on information
disclosure, providing flexibility on accounting and auditing standards, and confining
the risks to the domain of professional
participants.
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DCM

Asia’s bond market has lost the rulebook
Volatility in Asian dollar bonds has put the focus on marketing tactics deployed by
banks, and in particular some Chinese securities houses, to win over investors —
tactics that are distorting price discovery and putting pressure on the secondary
market. Are standards falling in the region? Rashmi Kumar finds out.

B

ond bankers in Asia are worried.
Not only about the market turbulence that is slowing down their
underwriting business, but also
about market practices that have emerged
as a result of this rough patch.
Some in the industry are not mincing
words.
“The bond market has changed dramatically for the worse,” a head of debt capital
markets at the investment banking arm of
a Chinese bank told GlobalRMB in late June.
The distress stems from the practice of
some banks to offer rebates to institutional
investors to woo them into transactions
from Chinese borrowers. This discount is
different to the rebate offered to private
banks, which has been an accepted part
of the Asian bond market for many years
as long as it is disclosed in the offering
document. In contrast, a discount to institutional investors goes against the idea
of selling the notes at a fixed reoffer price
to investors until the bonds can be freely
traded in the aftermarket.
DCM heads at international and Chinese investment banks point their fingers
at Chinese securities houses, which are
understood to be the chief culprits in the
practice. One Greater China DCM head at
an international bank also reckons one or
two Wall Street firms have taken to offering
rebates to long-only funds.
One consequence of this is that bond
pricing in the primary market has become
distorted as some buy-side accounts have
an advantage over others.
Shorter term, the impact is that secondary market performance of many dollar
notes has been abysmal. In the long run,
the situation is causing DCM bankers,
investors and issuers to increasingly lose
their faith in the debt market.
“The practice of offering a rebate is just
horrible,” says a head of DCM for Greater
China. “We have had some large investors
come to us and say: ‘if XYZ bank is on the
deal, we refuse to place an order as we
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don’t know what the actual
WHO WERE THE LEADING BOOKRUNNERS FOR
CHINESE DOLLAR-DENOMINATED PROPERTY BONDS
pricing of the bond should
IN H1 2018?
be’. Price discovery is becom		
%
Deal value $ No. of
ing pointless and skewed and
Rank
Bookrunner parents (Proceeds) (m) deals share
the true yield of a bond is not
1
Haitong Securities
1,702.80
34
9.29
what is publically shown if
2
Guotai Junan Securities
1,347.35
34
7.35
say 60% of the investors in
3
Bank of China
1,342.94
19
7.32
the deal have a rebate.
4
HSBC
1,261.34
20 6.88
5
Goldman Sachs
1,246.96
10 6.80
“Some investors have also
6
UBS
952.30
18
5.19
gone to issuers and said ‘if
7
Deutsche Bank
806.04
15 4.40
you use this bank or secu8
China Citic Bank
741.02
14 4.04
rities house for your bond,
9
Morgan Stanley
663.25
11
3.62
then we refuse to participate
10
Standard Chartered Bank
546.44
10 2.98
11
CICC
533.76
9
2.91
in the deal’,” he adds.
12
China Everbright Bank
508.65
10
2.77
A few bankers reckon the
13
Industrial Bank
451.86
7 2.46
questionable practice has
14
Orient Securities (China)
447.72
10 2.44
gone mainstream since the
15
Credit Suisse
437.21
8
2.38
end of last year, with one
16
DBS
408.59
8
2.23
17
BNP Paribas
367.61
5 2.00
banker saying it may have
18
Citic Securities
358.57
5
1.96
been used under the radar
19
ICBC
334.91
5
1.83
as far back as two years ago.
20
VTB Capital
285.99
4
1.56
Yet another says it largely hit
SOURCE: DEALOGIC
the team’s screens only in
the past two months. While
of the deal without losing any money. But
opinions differ on the timeline, what is
the next bid will be lower than that, and
clear is that standards slipped when the
the bid after that lower still, which has
market turned competitive, but that amid
ultimately destroyed the market. It’s a
a bull market environment, the practises
vicious cycle.”
went largely unnoticed.
Two investors at international asset
managers contacted by GlobalRMB in late
June say they have stayed well away from
ON SHOW
suspicious transactions as they are more
Discount rates have ranged from 30bp to
long-term investors rather than punters
40bp, with some accounts demanding as
looking for short-term gains.
much as 1% of the deal’s face value, say
It is hard to pinpoint which transactions
bankers. The impact of this tactic has
offered a rebate and which did not recently,
been clearly reflected in the aftermarket
given that broader weakness in the fixed
performance of many dollar bonds sold by
income market in the past few months
Chinese issuers. In some cases, bonds have
has also contributed to bonds’ underperdropped by 50 cents to a point in the secformance.
ondary market immediately after pricing.
The DCM syndicate banker admits it’s
In other cases, bonds have continuously
tricky to prove which bonds were sold on
underperformed since pricing day.
the back of sweetheart deals between the
A DCM syndicate banker at the investsyndicators and investors. Finding out
ment banking arm of the Chinese bank
would require a thorough audit of all the
says: “If the bond was sold at par to the
deals, the investor orders and the prices
public and if I were an investor that got it
offered to each and every account. Anecdo25% cheaper, I will flip the bonds on the
first day, in which case I can still get out
tally, however, bankers reckon a number of

DCM
high yield Chinese bonds sold by property
developers were suspect, given their aftermarket performance.
Between January and end-June, 160
dollar bonds had been issued by Chinese
companies, worth a collective $87.65bn,
shows Dealogic. Of that, close to 60 trades
totalling around $18bn came from property
developers — nearly 50 of which were rated
high yield or were unrated.
As of July 6, of the total Chinese dollar
bonds, a large number of them were trading
under water in the secondary market,
which bankers say is due to a combination
of a weak market backdrop and shoddy
market practices.
The question now is whether the market
can wean itself away from these bad habits,
or whether the damage is irreversible.

THE BLAME GAME
“Some issuers know what’s going on but
don’t care and just want to do a deal,” says
a head of high yield at an international
house. “These are the new issuers who
are desperate for funding and don’t care
about the secondary market performance,
because if they don’t get the deal done,
then there is no secondary market for
them.
“But the sophisticated issuers care,” he
adds. “They don’t want to hurt the secondary performance of their notes especially
if they will come back again in a couple of
weeks.”
As for the banks, the head of high yield
reckons some firms — again referencing
some Chinese securities houses — are
desperate to do deals to inflate their league
table credits, especially if the bread and
butter of their business is debt focused.
“The other thing is that many of the
practitioners are rather green,” he adds.
“I’ve been in the industry for 20-plus years,
whereas some of the local houses only
blossomed in the last two years and don’t
have the same level of infrastructure and
compliance. There were mistakes made
by us too in previous cycles, but we have
things in place now to ensure nothing goes
wrong.”
Another senior banker pointed out that
due diligence standards are not the only
concern anymore — different standards
used by international banks versus securities for deal execution are also worrying,
be it around the reoffer price or consistent
book messages. While some rules are up for

HIGH YIELD CHINESE PROPERTY COMPANIES
STOLE THE DOLLAR SHOW IN THE FIRST HALF
interpretation, some very aggressive
		
Deal value
interpretations are being taken by
Issuer		
$ (Face) (m) Deal type
firms.
Easy Tactic
100 High yield
Country Garden Holdings
850 High yield
And then there are the investors.
Longfor Properties
800 Investment grade
The Greater China DCM head says
Tahoe Group Global
425 High yield
Golden Wheel Tiandi Holdings
200 High yield
he has had requests from some
CIFI Holdings (Group)
300 High yield
accounts for a rebate. The investors
China South City Holdings
250 High yield
Shimao Property Holdings
500 High yield
often demand the discount by citing a
Poly Real Estate Finance
500 Investment grade
similar deal they have been offered by
Greenland Global Investment
7000 High yield
Huaxin Pharmaceutical (HK)
150 High yield
another bank.
Modern Land (China)
350 High yield
“As a responsible officer, I simply
Tahoe Group Global
230 High yield
Yuzhou Properties
375 High yield
cannot sign off on that,” he says. “We
Agile Group Holdings
300 High yield
have had questions from our manageLogan Property Holdings
250 High yield
Fantasia Holdings Group
350 High yield
ment about why some peers are doing
Agile Group Holdings
100 High yield
much better in this market. And we
Xinyuan Real Estate
200 High yield
Yango Justice International
200 High yield
ask them: do you want us to follow
Ease Trade Global
350 Investment grade
their practices? If I suggest something
Agile Group Holdings
100 High yield
Huaxin Pharmaceutical (HK)
56 High yield
like that, I can be fired on the spot.
Westwood Group Holdings
1,200 Investment grade
You have to have some standards.”
Powerlong Real Estate Holdings
350 High yield
China SCE Property Holdings
600 High yield
Bankers also point to the fact
Landsea Green Group
150 High yield
that there are plenty of questions
Vanke Real Estate (HK)
971 Investment grade
CIFI Holdings (Group)
500 High yield
around whether offering discounts
Yango (Cayman) Investment
110 High yield
to institutional investors is actually
Jingrui Holdings
350 High yield
Yuexiu REIT MTN
400 Investment grade
legal. For the most part, they are hazy
Yanlord Land (HK)
350 High yield
on whether this amounts to an illegal
Easy Tactic
600 High yield
New Metro Global
300 High yield
action, but say it has clear signs of
Logan Property Holdings
300 High yield
market manipulation.
CIFI Holdings (Group)
300 High yield
Ease Trade Global
150 Investment grade
According to the Code of Conduct
China Aoyuan Property Group
200 High yield
published by Hong Kong’s Securities
Hydoo International Holding
25.893 High yield
Fantasia Holdings Group
150 High yield
and Futures Commission (SFC), when
Yuzhou Properties
200 High yield
a licensed or registered person and/
New Metro Global
300 High yield
China South City Holdings
150 High yield
or any of its associates explicitly
Vanke Real Estate (HK)
650 Investment grade
receives monetary benefits from a
Logan Property Holdings
100 High yield
New Metro Global
200 High yield
product issuer (directly or indirectly),
China Overseas Grand Oceans
500 Investment grade
it should be disclosed as a percentage
Finance IV (Cayman)
China South City Holdings
100 High yield
ceiling of the investment amount or
Guorui Properties
100 High yield
the dollar equivalent.
Tahoe Group Global
100 High yield
Landsea Green Group
50 High yield
In cases of non-explicit remuneraEasy Tactic Ltd
200 High yield
tion arrangement, disclosures around
China Aoyuan Property Group
225 High yield
New Metro Global
200 High yield
the benefits from the origination and
Greenland Global Investment
250 High yield
distribution of the product should be
Zhenro Properties Group
250 High yield
CFLD (Cayman) Investment
200 High yield
made.
SOURCE: DEALOGIC (FIGURES FROM JANUARY TO JUNE 2018)
The head of high yield is clear on
one point: that banks simply cannot
to put a stop to it. The reason? Investors
sell the same bond at different prices to
will start counting on the rebate.
different accounts.
“Once you’ve used the practice with some
“Standards tend to slip in a very cominvestors, they will ask the rebate the next
petitive environment,” he says. “When we
time too. They will say: ‘Oh, where’s my dislook at some old deals that were 10 times
count?’ and then it becomes very difficult to
covered, but went down by 50 points in the
sell bonds properly.
secondary, we think something was wrong.
The DCM syndicate banker at the Chinese
It’s key to check the legality of it.”
investment bank adds: “Lots of bankers
The SFC declined to comment on the
have lots of short-term goals these days,
matter.
with getting a bonus and meeting their
So where does the market go from here?
P&L. They don’t care if their deals reprice
The Greater China DCM head at the international bank says once a bank starts this
the sector, so long as the deal is done. It’s
process of discounted deals, it can be hard
the worst thing that can happen.”
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GREEN BONDS

Green Giant
China’s green bond market has quickly become one of the largest in the world.
But a big part of the market still does not meet international standards.
Matthew Thomas reports.

S

ince the People’s Bank of China
(PBoC) published guidelines on
green bond issuance in December 2015, China’s domestic
green bond market has quickly become
one of the biggest in the world. With
Rmb248.6bn ($37.1bn) of such issuance
in 2017, China was second only to the
United States, home to $42.4bn of green
deals, according to data compiled by the
Climate Bonds Initiative (CBI).
International issuance is still small
but it is picking up. Chinese issuers
raised $6.4bn from dollar, euro or yen
green bonds in 2017, and had already
sold $4.8bn by the middle of August this
year, according to data from Dealogic.
They are also experimenting with
novel structures: Bank of China sold a
dollar-denominated green covered bond
in 2016, and Industrial and Commercial
Bank of China sold a euro and dollar
‘One Belt One Road Green Climate Bond’
last year.
Still, the domestic market remains the
centre of attention, benefitting in large
part from the focus on climate policy by
Chinese president Xi Jinping, who has
repeatedly stressed the need to tackle
pollution and protect the environment.
“China has grown to be one of the
most important green bond markets in
the world,” says Venn Saltirov, a credit
analyst at BlackRock. “On the back
of the country’s focus on greening its
economy and taking a very supportive
regulatory stance, the growth of the Chinese green bond market has continued.”
There have been numerous regulatory initiatives. The PBoC, the National
Development and Reform Commission
and the Shenzhen and Shanghai stock
exchanges have all released guidelines
on green bond issuance. The PBoC has
joined the Network for Greening the
Financial System, an eight-member
group of central banks and regulators
that was set up at the end of 2017.
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China’s central securities depository has
teamed up with China Industrial Bank
to launch a green bond index, which
the bank is now offering to its clients
through an index tracker fund.
There have even been efforts to
develop a retail green bond market.
China Development Bank targeted individual investors through bank counters
and online with Rmb600m of bonds in
late 2017 as part of a Rmb5bn deal.

China has grown to
be one of the most
important green bond
markets in the world.
– Venn Saltirov, credit
analyst at BlackRock

But despite the obvious progress the
market has made, there is still some
debate about what exactly should qualify
as green in China’s market.
Of the total Rmb248.6bn of green
bonds sold by Chinese issuers last year,
the CBI notes that Rmb154.3bn aligned
with international standards whereas
the remaining Rmb94.3bn, representing
38% of the total, ran afoul of international guidelines.
Most controversially, clean coal
projects can qualify for green bonds in
China, but local regulators are also less
stringent when it comes to the use of the
funds, allowing up to 50% of the proceeds of a green bond to be used for
debt repayments or working capital,
rather than for funding a specific green
project.

Bankers are keen to put these deals into
perspective, pointing to the wider development of the green bond market.
“The vast majority of Chinese green
bonds are still classified as green by
international standards, aside from
certain use of proceeds such as clean coal
bonds,” says Herry Cho, head of sustainable finance in Asia Pacific at ING. “And the
moment Chinese issuers go overseas for
green financing, they usually abide by the
international standards.”
Work has also been done to harmonise
China’s green bond standards with those
overseas. The PBoC and the European
Investment Bank published a white paper
in November 2017 calling for stronger
links between the two markets. But
for now, China’s green bond market is
a darker shade of green than those in
Europe and the US.

MORE TO COME
Green bonds do not appear to offer
Chinese issuers much of a funding cost
benefit in the domestic market, reflecting the situation overseas. When the CBI
compared 90 green bonds to deals with an
equivalent maturity and rating, it found
that 55 paid more than vanilla deals and
35 paid less.
But funding cost is only one consideration for issuers. Market participants say
that Chinese issuers selling these deals
will be able to diversify their investor base, and attract foreign investors
through Bond Connect and other market
access schemes. Green bond issuance also
gives banks and corporations a way of
aligning their issuance plans with a policy
direction that comes from the very top.
“In light of the clear and coordinated
government direction and regulations,
the sizeable domestic investor base and
significant investment needs, we are very
optimistic about the growth of the Chinese
green bond market,” says BlackRock’s
Saltirov.

◼

SILK ROAD BONDS

The road less travelled
There have been numerous attempts to kickstart a Belt and Road bond market. But
bankers are confused what that means in practice – and investors are unsure why
they should care, writes Matthew Thomas.

W

hen Bank of China raised
about $4bn from a Belt and
Road bond in the middle of
2015, bankers hailed the
issuer as a “pioneer”. The fund-raising
was certainly a difficult undertaking,
combining deals in four different currencies, requiring the coordination of five
issuing entities and offering investors 10
separate tranches. But what exactly did
the issuer pioneer?
The Belt and Road bond market, also
known as the Silk Road bond market,
has shown some signs of life since then.
China Development Bank, Maybank and
even the Republic of Maldives have sold
bonds with a Silk Road label. By June, the
Shanghai Stock Exchange had approved
14 Belt and Road bonds in the domestic
market, worth a combined Rmb80bn
($11.56bn).
But each deal has left market participants scratching their heads. What
exactly is a Belt and Road bond? Aside
from the label and marketing hype, how
does it differ from any other deal by a
Chinese issuer? How important is the use
of proceeds? What exactly is a Belt and
Road project anyway?
Neither bankers nor investors appear
to know the answers to these questions,
at least not yet. When GlobalRMB asks
one China DCM head how much potential there is for the Belt and Road bond
market he shakes his head and laughs.
“Does that answer your question?” he
says.
“It doesn’t really mean much at the
moment. There is no certification like
you get in the green bond market and
no guarantee that funds are being used
along the Belt and Road. Investors don’t
treat these deals any differently than
they would a deal without the label.”
Part of the problem is that the Belt and
Road Initiative (BRI) itself is ill-defined. The BRI is split between the ‘21st
Century Maritime Silk Road’, which is a

sea route covering South and Southeast
Asia, the Middle East and parts of Africa,
and the ‘Silk Road Economic Belt’, a land
corridor that cuts through Central Asia to
Europe.

It doesn’t really
mean much at the
moment. There is
no certification like
you get in the green
bond market and
no guarantee that
funds are being used
along the Belt and
Road. Investors don’t
treat these deals any
differently than they
would a deal without
the label.
– a China DCM head

The initiative has suffered not only
from being over-ambitious in targeting
nearly the entire globe, but also from the
fact that most of the funding so far has
come from Chinese development banks.
That has reduced the transparency of
lending done around the initiative and
limited the scope for the public capital
markets to serve their purpose.
“There’s a lot of marketing hype
around the concept and having the label
helps to appeal to certain institutions

that need to be seen to be supporting
the Belt and Road Initiative,” says Adam
McCabe, head of Asian fixed income at
Aberdeen Standard Investments. “But
any project that’s helping to finance a
Chinese development around the world
could be classified as a Belt and Road-related bond.”
There has been some effort to clarify
the matter. In March, the Shanghai and
Shenzhen stock exchanges issued guidelines for Belt and Road Panda bonds,
saying issuers must allocate 70% of the
proceeds of their deals to BRI projects
and forcing them to make clear in their
prospectuses which projects would benefit from the funds.
But even though the rules went some
way to defining the ‘bond’ part of Belt
and Road bonds, they did little to address
the wider confusion around the term.
“If I am building a power plant in
Pakistan, is that a Belt and Road project?
It can be, or it can just be considered
a local project,” Ivan Chung, head
of Greater China credit research and
analysis at Moody’s, told GlobalRMB at
the time. “Belt and Road is a very broad
and vague concept, and I don’t think the
guidelines provide a lot of details about
the scope of BRI.”
None of this is likely to put a stop
to Belt and Road bonds any time soon.
Although bankers and investors may not
see the purpose of these deals, they do at
least offer a clear — and relatively painless — opportunity for issuers to show
their commitment to an initiative that
was launched by president Xi Jinping in
2013 and which has since become a key
plank of Chinese foreign policy.
“The only reason Chinese issuers will
sell Belt and Road bonds is to show the
government ‘we’re doing what you want
us to do’,” says the China DCM head.
“There is no other benefit.”
For many issuers, that may be benefit
enough.
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The rise of Panda bonds
Chinese credit rating agency China Chengxin Credit Rating Group (CCX) discusses
the potential for foreign issuers in the domestic renminbi market – and addresses
some of the key questions it faces from foreign investors.
The Panda market has been on a fast
track of development since 2015. How has
CCX adapted to shifts in the market and
reached its leadership position?
As a leading credit rating agency in China
for the past 26 years, CCX has maintained
the largest market share in the domestic
capital markets, as well as achieving a
dominant position in structured products
and Panda bonds. The track record gives
CCX a profound understanding of the
domestic capital market.
CCX has been a pioneer of the Panda
market in both innovating its rating methodologies as well as keeping close track
of the evolution of the Panda market. By
the end of 2017, CCX had rated 42 out of
54 publicly-issued Pandas1, a 77.8% of
the market share. CCX has won mandates
for the sovereign deals by Republic of
Korea and Republic of Poland, financial
institution deals by HSBC and National
Bank of Canada, overseas non-financial
enterprise deals by China Merchants
(Hong Kong) and Veolia Environment,
and the first Panda bond under the Bond
Connect issued by Maybank. In addition,
CCX jointly launched the first ever special
report on Panda bonds written jointly with
the Asia Securities Industry & Financial Markets Association, King & Wood
Mallesons and Standard Chartered.
As an important witness to the development of Panda market, what does CCX see
as the key difficulties in the issuance of
Panda bonds?
The Panda market aims to attract high
quality international issuers, but it has to
be understood that it is, in some ways, still
in a pilot phase. Thus the issuance review
still operates on a “case by case” principle.
This is due to the lack of an overarching
regulation framework, which leaves the
Panda market subject to changing policies
1

to a large degree. In addition, a series of
issues – for example, strict regulation
on the use of proceeds, limitations on
accounting and auditing standards, high
requirement on credit standing of issuers
– have not been addressed significantly.
However, given the unwavering
commitment of the Chinese regulatory
authorities to fully liberalise the renminbi

CCX has been a
pioneer of the Panda
market in both
innovating its rating
methodologies as well
as keeping close track
of the evolution of the
Panda market.
capital markets and internationalise the
renminbi, it is reasonable to expect that
the many obstacles and technical hurdles
that have stood in the way of progressively
higher levels of Panda bond issuance
will soon be overcome. Green shoots have
already emerged in the Panda market, for
example a policy guidance on the issuance
of Panda bonds is expected to be introduced in 2018, which will be conducive to
a better regulated market.
In CCX’s view, what will be the impetus to
the sustainable growth of the Panda bond
market, and what are the factors behind its
continued appeal for international issuers?
The Panda market has witnessed some
ups and downs since 2015, primarily as

Excluding the Pandas which are exempted from credit ratings
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a result of short-term changes in regulation and interest rates. However, in
the long run, the internationalisation of
renminbi, together with the promotion
of the Belt and Road Initiative (BRI),
will continuously support demand for
renminbi funding. This trend will ultimately underpin the development of the
Panda market. In addition, there have
been stronger efforts made to improve the
domestic financial infrastructure, and the
renminbi capital markets have been further opened up, as signalled by the launch
of Bond Connect. The different initiatives
ultimately result in international players
having increasingly easier access to the
Chinese capital market.
In practice, the use of Panda bonds
could better suit issuers by providing a
long-term channel to address renminbi
financing demands, at the same time as
providing them with a reliable channel
to access the world’s second largest bond
market and investor base.

CHINESE VOICE ON THE
INTERNATIONAL MARKET
Along with the development and opening
up of the onshore Chinese bond market,
Chinese institutions have increasingly
contributed to the international bond
markets. What has driven this trend and
what developments can we expect from this
market segment?
The international bond markets are seeing
a growing number of Chinese players,
whether as issuers, investors, or intermediaries. Given the increasing financing
needs of Chinese corporates and the
favorable market conditions in the international capital markets, more Chinese
issuers than ever have tapped the offshore
bond markets in recent years, becoming
key participants in the market. The Asia
ex-Japan bond market has seen issuance

SPONSORED STATEMENT
volume increase dramatically since 2011,
from $90.6bn to $340.5bn in 2017.
Chinese corporates issued $222.2bn
in the offshore bond markets in 2017, or
65.3% of the total issuance, compared to
just 32.8% in 2011. Chinese investment
banks have also made progress in the
offshore bond market given the growing
number of Chinese issuers. According to
league tables, Chinese investment banks
took part in around 29% of offshore bond
deals in 2017, up from 24% in 2016.
As the first and largest Chinese rating
agency, CCX established its Hong Kong
subsidiary CCXAP in 2010 and received
a Type 10 License (Providing Credit
Rating Services) from the Hong Kong
Securities and Futures Commission in
2012, becoming the first credit rating
company from the Mainland operating in
the international market. With its deep
understanding of Chinese industries and
rich experiences in rating, CCXAP acts
as a bridge between Chinese issuers and
international investors, providing credit
ratings services to Chinese issuers looking
to issue offshore bonds and helping
international investors get a better understanding of Chinese issuers and assess the
creditworthiness of their bonds. Given the
growing participation of Chinese players
in the global capital markets, we expect
their voice to become more important,
for example, in risk-pricing based on the
credit quality analysis by Chinese rating
agencies.
How does CCX view the credit quality of
two key types of Chinese issuers in the
international bond markets, LGFVs and
property developers?
A Local Government Financing Vehicle
(LGFV) is a structure unique to China, as
it is set up by local governments to raise
funds primarily to invest in infrastructure
construction projects. CCX’s credit analysis
of LGFVs could be very different from
that of state-owned enterprises (SOEs) by
considering the position of LGFVs based on
which type of economic need they service
(for example, whether the projects are
important to local economy and public
welfare). Since the local government debt
audit of 2015, the Chinese central government has emphasised the importance of
the rectification of indebtedness management by local governments and the need

for improvement in market standards
for local government debt. However, CCX
believes that systemic defaults will be less
likely in the near future and that there is
limited contagion risk.
That being said, it is still difficult for
LGFVs to complete their business transition to becoming local SOEs as long as
there is significant divergence in the credit
quality of LGFVs from different regions.
As for the Chinese property market, CCX
believes that it has important implications

As the first and largest
Chinese rating agency,
CCX established its
Hong Kong subsidiary
CCXAP in 2010 and
received a Type 10
License (Providing
Credit Rating Services)
from the Hong Kong
Securities and Futures
Commission in 2012,
becoming the first
credit rating company
from the Mainland
operating in the
international market.

for economic growth, which sets China
apart from most of the developed economies. China’s real estate sector accounted
for about 6.5% of China’s GDP in 2016
and 2017, and is closely linked to various
sectors such as commercial banks, home
buyers, upstream and downstream sectors.
In the long run, the growth of China’s
property market will be underpinned by
an urbanisation trend and rising household income. In the short run, given the
tightening of regulatory measures and
the slowdown in sales growth, market
consolidation will continue with larger

developers outperforming smaller ones. In
2017, the market share of the top 10 and
top 20 developers increased to 24.1% and
32.5%, up from 18.7% and 25.2% in 2016,
respectively.
In CCX’s view, Chinese issuers such
as LGFVs and property developers have
distinct features when compared to international peers. CCX can provide insightful
rating opinions on the creditworthiness of
Chinese issuers, given its long history in
the credit rating industry and deep understanding of credit markets as a leading
credit rating agency in China.
What do you think are the major opportunities of domestic rating agencies as a
result of the advancement of the Belt and
Road Initiative?
The BRI provides Chinese rating agencies
with unprecedented opportunities to enter
the international market.
The overall risk of countries along the
BRI is on the high side, but that does not
mean that there is a lack of investment
opportunities. For a long time, the sovereign ratings of most countries along the
Belt and Road have been below investment
grade under the rating frameworks of the
Big Three rating agencies, thus limiting
the ability of local institutions to access
the international financial markets and
concealing their investment value.
The Chinese rating agencies could
actively establish a rating framework
based on the BRI to provide credit ratings
or evaluation services for countries,
agencies and projects along the route.
At the same time, given the accelerating
pace of Chinese enterprises and Chinese
investments going global, Chinese rating
agencies could provide full risk assessment services for investment projects
along the BRI, and they would play an
important role in country risk assessment,
industry risk assessment, and investment
strength assessment.

◼
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CHINA ABS

Foreign names seek
deals in comfort zone
Supply of asset-backed securities (ABS) is growing in China. But most international
banks, investors and originators are sticking to the segment of the market they know
best — auto loan ABS. To get these foreign players out of their comfort zone, China
needs to introduce more diversity in the market, bankers say. Noah Sin reports.

C

hina’s securitization market is
booming.
ABS issuance hit Rmb1.47tr
($217.2bn) in 2017, up from just
Rmb28.14bn in 2012, according to a report
that Moody’s published in April. There were
Rmb1.85tr of outstanding ABS notes at the
end of last year, compared with Rmb32.1bn
five years earlier. The market will continue
to expand in the coming years, and it will
be an increasingly important driver for
economic growth, according to analysts at
the credit rating agency.
Growth at this rate would have seemed
inconceivable just two decades ago, says
Alexander Batchvarov, head of international structured finance research at Bank
of America Merrill Lynch.
“When I visited China and Asia for the
first time on business in 1998, I thought we
were never going to see an ABS market in
this region,” the London-based banker tells
GlobalRMB. “Loan-to-deposit ratios were as
low as 30%. Banks were happy to lend very
cheaply.”
Typically, banks’ lending criteria become
stricter when this ratio hits 80%, says
Batchvarov. Yet in China, the path to
development took another twist: according to the Nomura Research Institute, the
global financial crisis – which originated in
the securitization market – prompted the
central bank to halt a pilot ABS programme
which had been running since 2005. It
was not until 2012 that the market took off
again.
The restart was inevitable, Batchvarov
says, because the asset class is a necessary
component of China’s capital market toolkit
as the economy shifts from an export-led to
a consumption-led model.
“You cannot do that without more
supply of credit domestically, and it can’t
all be done by banks,” he says. “Chinese
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authorities want to continue the lending
cautiously without indefinitely expanding
banks’ balance sheet. ABS can help them to
do that.”

COMFORT ZONE
For international banks, however, the opportunities within this market are limited,
with the result that they are largely confined to doing auto loan ABS, leaving the
rest of the field to the Chinese banks.
To begin with, these international lenders have a small market share in China,
partly because of the restrictions on foreign
majority ownership in financial institutions, which China only began to dismantle
recently. Their one clear advantage lies
with serving foreign players in this market.
Their challenge is most obvious with
ABS underwriting. In the past 12 months,
Standard Chartered (China) was the biggest
foreign underwriter, closing Rmb6.8bn of
deals, Wind data shows. But the bank only
ranks 38th in the underwriter league table,
with a tiny market share of 0.41%. China
Merchants Securities (CMS), the market
leader, sold Rmb253.6bn of ABS or 15.29%
of all deals.
Foreign banks performed much better
in auto ABS underwriting in the same
period. The Rmb6.8bn of deals managed by
StanChart were all auto ABS, but that was
enough to give it a 6.23% market share.
The bank still ranks behind CMS, but this
time it is in fifth place in the league table,
just ahead of state-owned China Merchants
Bank.
As Chinese consumers grow richer,
demand for cars, including foreign ones, is
increasing. The onshore subsidiaries and
joint ventures of foreign carmakers, from
BMW and Hyundai to Mercedes-Benz and
Volkswagen, have readily available cashflows on their books.

Alexander Batchvarov, head of international
structured finance research, Bank of
America Merrill Lynch

“That’s mainly being driven by the wider
economic backdrop,” says one China DCM
head at a Japanese bank. “More and more
Chinese consumers are borrowing to purchase new cars.”
The market is promising. S&P estimates
that auto ABS accounts for 10%-15% of
annual funding needs in the auto finance
sector, compared with 18% in the US.
The downside is that auto loans represent only a small part of the overall ABS
market.
Of the Rmb2tr in outstanding ABS notes
in China as of August 21, only 4% are auto
loan ABS notes, according to Wind. Residential mortgage-backed securities (RMBS)
is largest piece of the market, with a share
of 22.90%, followed by ABS with accounts
receivables and micro loans as underlying,
which make up 13% and 11% of all ABS
outstanding.
The DCM banker argues that international banks are smart to stick with auto
ABS, even if in reality they have little
choice in the matter.

CHINA ABS
WHY BOTHER WITH ABS?
Before and after ABS deals come to the
market, originators have to pay up.
ABS deal-making is expensive, from
structuring the deal to servicing the
pool of assets throughout the lifetime of
the transaction.
Fortunately for originators, there are
ways to get around these roadblocks,
says BNP’s Lai.
“The way you amortise the expenses
and achieve a lower all-in cost is by

“I notice that there is growth in other
asset classes, such as RMBS, but we are
staying in auto loans for very strategic
reasons,” he says. “These assets have a lot
of commonality with auto loans overseas.
People have to make 20% down-payments.
We consider them very conservative assets.
We are comfortable with our business
model.”

BUY-SIDE WOES
Similarly, foreign investors are attracted
to autos because they are familiar with
the originators, say bankers. The launch
of Bond Connect in July 2017, which made
access to onshore fixed income easier, has
spurred interest in ABS among offshore
investors, says the DCM banker.
“Because of Bond Connect, people are
increasingly looking at this asset class,”
he says. “We have had conversations with
various offshore investors, from banks to
asset managers, about investing in this
market.”
But foreign investors represent a relatively small portion of the buyers of these
products. Less than 10% of Ford Automotive Finance (China)’s Rmb4bn offer last
August, the first foreign ABS sold through
the bond link, was taken by offshore
accounts.
On average, other foreign auto names
fare no better than Ford in the ABS market.
But taking into account only Bond Connect
flows may underplay the level of foreign
participation, according to Andy Lai, head
of securitization for Asia Pacific at BNP
Paribas.
“The level of offshore investor involvement is not massive, they take less than
about 10% of the deal size,” he says. “But
if you count the onshore subsidiaries of

making the deal bigger,” he says. “You
will also get better publicity if you
manage to close a jumbo deal.”
SAIC-GMAC Automotive Finance,
General Motors’ joint venture in China,
did just that in June, sealing a Rmb10bn
deal. ABS can also offer value for money
when borrowers come to the market
repeatedly, according to S&P’s Lei. Most
of the foreign names sell more than one
auto ABS deal per year in China.

offshore investors, then their share could
be between 20% and 40%.”
The onshore arms of foreign banks often
provide support for foreign name originations. For instance, Japanese banks are
keen investors of ABS sold by Japanese car
manufacturers, as shown by the Rmb4.5bn
trade originated by Dongfeng Nissan Auto
Finance in July.
Foreign buyers should not be blamed
for their narrow scope. That responsibility
falls squarely on the supply side, Batchvarov argues.
“In China, the majority of ABS transactions only have senior tranches,” he says.
“We need to see the development of mezzanine tranches. In most other markets,
you would have banks buying the senior
tranches, and asset managers taking the
lower tranches.”
Aaron Lei, senior director for structured
finance ratings at S&P, makes a similar
observation. International experience
shows that a more diverse market, in terms
of credit quality, can entice a broader base
of investors.
“In global securitization markets,
weaker issuers or riskier assets are typically associated with higher credit spreads
in their notes than those with better risk
profiles, hence creating differentiation of
notes pricing,” he says. “In China, as most
securitization issuers are industry leaders
and collateralized assets are prime ones,
such price differentiation is naturally
limited.”
Batchvarov reckons foreign investors’
critical approach to investing, in particular, will be a valuable addition to the
Chinese market.
“They would also look at how the
underlying assets are different in China

Besides, other financing channels are
not always less expensive if you take
a closer look at the hidden costs, as
BAML’s Batchvarov points out.
“If you do a bilateral bank loan, for
instance, there is a commitment fee
paid to the bank,” he says. “Also, the
company is the entity that is legally
obliged to repay. While in securitization
there is no recourse of the bondholders
to the issuer.”
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from other jurisdictions,” he says. “They
would ask: what are the pros and cons of
buying these ABS in China relative to other
geographies?”

UNDERLYING LESSONS
Regulators, too, need to consider case studies from other markets, as they prepare
to allow more credit differentiation in the
market while ensuring that systemic risk is
contained, in accordance with the policies
of president Xi Jinping.
The key to pulling off this balancing act
is to keep an eye on what really matters
in securitization, the underlying assets,
Batchvarov argues.
“People tend to focus on the regulation
of the securitization product itself, but
this is incorrect,” he says. “ABS is just an
instrument. Regulators, who want to control risk, are not focused only on that. They
are interested in controlling the lending
criteria — what determines the quality of
the asset.”
This is a fundamental principle that US
bankers, investors and regulators chose to
forget in the run-up to the subprime mortgage crisis that spawned a global recession
in 2008.
Chinese regulators should learn this
lesson and keep their eyes on the ball, says
Lei.
“We have to bear in mind that the products really affected during 2008 and 2009
period were mostly related to subprime
mortgages,” he says. “The market learned
in a hard way that no structuring techniques could fully compensate the risk
of irresponsible lending, and proper
loan underwriting and risk pricing
should be key considerations for deal
investment.”

◼
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CHINA EQUITIES

Index inclusion gives impetus to
investment in China’s A-shares
When MSCI finally included the first batch of A-shares in its emerging markets
index in June, it pushed a broad range of international investors to dip their toes
in Chinese stocks for the first time. But as speculative retail flows continue to
dominate the market, some are turning to opportunities outside the benchmark.

T

here were smiles all round at the
Shanghai Stock Exchange on May
31 when Henry Fernandez, CEO
of MSCI, made a trip to the city to
mark the official inclusion of A-shares in
the MSCI emerging markets index.
China had plenty to celebrate. After three
failed attempts in as many years prior to
2018, these Chinese stocks had finally made
it into a benchmark that, as of last December, is tracked by $1.9tr of funds, according
to the index provider’s data. On the day
Fernandez visited, the Shanghai Composite
Index (SHCOMP) closed at 3095.47 points, up
1.78% from the previous session, according
to the exchange.
But less than a month later, the market
was suddenly in retreat.
On June 18 the US president, Donald
Trump, threatened to put tariffs on $200bn
of Chinese goods – news which wiped 6%
off the Shanghai index the next trading day.
A week later the stocks hit bear territory –
losing 20% in value for the year to date – as
Beijing and Washington raised the stakes in
the trade war.
The events of 2015, when Chinese stocks
last went into a free fall, loomed large. To
make matters worse, the White House is now
occupied by a far less predictable master than
three years ago.

SEA CHANGE
Until recently, relatively few international
investors would have worried about these
twists and turns in Chinese equities. Offshore
investors held Rmb1.17tr ($174.8bn) of
onshore equities last December, up substantially from Rmb700.2bn at the beginning of
2017, according to the latest annual report of
the People’s Bank of China. But the amount
is minuscule compared to the overall Chinese
market, which was worth Rmb56.7tr in
December 2017, Wind data shows.
The MSCI inclusion is set to change this.
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Laura Wang, equity strategist, Morgan
Stanley

Foreign investors
are more interested
in stocks with strong
fundamentals.
Only 226 A-shares are included this year,
among them, liquor-maker Kweichow Moutai
and state-owned lender Bank of China, but
Laura Wang, equity strategist at Morgan
Stanley, believes full inclusion could happen
within a decade, bringing $60bn-$70bn of
inflows from passive investors alone.
Turnover on the northbound channels to
the Shanghai and Shenzhen stock markets
more than doubled to Rmb227.9bn and
Rmb183.7bn respectively in July, from
Rmb101.1bn and Rmb73.3bn at this point
last year, according to data from Hong Kong
Exchanges and Clearing (HKEX).
“The active momentum will be even
stronger,” Wang tells GlobalRMB.

China is also widening the investor base for
A-shares beyond local investors. The China
Securities Regulatory Commission (CSRC)
proposed new rules on July 8 to allow expatriates in China, as well as overseas-based
employees of A-share listed companies whose
incentive schemes include stocks, to tap the
market.
As global investors increase the weightings
of Chinese stocks in their portfolios, how will
they navigate the Wild West onshore market?
Wang reckons most investors will stick to
what they know best, namely the blue chips.
“Foreign investors are more interested in
stocks with strong fundamentals,” she says.
“We have been recommending investors to
identify the industry leaders in this market.
If you look at northbound flows under Stock
Connect, it’s quite clear that most of the flows
are going into these stocks.”
International investors like to buy blue
chips because they are more predictable, and
in that sense, more like their global peers,
says Vincent Chan, head of China equity
research at Credit Suisse.
“In terms of valuation, these large caps
are trading more and more like global stocks,
with their valuation based more on earnings,
because they are getting more institutional
flows,” he says.
But blue chips are not for everyone. John
Lin, China portfolio manager at AllianceBernstein, likes stocks that are not yet on the
radar of global managers.
“This is an opportunity for global funds to
enter the mid- to small-caps space,” he says.
“We could buy names which most investors
in Europe wouldn’t have even heard of.
You can have a sizable asset return above
and beyond the benchmark, and that is [an
opportunity] that international investors
recognise.”
Not that Lin has anything against the
bigger names. In recent years, he has held
a couple of blue chips that make baijiu, or

CHINA EQUITIES
Chinese institutional investors behave more
or less the same as the retail guys. This is a
playground for active fund managers.”

HONG KONG ANGLE

Vincent Chan, head of China equity research,
Credit Suisse

In terms of valuation,
these large caps are
trading more and
more like global
stocks, with their
valuation based more
on earnings, because
they are getting more
institutional flows.

white liquor, China’s favourite spirit and
a popular gift, to capture the industry’s
rebound from the anti-corruption crackdown
in 2013. But his focus is shifting as these
large caps reach a high valuation and become
more widely owned by institutional investors.
“Mid- to low-end white liquor-makers
are now seeing the benefits of the industry
recovery, with a lag to the premium brands,”
he says. “Smaller-cap names such as Beijing
Shunxin Agriculture, which makes a low-end
but popular white liquor, or Anhui Kouzi Distillery, another regional white liquor-maker,
have very solid revenues and earnings growth
trends that have been under-appreciated by
the market.”
The Chinese market is particularly
attractive to active managers because of its
unsophisticated investor base, says Hong
Hao, head of research at Bank of Communications International, who notes that almost
70% of onshore accounts are retail.
“Market sentiments are very fickle,” he
says. “Because of the large retail presence,

There is a way for foreign investors to buy
Chinese names without exposing themselves
to the rollercoaster ride of the Shanghai and
Shenzhen markets. Some of these companies
are, in fact, dual-listed in China and Hong
Kong, and their offshore shares, known as
H-shares, are often cheaper – to be precise,
20% cheaper as of June, according to Hong.
The higher valuation of A-shares is a
reflection of the abundance of liquidity in
the onshore market, which occurs because of
capital controls, says Credit Suisse’s Chan.
“There is too much money in China
because people don’t have many channels
to invest,” he says. “You won’t find many
mainland investors in London or the US
market, and only a portion of the pool are in
Hong Kong.”
Wang also attributes the A-share premium
to capital controls but notes that dual-listed
companies form only a small portion of the
onshore market. As of late July, there are 142
constituents in the Hang Seng Stock Connect
China AH Index, which includes all companies simultaneously traded in A-share and
H-share markets: to put that in context, there
are 1,479 listed stocks in Shanghai alone.
The picture also looks different when the
whole of the Chinese market is taken into
account.
“Currently, A-shares are actually trading at
par or marginally cheaper than the offshore
market if we compare the 12-month forward
price-to-earnings of the two markets,” she
says.

TOUGH QUESTIONS
Nevertheless, the underlying cause of the
A-H spread – that local investors have
nowhere to put their cash, pushing up prices
– highlights the macro challenges facing
foreign investors. Lin believes they should
ask three key questions before committing
to this market: “Do I trust the government
on capital control? Do I trust the company on
corporate governance? Do I trust the economy – that it wouldn’t get into a downturn?”
For Hong, the danger around the corner is
the rising rate of defaults.
Chinese companies defaulted on Rmb54bn
of bonds between January and the middle of
August this year, compared with Rmb21.7bn
in the same period last year, Wind data
shows. Meanwhile, Moody’s research shows

John Lin, China portfolio manager,
AllianceBernstein

This is an opportunity
for global funds to
enter the mid to small
cap space. We could
buy names which most
investors in Europe
wouldn’t have even
heard of.
that Rmb2tr of corporate bonds were due to
be refinanced as of March 2018.
The latest additions to this list include a
bond issued by Leshi Internet Information
and Technology Corp, the debt-saddled
internet company whose assets were frozen,
along with its founder’s personal assets, by
a court in Shanghai last year, according to
state media.
Growing risks in the bond market could
shake equities unless Chinese companies
find new ways to refinance outstanding
debt. “We have a wave of corporate defaults,
including some by very well-respected
companies of substantial size,” he says. “The
macro risk is very high.”
Chan also sees defaults as an imminent
threat. But for him, the biggest uncertainty
comes not from refinancing pressures, but
regulators’ willingness to let companies
default in the first place.
“We don’t know how far the government
will go,” he says. “Will it stop with the
private companies? Will the state-owned
enterprises or local government financing
vehicles default? These are the kind of
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questions that could create shocks in the
market.”

FREE FLOW
While regulators still have more work to do in
addressing these concerns, they have come
a long way from just three years ago, when
China first launched Stock Connect, a scheme
that allows international investors to tap
onshore stocks with accounts in Hong Kong.
Even though China put a cap on the daily
trading volumes on the equity link, it has
not locked up Stock Connect investors’ cash
or halted trading when the market looked
bearish. In fact, the PBoC did the opposite in
May, raising the cap on net daily purchases
on Stock Connect to Rmb52bn from Rmb13bn
for northbound and to Rmb42bn from
Rmb10.5bn for southbound.
This careful management of Stock Connect
was what clinched it for A-shares regarding
MSCI inclusion, says Lin.
“That Stock Connect has been untouched
by the authorities shows that capital control
is not a big concern,” he says. “Even in the
midst of the crisis in 2015 and 2016, at no
point did the Chinese authorities mess with
the Stock Connect. They may close the capital
account on retail investors, but they have
maintained the integrity of the investment
channels for international institutional
investors.”
There have been exceptions though: the
Shanghai and Shenzhen stocks exchanges
shut Xiaomi, the mainland mobile maker
which recently listed in Hong Kong, out of
Stock Connect. They justified the move by
claiming that onshore investors are not familiar enough with the weighted voting rights
(WVR) structure to trade the stock. Xiaomi
was the first company to use the structure in
Hong Kong.
This was the first time China stopped a
specific stock from entering the equity link,
triggering a rare public row with HKEX. Lin, a
sceptic of WVR, is unfazed.
“The mainland exchanges’ decision really
shouldn’t be considered as any tinkering with
the integrity of the Connect scheme,” he says.
“There are other considerations at work, one
of which is a legitimate question on corporate governance and protection of minority
shareholder rights.”

TOO MANY BENCH PLAYERS
Many investors have decried the Chinese
regulators’ market meddling since 2015,
but at least as many are disappointed with
the lack of progress on the issue of stock
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Hong Hao, head of research, Bank of
Communications International

Because of the large
retail presence,
Chinese institutional
investors behave more
or less the same as the
retail guys. This is a
playground for active
fund managers.
suspensions. Investors and index providers
have repeatedly raised the need for Chinese
authorities to improve the rules, often abused
in their current form, that govern listed
companies’ ability to suspend their own stock
from trading.
MSCI kicked seven stocks out of the
inclusion list at the eleventh hour because
they were suspended. One of them was ZTE
Corp, the Chinese telecom equipment maker,
which suspended trading in Hong Kong and
Shenzhen as the US Department of Commerce
placed a seven-year ban on the firm from
getting components from US companies.
Regulators are aware of this problem. In
a speech on June 14, Fang Xinghai, deputy
chairman of CSRC, said that the regulator is
considering a mechanism to regulate suspensions, with the goal of raising the inclusion
factor of A-share in the MSCI EM index to 15%
from 5% currently. MSCI had said last June
that further inclusions would indeed depend
on progress with cleaning up the practices
around stock suspensions.
Policymakers are genuine in their desire to
turn things around, says Wang from Morgan

Stanley. Figures from Wind data compiled
by the bank shows that there were 1,439
suspended stocks, which represented 49.9%
of A-shares, as of July 9, 2015. The number
dropped to just 206 stocks, or 5.7% of the
asset class, by May 29, 2018.
“[Any suspension] very much affects
tradability of A-share market,” Wang says.
“The onshore regulators have been paying
attention to that. They are not quite there yet,
but things are kept under control. The ratio
of suspended stocks versus total stocks has
come down significantly over the last two and
a half years.”

EXPECT THE UNEXPECTED
These obstacles should not be overlooked.
But in the grand scheme of things, as China
continues its quest to open up its financial
markets— mostly recently by lifting the cap
on foreign ownership in the financial sector
— international investors will find China
easier to navigate , says Hong, who worked
in New York and Sydney before witnessing
China’s economic take-off close up.
“When I came back to China 10 years
ago, the market was very different,” he says.
“Things will also be very different 10 years
from now when we see the results of the
reform.”
If the past is any guide, things may get
better sooner rather than later, and in ways
that may surprise both foreign and domestic
investors, Lin says.
“No one would have predicted MSCI inclusion and [the launch of] Stock Connect five
years ago,” he says. “I am sure by the time
we get to 2023 there will be acronyms [for
new access schemes] that are commonly used
in Chinese capital markets that do not exist
today.”
In Shanghai, things seem to have calmed
down a little. SHCOMP closed at 2876.40
points on July 31, a rebound of 5.2% from the
low of 2733.88 points on July 5. But much
still hangs in the balance.
Trump shows no sign of walking back from
his tariff threats. In July, China appeared to
be taking the foot off the accelerator in its
deleveraging campaign and loosening the
money supply – but not before the PBoC and
the finance ministry engaged in a public war
of words over the direction of fiscal policy. So
for now, uncertainty is the order of the day.
It may be true that the Chinese market
is destined for further liberalisation, but
foreign investors should prepare themselves
for many more sharp turns on this journey
before they get to the promised land.

◼
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Banking on the Belt and Road:
Citi looks to the next century
From financing the first transatlantic cable in the 1860s to backing the launch of
the Panama Canal, Citi has always sought to connect markets across the world.
Now, the bank is taking this mission to the Silk Road — an ancient trade route that
China and other emerging economies are working together to revive.

T

his effort, known as the Belt and
Road Initiative (BRI), encompasses
a maritime ‘road’ that ties up the
South China Sea with the Indian
Ocean and the Mediterranean, in addition
to the ‘belt’, the Silk Road which cuts
across the Eurasian landmass.
Countries covered by the BRI account for
over 60% of the world’s population and
about one-third of the global economy,
according to Citi’s data. Over $1.1tr has
been committed to this initiative and more
than 900 projects are underway. No small
endeavour, in short.
Few banks are as well-positioned as Citi
to back the BRI. The international lender
has boots on the ground in 60 of the 70
Belt and Road countries, with over 3,500
corporate clients located in these markets.
Citi’s global network serves over 20,000
of these clients’ subsidiaries through its
renowned Global Subsidiaries Group (GSG)
worldwide, with a long-lasting presence in
many of the localities.
“We can support them in more markets
along the Belt and Road than any other
global bank across a holistic suite of relevant products and capabilities. On Citi’s
platform, clients benefit from coverage
and scale with access to products and
services across our institutional business
– cash management, trade, payments
and treasury solutions; RMB capabilities;
capital markets; financing; and advisory,”
Gerry Keefe, Citi’s Asia Pacific Head of
Corporate Banking, tells GlobalRMB. “That
is our unique selling proposition.”
Citi is not just talking up its BRI
business; it is actively on-boarding
participants and bankers to expand the
initiative.
Last September, Citi brought 220 international and Chinese clients to Beijing
for a forum on the BRI, introducing them
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to the bank’s wide-range offer in Belt and
Road countries, from capital markets,
advisory services to treasury and trade
finance.
This September, Citi will welcome its
inaugural head of banking and origination
for Belt and Road, Li Beibei, to her job. In a
sign that reaffirms the bank’s commitment
to BRI, Li, who is currently responsible
for Chinese institutional clients in North

Citi is not just talking
up its BRI business; it
is actively on-boarding
participants and
bankers to expand the
initiative.

and payments within Malaysia.
On the other end of the maritime
‘road’, in Egypt, Citi laid the ground for
another route to the future – one that runs
through the sustainable energy sector.
The bank worked with a multilateral
financing organization to support solar
park building projects, providing onshore
and offshore cash management services,
including collateral management.
As Belt and Road countries trade more
with each other, shipping and logistics
companies are also eyeing opportunities
to open new markets, especially in ASEAN
countries. Cross-border pooling, liquidity
management, term credit, and the collection of receivables from the leasing of
vessels are just some of the services that
Citi offers.
The bank’s focus on this region has
helped its Asia Pacific arm record an 18%
year-on-year jump in revenue in the first
quarter to $4.13bn, with net income up
48% year-on-year at $1.12bn.

RMB RISING
America for GSG, will move from New York
to Hong Kong.

BRIDGE TO THE FUTURE
Much of this initiative is about big
spending on bridges and roads. Just as
important, however, is the financing of
digital infrastructures, a key catalyst of
future economic growth.
Citi rose to that challenge in Malaysia.
The bank equipped an e-commerce company eager to expand in the country with
its award-winning electronic cash management platform, CitiDirect BE (which
stands for “Banking Evolution”), allowing
them to manage large volumes of small
valued payments. Citi took care of both the
company’s cross-border FX transactions

As China grows in importance, so too
does the status of its currency. A growing
portion of the cash under management in
Asia is in the Chinese renminbi. Citi has
long been at the forefront of this trend.
Today, the bank equips its clients with
RMB payments capabilities in 30 countries, through its global platform that
clears $3tr every day, according to figures
provided by the bank.
“Wherever our clients may need RMB
settlement, we are able to provide it,” says
Keefe.
Apart from giving Chinese companies
the springboard to ‘go out’ to the world,
Citi is also drawing investments into
China. The bank’s China business is
built solidly on a century of history in
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the market, having opened its first office
in Shanghai in 1902, and decades-long
ties with local lenders. Citi cemented its
commitment to China in 2007, when it
became one of the earliest foreign banks to
incorporate there.
“We have very strong relationships
with financial institutions with China,”
said Gerry. “On the other hand, with local
operations in China, we are also able
to bring international investors to the
onshore market.”
In China, the bank boasts the most
extensive solutions for institutional
investors among foreign banks, providing
everything from cash management, derivatives products, to securities services,
including for inbound investments under
the qualified foreign institutional investor
(QFII) programme.
Citi is also a FX market maker in the
mainland interbank market, according to
the China Foreign Exchange Trade System.

CAPTURING CAPITAL
Through its Financial Institutions Group
(FIG) arm, Citi is turning ties with Chinese
banks into real momentum behind BRI
projects.
In April, Citi signed a memorandum of
understanding with Bank of China (BOC)
and China Merchants Bank, two of China’s
largest lenders, to explore various opportunities, including co-financing, along the
Belt and Road. The three banks will join
hands in backing infrastructure, power
and energy, oil and gas and sustainable
development projects.
Citi’s partnership with Chinese banks
goes far beyond signing a piece of paper.
When these Chinese partners were in need
of capital to fund BRI projects, Citi was
there to help.
BOC picked Citi as a joint global co-ordinator in 2015, when the state-owned
lender hit the market with 10 tranches
in dollars, euros, Singapore dollars and
offshore renminbi, the proceeds of which
went to BRI projects. Citi was once again
hired by BOC when it came back for a
$3.1bn cross-currency bond sale in 2017,
which was also dedicated to raising funds
for the BRI.
In February, Citi acted as joint global
coordinator, joint lead manager and
joint bookrunner for the Dubai branch of
Industrial and Commercial Bank of China
(ICBC), pricing a pair of floating rate notes

(FRNs) at one of the lowest levels for Chinese banks since 2017. Two months later,
when the Singapore arm of ICBC sought
$1.2bn from FRNs, Citi was once again
chosen as a bookrunner.
The bank has sealed more than $15bn of
deals across G3 currencies in Asia Pacific
so far this year, according to Dealogic data.
In the Mergers and Acquisition space,
Citi was financial adviser to a telecommunications group which formed a strategic
partnership with a Chinese financial

Citi’s partnership with
Chinese banks goes far
beyond signing a piece
of paper. When these
Chinese partners were
in need of capital to
fund BRI projects, Citi
was there to help.

services group. The partnership saw the
financial services group take a significant
stake in the telecommunications group’s
subsidiary in Pakistan in line with aspirations to expand globally along the Belt
and Road.

TRUSTED ADVISORS
The world’s largest conglomerates rely on
Citi’s global network, from capital markets
solutions to its cross-border cash management platform – the latter is undoubtedly
a strong suit even among bulge bracket
firms.
But it is Citi’s unique advisory offer that
clients really yearn for, according to Keefe,
who adds that large multinationals and
conglomerates are increasingly looking
into the opportunities that the Belt and
Road offers to further fuel their growth.
“Advice is what you really need when
you enter a new market,” he says. “You
need people on the ground to help you
navigate through local regulations and
market dynamics. That is where we add
value in addition to our wide range of

services, from RMB settlement to capital
markets.”
From Malaysia to Egypt, Citi was able
to spot opportunities – and come up with
solutions for entrepreneurs – thanks
to the large network of bankers on the
ground, says Keefe. The bank is hoping
to get more out of this network with the
appointment of its new head of BRI, who
will co-ordinate with bankers across divisions and help them align with the bank’s
strategic priorities.
Citi’s global reach is built on its local
insights. That is why the bank has set up
China-focused desks in 10 cities across
Asia, Africa, Europe and the Americas,
from London to Singapore and New York
and Nairobi, to name a few examples.
This year, the bank is starting a new
China desk, this time in Mumbai. Beyond
that, Citi is hoping to plant a few more in
Europe and Africa.
“We have the right people placed across
the globe, who can open doors for Chinese
clients in local markets,” says Keefe.

BACK TO THE FUTURE
Citi seems to have come a long way in its
journey to promote and facilitate trade
and entrepreneurship in the BRI, which,
as difficult as it is to believe, is still at
a nascent stage. It took off in earnest in
2013.
But viewed from another angle, nothing
has changed for Citi. Since its foundation
over 200 years ago, the bank has broken
down countless barriers between markets and communities. Another century
from now, Citi’s backing of e-commerce
platforms and renewable energy may be
as important as the launch of the Panama
Canal or the first transatlantic cable in the
19th and 20th centuries.
For much of the world, the BRI is still a
new concept. But for Citi, the initiative has
brought the bank back to where everything
started — connecting markets, and showing businesses the way to the future.

◼
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The three warriors aiming
to clean up China's markets
China is fighting to keep down debt while maintaining strong growth. Its leaders
have assembled a squad of hard-hitting bureaucrats and merged the banking and
insurance watchdogs to do that. Asiamoney, GlobalRMB’s sister publication, looks
at the men and their daunting tasks. By Noah Sin.

I

n the opening chapters of the Chinese
classic, ‘The romance of the three
kingdoms’, three warriors take an
oath of fraternity and volunteer to
defend the ruling – but quickly collapsing
– Han dynasty against advancing peasant
rebels. As the old order falls apart, the
men go on to reign in one of the three
kingdoms contesting for the right to
govern China.
Asiamoney understands that no such
oath was taken when the three Chinese
officials who are now in charge of large
parts of their country’s capital markets
were put into their posts earlier this year.
But it was no accident that they were, just
like the three heroes in the story, called
upon to save their country in the midst of
an existential crisis.
This saga centres around Yi Gang, a
US-trained economist-turned-governor of
the central bank; Guo Shuqing, an ironfisted regulator who strikes fear into bank
and insurance bosses; and Liu He, China’s chief economic strategist, who was
reportedly described as a “very important
person” to president Xi Jinping, in Xi’s
own words.
They face some challenging problems.
China’s Rmb250tr ($39tr) banking
system is exposed to the shadow banking sector through off-balance sheet
investment vehicles worth an estimated
Rmb75tr, according to an April report by
the IMF.
Shadow banking got a shot in the arm
in 2011 when Xiang Junbo, who was head
of the insurance watchdog at the time,
turned compensation schemes into a
financial market roulette.
“After Xiang Junbo took over as the
China Insurance Regulatory Commission’s (CIRC’s) chairman in 2011, there
was a mini era of liberalisation that
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Yi Gang, trusted central banker

Guo Shuqing, financial sector overlord

Liu He, president Xi’s right arm

got out of control,” says Brinton Scott,
managing partner at Winston and
Strawn’s Shanghai office, who focuses on
the insurance sector. “Chinese investors flocked to universal life insurance
products, which are actually investment
products that promised returns as high
as 8%.”
These so-called wealth management
and shadow banking products provided
between 29.8% and 31.7% of funding for
net bond issuance in China in 2016, representing about Rmb4.5tr to Rmb4.8tr of
capital, according to a February report by
the Bank of International Settlements.
Xiang was dismissed in 2017 and subsequently charged with corruption.
As the wildfire spread, financial regulators were busy controlling the burn on
their own turf and often failed to work
with – or even talk to – each other.
One London-based banker at a bulgebracket firm got a close view of this on a
Beijing-bound business trip.
“A senior official at one of the regulatory commissions once asked me – note
that I don’t speak Mandarin – to pass on
a message to his counterpart at another
regulator, in English,” says the banker.
The structure of the regulators
contributed to the breakdown of communications. Since the establishment of the
China Banking Regulatory Commission
(CBRC) in 2003, the responsibilities for
regulating financial markets in China
have been divided between the CBRC, the
CIRC, the China Securities Regulatory
Commission and the People’s Bank of
China.
Anthony Neoh, who served as chief
adviser to the China Securities Regulatory
Commission between 1998 and 2004,
tells Asiamoney that this set-up presumed
that insurers and other market players
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would stick to their own business lines,
sowing the seeds of risk accumulation in
the financial sector today.
“When we drafted these laws in the
1990s, we didn’t really think about these
issues,” says Neoh, who was also chairman
of Hong Kong’s Securities and Futures
Commission between 1995 and 1998.
“We were mainly concerned about
keeping capital flows in the respective
sectors, like insurance and securities,
which shouldn’t mix. But the world has
moved on, and we should change with it
too.”
Neoh’s view is shared by Ha Jiming, a
senior research fellow at China Finance
40 Forum, a Beijing-based think tank that
includes Yi, three People’s Bank of China
deputy governors, a vice-chairman of the
CSRC and a vice-finance minister.
While regulators were busy breathing
down the necks of financial institutions,
the business that these institutions
engaged in quickly transcended sectors,
says Ha.
“We have mixed operations in China.
Banks could get involved in insurance
business and insurers can lend,” he says.
“But the regulations were drawn up with
the assumption that operations are not
mixed; that’s why we had one regulator
for banks and another for insurers.”

CONSOLIDATE
Against this backdrop, what happened
next seems inevitable. The banking and
insurance regulators were merged in
March to form the CBIRC, as part of an
effort by Xi’s leadership to consolidate
power across state institutions.
“Finance is the heart
of modern economy. We
must highly regard the
need to prevent and control
financial risk, and protect
the financial security of
our nation,” the Central
Committee of the Communist Party of China said
in a policy statement on
March 21, detailing a reform
package.
In theory, the merger
should bolster the regulator, giving it an expanded
remit. However, on the day
SOURCE: IMF
the new commission came

Tiecheng Yang, partner, Han Kun Law Offices

Guo is the goalkeeper
who ensures that
regulations flow
smoothly from the
designing phase to the
implementation stage.

into being, it lost a key power – to draft
regulations – to the PBoC.
This arrangement reflects the new
division of labour, with the CBIRC under
Guo in charge of microprudential supervision and the PBoC under Yi focusing
on the macroprudential, according to

Neoh. He sees this as a natural next step
in the evolution of the Chinese regulatory regime.
“Most of what the banks are lending
comes from deposits, and the growth
in deposits essentially represents M2
growth in China,” he says. “Banks are
closely linked with monetary policy.
The supervision of the two cannot be
separated.”
To Tiecheng Yang, partner at Han Kun
Law Offices, who specializes in capital
markets, this represents an even more
radical shift: the splitting of responsibilities for financial regulations and
monetary policy.
There were few signs of this storm
coming. Not many analysts had put their
money on Yi becoming the next governor because it was rumoured that Liu
He would take the top job at the central
bank. But an even bigger surprise came
when, days after Yi’s new role, Guo was
appointed party secretary at the PBoC,
which, in China’s hierarchy, means he
out ranks Yi — despite the fact that Guo’s
other job as the inaugural CBIRC’s chief
should rank below Yi’s.
“Guo is the goalkeeper who ensures
that regulations flow smoothly from the
designing phase to the implementation
stage,” says Yang. “Few at the PBoC,
not even the governor, would know the
financial regulations on a working level
better than Guo, given his experience in
this field.”
In fact, Guo is so uniquely qualified
that he is probably the only official fit
for filling the dual role. This could be
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as much an asset as it is a liability, says
Yang.
“The intention is good. The question
is: can it really work?
“This [having the same person in both
jobs] is not the best way to avoid conflict
of interest,” he adds. “But we don’t
have another candidate like Guo who
can guide the two institutions to work
together. In the future, when the right
person emerges, he or she will take on
one of the posts currently held by Guo.”
Notably, the securities watchdog is
left out of the picture. But the idea of
creating a super regulator by mashing all
three commissions together, which was
floated by some in the market in recent
years, would have been counter-intuitive,
says Alexious Lee, head of China capital
access at CLSA.
“The key difference is that CBIRC oversees the money managers in the system,
and the CSRC manages the pools which
various players can put their money
into,” he says. “You can track and control
the money flows by merging the banking
and insurance regulators. You don’t need
the securities regulator to do that.”
Furthermore, says Ha, while these
regulators all have risk prevention as
their top priority, they have different
approaches to regulating financial
markets. The CSRC is mainly focused on
disclosure – it curtails risks by getting
market participants to disclose as much
as possible, whereas the CBIRC regulates through requirements, by asking
institutions to comply with various
risk-aversion measures.
But there is a cost, too, in sparing
the CSRC from the merger. An industry
source who has been advocating reform
in the onshore bond market shares his
frustration on the missed opportunity to
capture the CSRC with Asiamoney.
“Bonds listed on the exchanges, for
instance, are regulated by the CSRC,” he
says. “If there are disagreements on our
proposals between the CSRC and CBIRC,
or between the PBoC and the CSRC, then
we’re back to square one. The problem is
still there and the merger does not even
begin to address it.”
There is also a contradiction at the
heart of this arrangement, as Yang
points out. If the goal is to make implementation more effective, by separating
the executor and the author of regula-
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Anthony Neoh, chief adviser, China Securities Regulatory Commission (1998-2004)

When we drafted these
laws in the 1990s, we
didn’t really think
about these issues. We
were mainly concerned
about keeping capital
flows in the respective
sectors, like insurance
and securities, which
shouldn’t mix. But the
world has moved on,
and we should change
with it too.
tions, then why excuse one regulator
from this requirement?
“The elephant in the room is that the
CSRC still maintains both powers,” he
says. “The same principle has not been
applied across the board.”

NEW ERA
With or without the CSRC, there is no
doubt that the CBIRC merger, along with
the dual chief appointments of Guo and
Yi at the PBoC, have ushered in a new
era for China’s financial regulatory
regime. Yet, around the world, business

often carries on as usual despite new
leadership, in the public as well as the
private sector. How different will things
be in China?
While Yi is renowned for his overseas
experience (he got his PhD in economics
at the University of Illinois in 1980s and
then taught for eight years at Indiana
University), he has been at the central
bank since 1997 and deputy governor
since 2007.
Guo is just as much an establishment
figure. He spent four years as deputy
governor of the PBoC in the early 2000s,
before being appointed as head of China
Construction Bank, governor of Shandong province, and head of the CSRC and
the CBRC.
The choice of personnel shows that
China’s leaders prefer more of the same,
says Lee.
“These are not new players,” he says.
“Yi’s appointment shows that there will
be a continuation of monetary policy in
China. After all, he was one of the architects of the current policy.”
Ha says that while their thinking is
in line with that of their predecessors,
putting them on the same team would
create new synergies.
“Yi is a fitting choice,” he says. “He’s
got a great understanding of international norms, having researched and
taught abroad for years. That and Guo’s
standing in domestic politics will work
very well together as they try to alleviate
risk in the domestic market and at the
same time, open it up further to foreign
market participants.”
Although Yi and Guo are instrumental
in policy implementation, only the third
man in this trinity will have the final
word in setting the framework for such
policies.
Liu He is a confidant and contemporary of Xi Jinping; he rose through the
ranks to become vice-premier in March.
He has been sent to cut a deal with
the US amid escalating trade tensions,
cementing his reputation as the chief
economic tsar in the Xi administration.
Like Yi, Liu did his time in the US,
completing a masters of public administration in 1993 and 1994, focusing
on international finance and trade, and
spent the year before that as visiting
scholar at Seton Hall University in New
Jersey. But he can also claim ties to the
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establishment, having spent the majority of his government career in economic
and financial affairs, most recently as
vice-minister at the National Reform and
Development Commission, the country’s
top economic policy body.
China has four vice-premiers, each
with their own policy portfolio. As was
widely expected before his appointment, finance falls under Liu. He led an
inspection tour at the financial regulators shortly after his appointment in late
March, telling officials to prioritize risk
prevention.
Liu is also expected to take over the
Financial Stability and Development
Commission (FSDC), a coordinating body
between the regulators, set up on Xi’s
order last July, even though there has
been no official announcement about his
appointment.
The post has been held by Ma Kai, the
vice-premier previously in charge of
finance, who Liu replaced this year.
Liu has another important role, as
head of the Central Committee for
Financial and Economic Affairs, which
was upgraded from its status as a central
leading group to a committee at the
March meeting in Beijing. This is the
venue where the policy tone will be set,
according to Neoh.
“Ultimately,” he says, “the central
committee, directly under the leadership
of president Xi, has the authority over
financial stability coordination, working
with vice-premier in charge of financial
affairs.”
But finance may not be the most pressing issue on Liu’s agenda.
In May, Liu returned from Washington,
where he had led a delegation – which
included Yi – in trade talks with US
officials. That week’s discussion ended
with China vowing to import more US
products, temporarily averting the threat
of a trade war.
International events like these could
shift more responsibilities onto the
other two characters in this trinity, says
Ha.
“Liu He has already taken on a lot of
work,” he says. “The trade conflict with
the US alone can take up a lot of his
time, as we can see. The FSDC will eventually be under his leadership, but a lot
of the day-to-day work will be down to
officials like Guo and Yi.”

Alexious Lee, head of China capital access,
CLSA

FSDC’s job is to figure
out what China should
do as the global
financial system
evolves.
That does not mean Liu will play a
smaller role in shaping China’s financial
markets. But his impact will probably
only be felt in the long run, argues
CLSA’s Lee.
“FSDC’s job is to figure out what China
should do as the global financial system
evolves,” he says. “There are innovations
which cut across the remits of different
regulators and could pile up risk in the
system. What should China do with, for
example, P2P lending platforms? How
will the credit system evolve with the
rise of internet financing companies
in 20 years? FSDC is there to find the
answers.”

CATCHING UP
But before we get to the future of
finance, China has some catching up to
do. Almost two decades after joining the
World Trade Organization, the central
government has finally decided to open
up the country’s financial sector to foreign majority ownership.
The ministry of finance announced

last November – as Donald Trump jetted
away from China after his first visit
as US president – that China will lift
the cap for foreign ownership to 51%,
allowing a foreign shareholder to have a
majority stake in financial institutions,
including banks, insurance companies,
securities houses and asset managers.
Previously, ownership rules varied
according to the category of financial
institution, but foreign ownership was
typically restricted to 20% or 25%, for
individual and aggregate shareholders
respectively.
The ownership limits will be abolished
after three years.
While the liberalization agenda is
technically independent of the regulatory tightening, the two projects will
turn out to be mutually complementary,
says Scott at Winston and Strawn, who
sees the upside from foreign participation in his area of practice.
“Foreign insurers tend to be more
conservative, mature, and are better
equipped to address solvency, corporate
governance and compliance issues,”
he says. “Also, this is still a very young
market. There is a lack of products and
a lack of sophistication in the existing range of products. People are still
learning and exploring what insurance
can do. The international players will
bring sophistication to this market, even
if their market share is currently quite
small.”
CLSA’s Lee says that as Chinese
finance intertwines with the global
economy, the central bank – and, by
extension, its dual chiefs – will have a
more active role to play.
“Opening up its financial sector and
supporting renminbi internationalisation means that China’s economy will
become more tied to the global macroeconomic environment and conditions,”
Lee says. “A delicate balancing act is
necessary to fend against potential
risk arising from onshore and offshore
tapering.”
History is being written right now by
Liu, Guo and Yi. It makes for a story that
is as good and as dramatic as any in ‘The
romance of the three kingdoms’.

◼

This article was first published in the June
2018 issue of Asiamoney magazine.
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RMB POLL RESULTS

Global RMB Poll 2018
The Global RMB Poll, now in its seventh year, assesses the best renminbi services
providers across the Asia-Pacific region.
BEST OVERALL GLOBAL RMB PRODUCTS/SERVICES
Rank Company
%
1
HSBC		 40.51
2
Bank of Tokyo-Mitsubishi UFJ		
15.30
3
Bank of China		
9.37
4 Bank of China (Hong Kong)		
5.64
5
Mizuho		 4.05
BEST OVERALL OFFSHORE
RMB PRODUCTS/SERVICES
Rank Company
%
1
HSBC		 40.40
2
Bank of Tokyo-Mitsubishi UFJ		
14.33
3
Bank of China		
7.80
4 Bank of China (Hong Kong)		
6.89
5
Standard Chartered		
3.95
BEST RMB LIQUIDITY MANAGEMENT
Rank Company
1
HSBC		
2
Bank of Tokyo-Mitsubishi UFJ		
3
BOC			
4 BOC (Hong Kong)		
5
ICBC		

%
38.64
14.27
10.42
4.68
4.55

BEST ACCESSING THE CHINA’S CAPITAL MARKET
Rank Company
%
1
HSBC		 34.24
2
Bank of Tokyo-Mitsubishi UFJ		
19.00
3
BOC			
9.32
4 BOC (Hong Kong)		
6.65
5
Mizuho		 4.73
BEST ADVICE/INFORMATION
ON CHINESE REGULATIONS
Rank Company
1
HSBC		
2
Bank of Tokyo-Mitsubishi UFJ		
3
BOC			
4 BOC (Hong Kong)		
5
ICBC		

%
35.44
14.17
12.00
5.00
4.21

BEST RMB RESEARCH
Rank Company
1
HSBC		
2
Bank of Tokyo-Mitsubishi UFJ		
3
BOC			
4 BOC (Hong Kong)		
5
Mizuho		

%
37.77
15.11
11.24
4.72
4.24

RMB FOREIGN EXCHANGE
Rank Company
1
HSBC		
2
Bank of Tokyo-Mitsubishi UFJ		
3
BOC			
4 BOC (Hong Kong)		
5
ICBC		

%
36.44
14.81
12.31
4.74
4.29

BEST OVERALL ONSHORE RMB PRODUCTS/
SERVICES (CHINESE PROVIDERS ONLY)
Rank Company
1
Bank of China		
2
ICBC		
3
China Construction Bank		
4 Agricultural Bank of China		
5
China Merchants Bank		

%
38.99
17.02
13.33
10.23
8.03

BEST OFFSHORE RMB DERIVATIVES
Rank Company
%
1
HSBC		 40.63
2
Bank of Tokyo-Mitsubishi UFJ		
14.42
3
BOC			
7.43
4 BOC (Hong Kong)		
5.44
5
Standard Chartered		
4.32
BEST OFFSHORE RMB TRANSACTION BANKING
AND TREASURY MANAGEMENT
Rank Company
%
1
HSBC		 40.16
2
Bank of Tokyo-Mitsubishi UFJ		
14.24
3
BOC (Hong Kong)		
8.34
4 BOC			
8.17
5
Standard Chartered		
3.57
BEST OVERALL ONSHORE RMB PRODUCTS/
SERVICES (ALL PROVIDERS)
Rank Company
1
HSBC		
2
Bank of Tokyo-Mitsubishi UFJ		
3
Bank of China		
4 ICBC		
5
Mizuho		

%
36.61
12.33
11.77
5.14
4.09

BEST ONSHORE RMB TRANSACTION BANKING
AND TREASURY MANAGEMENT
Rank Company
%
1
HSBC		 36.51
2
BOC			
12.40
3
Bank of Tokyo-Mitsubishi UFJ		
12.02
4 ICBC		 5.97
5
CCB			
4.35
BEST SYNDICATION OF ONSHORE RMB BONDS
Rank Company
%
1
HSBC		 35.83
2
Bank of Tokyo-Mitsubishi UFJ		
12.14
3
BOC			
12.08
4 ICBC		 5.20
5
BOC (Hong Kong)		
4.17

For poll methodology and full results, please visit Euromoney.com
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Foreign banks fumble over
their expansion strategies
China has finally started to open up its financial sector, but international banks
seem to be struggling to find a clear or coherent strategy for tackling the market. It
may be time to start worrying. Paolo Danese reports.

T

o understand how foreign banks
operate in China, it’s important
to look at their recent history.
The presence of foreign banks
in China is nothing new: the first to enter
the market, Bombay-based British Oriental Bank, opened a branch in Shanghai
in the 1840s. Then came the blackout
years of the communist revolution and
the Maoist era, meaning that the story of
foreign banks in China only really begins
again in 1979 after the passage of a law
permitting them and other foreign firms
to form joint ventures.
One year later, China’s then president,
Deng Xiaoping, created four special
economic zones, including Shenzhen,
which put China on its path to becoming
a global economic power.
The next important step was the
establishment of the China International
Capital Corporation, the first Sino-foreign
joint venture investment bank, in 1995.
At the time of CICC’c creation, Morgan
Stanley was the second-largest shareholder in the company, with a stake of
just over a third – but eventually quit the
venture in 2010.
When China joined the World Trade
Organisation in 2001, it committed to
fully opening a broad range of service
sectors, including banking, insurance,
asset management and securities to
foreign direct investment, which should
have made things easy for foreign banks
seeking to enter the market, either solo
or as a joint venture, as Morgan Stanley
had done.
At the time, China promised that full
market access for the banking sector and
the elimination of restrictions to foreign
ownership would be achieved within five
years and, indeed, China did allow foreign-owned banks in 2007. Looking back
on the decade that has passed, however,
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things have turned out rather less rosy
than they first seemed in the aftermath of
China’s WTO entry.
To take just one measure, foreign banks
have a tiny 1.32% share of domestic banking assets at the end of 2017, according to
China’s authorities, down from a 2.38%
share a decade earlier right after the
market opened up, according to KPMG
data.
What happened?

Some would argue
that China was
allowed to fudge its
WTO commitments,
abiding by the letter
of the law while
laying out numerous
obstacles to stop them
being implemented in
practice.
CONTRIBUTING FACTORS
The list of contributing factors is a long
one.
Some would argue that China was
allowed to fudge its WTO commitments,
abiding by the letter of the law while
laying out numerous obstacles to stop
them being implemented in practice.
That, plus factors such as foreign
investors’ poor understanding of the local
market and, in some instances, regulators pressuring foreign players in matters

such as where they may open branches
explain why even the big names in
finance failed to make much of an impact
in the world’s fastest-growing economy.
Not that foreign banks can be blamed
for lack of trying. Getting a banking
licence in China has been, in fact, just
the start of a steep journey.
That first step is followed by the
need for branch licences and, should
such banks want to do anything other
than hope (with little chance) to beat
the domestic banks at the deposit-taking game, they also have to apply for
several business licences, such as those
required for bond trading, settlement and
underwriting (each with its own lengthy
process).
HSBC is possibly the closest thing to a
success story. The bank has continued to
make its part-Chinese DNA count, by not
only piling resources into building global
China-related capabilities, but also by
nailing the first majority-owned securities joint venture – called HSBC Qianhai
Securities – which became operational
last year. It took the bank three years
to go from regulatory application for its
Shenzhen-based JV to live business, and
it could well give HSBC an edge over the
competition.
One reason is that its partner is a local
government entity and not a financial
institution, which will likely reduce the
risk of conflicts over market strategy,
according to a source at the bank.
Among the rest of the potential-JV
crowd, a number of banks decided after
a few years that the effort was simply
not worth it and gave up. A classic
example of this, though with a sequel,
was JPMorgan’s decision – announced
in October 2016 – to walk away from its
Shenzhen-based joint venture, called
JPMorgan First Capital.
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For everyone else, though, president
Donald Trump’s first official visit to China
last November may have been a game
changer.
To give credit to the former reality
TV star, until that trip it had looked as
though things would continue to go from
bad to worse for most foreign banks
trying to tackle the Chinese market.
The threats of tariffs and the increased
likelihood of a trade war between the
largest and second-largest global economies have probably contributed to the
Chinese loosening up a little.
Foreign financial institutions, the Chinese promised as Trump was (literally)
boarding a plane out of Beijing, would
be allowed to raise stakes from 49% to
51% in securities, fund management and
futures companies – with limits scrapped
after three years.
For banks, the current 20% cap on
foreign ownership in banks and asset
managers is being scrapped entirely.
Was there a big sigh of relief? Not
quite. Most of the largest international
banks have issued little more than
vaguely worded press releases.
JPMorgan is among them, though chief
executive Jamie Dimon did promise to
leverage the new rules with slightly more
forceful wording than his peers. The bank
announced in May that it has already
submitted an application to the China
Securities Regulatory Commission to
establish a majority-owned securities JV,
with the aim of fully controlling it within
a few years; the bank has already hired
a new chief executive for the country,
Mark Leung, the former co-head of global
equities and prime services.
“Our investment in China is a commitment to bring the full force of JPMorgan
Chase and our resources to the country,”
said Dimon.

LACK OF RESPONSE
One would expect the banks to show
signs of frenzied activity after waiting a
decade and a half for China to give them
the green light, but that does not seem to
be happening.
The lack of response could be explained
by ‘promise fatigue’, an expression that
was coined by the EU Chamber of Commerce in China to describe the outcome of
China’s habit of promising so much and
delivering so little.

Nicholas Zhu, senior analyst in the financial
institutions group, Moody’s

The market structure
[in China] is dominated
by the big, established
banks. New entrants
have to overcome that
challenge. The foreign
banks are huge like
the Chinese banks
as a group, but their
investment in China
has not been that big.

It is possible that foreign banks will
decide to do nothing. But that would be
unwise for the simple reason that China’s
large banking firms have already secured
a nearly unbeatable primacy at home
and may well end up eating the lunch of
global banks abroad.
They are no strangers to international
M&A, as demonstrated by the diverse
cases of South Africa’s Standard Bank,
Hong Kong’s CLSA and Portugal’s Banco
Espírito Santo and BCP. And it does not
end there, as anyone familiar with the
Belt and Road Initiative’s grand plan
knows.
Some experts underline that there is
indeed interest in the market and that
now may be a propitious time to move.

For a start, foreign banks benefit from
much lower non-performing loan ratios.
It is no secret that domestic banks have
built balance sheets so rotten that the
pain from the current deleveraging process, a central government priority, will
probably take years to unfold. But the key
will be how quickly those foreign players
can build a critical mass to compete in a
meaningful way.
“The foreign banks’ numbers are really
small,” says James Chang, China financial
services consulting leader at PwC. “Their
overall NPL and bad debts are relatively
insignificant, but because they have no
scale, they have larger fixed costs and
their overall capabilities are not strong.
That has been the reality in recent years.”
Nicholas Zhu, senior analyst in the
financial institutions group at rating
agency Moody’s, agrees.
“The market structure [in China] is
dominated by the big, established banks,”
he says. “New entrants have to overcome
that challenge. The foreign banks are
huge like the Chinese banks as a group,
but their investment in China has not
been that big.”

CRUCIAL DECISION
Going solo or investing in a JV remains a
crucial decision.
Both models have so far disappointed,
clearly, but external events have probably
played a part in global banks’ misfortunes in China. Timing-wise, 2007 was
probably the least propitious year since
1929 to open. Several global banks were
nearly obliterated in the aftermath of
Lehman Brothers’ collapse in September
2008 and the global financial crisis that
followed.
“Many major banks sold out ownership
stakes in Chinese banks as they needed
the money for their home markets after
the GFC,” says Moody’s Zhu.
European and US bank regulators set
stricter regimes after the crisis, which
reduced the amount of capital available to
be deployed to expand China operations,
further compounding the issue.
The Chinese also bear some of the
blame. The China Banking Regulatory
Commission, which merged with the
insurance regulator earlier this year, has
for years played chicken with foreign
banks looking to boost their solo commercial banking and retail capabilities.
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One source close to the regulator noted
how CBRC has used its power to force concessions from applicants, for example by
demanding that foreign banks that want
to open branches in the richer coastal
Chinese hubs also commit to investing in
lower-tier cities.
There are other, non-regulatory factors
at play. A number of experts told Asiamoney, GlobalRMB’s sister publication,
about diverging cultures and business
practices.
“In the US, most banks run the business by lining up services rather than
branches,” says Chang. “The branches
just execute what headquarters tell them
to. But in China, the branches have a lot
of power. The line of business is subordinate to branch management. [The latter]
decides the products and strategies.”
In communist party-led China, politics
is part of the picture, too.
Wang Chunyang, economics professor
at the Peking University HSBC Business
School in Shenzhen, tells Asiamoney
that foreign banks have fared better so
far in betting on coastal cities, where
markets are more developed and there is
less corruption among local political and
regulatory bodies.
“You look at Inner China, the more
inward you go, they want you to come,”
he says. “But foreign banks should not be
lured by that. Once you come in you are
faced with a whole set of different issues.”
While some banks have moved inland,
such second-tier locations have exposed
them to the risk of personnel changes at
the local political level.
“It becomes a headache and the costs
can be high,” says Wang.

DOUBLE CHALLENGE
The new rules on ownership levels could
boost banks’ abilities to go solo, but it is
not clear that will ultimately provide an
advantage.
“Even with the lifting of ownership
caps, we have seen that not all foreign
banks want to set up these wholly owned
subsidiaries,” Kimi Liu, a senior associate
at law firm Clifford Chance, tells Asiamoney.
He points to a few reasons, cultural factors included, whereby foreign banks feel
the need for a local counterpart to gain
a better understanding of local market
practices, form better partnerships with
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the stakeholders, and can tailor a better
product experience for the Chinese saver
and investor.
Wang agrees, but notes that a foreign
institution may face the double challenge
of dealing with local customers’ home
bias as well as its own lack of understanding of the country. The same goes for the
relationship with the regulators.
“The cost of political influence is very
high here,” Wang tells Asiamoney. “Local
leaders have different thoughts from
those in Beijing. The foreign banks doing
business here have had troubles under-

The cost of political
influence is very high
here. Local leaders
have different thoughts
from those in Beijing.
The foreign banks
doing business here
have had troubles
understanding the
importance of local
leaders.
standing the importance of local leaders.”
The implications for the bottom line
can be substantial. In the West, if a
borrower does not repay a loan, banks
normally pursue legal action and try to
recover some of the funds through that
channel. But in China, if the lender has a
good relationship with local governments,
other avenues open up to address the
situation. In short, the power of so-called
‘guanxi’ is still going strong in the 21st
century.
In a business world driven by compliance, that is a difficult obstacle for those
unable to play the game.
As for the various licences necessary to
develop a comprehensive business offering,
there appears to be a change in the pace of
how these are awarded to foreign banks.
“I get a sense they are trying to
improve that process,” says Chang.

That, at least, has been the case for the
foreign-owned enterprises of global asset
management firms such as BlackRock
and Fidelity, which received their private
fund management licences far faster than
applicants in previous years. Several of
these players have already managed to
begin offering private funds to domestic
investors.
Clifford Chance’s Liu also believes the
authorities are taking a new approach to
the licensing issue.
“The regulators already removed many
restrictions for commercial banks on what
business can be done and what licences
are needed; we see them deregulating
the licensing regime,” says Liu. “This
creates more flexibility for foreign banks
doing business in China, which will lead
to more market share and track record.
At that point, we will see them having
more market share in the domestic capital
markets as well.”

FINTECH ENTRY
Banks will have to choose which business
lines to target, but it is not clear that
there is an obvious answer in a market as
complex and increasingly sophisticated as
China’s.
“Everyone believes the retail side,
consumer finance, is where the future
growth is,” says PwC’s Chang. “The
corporate banking area is quite saturated,
but for retail and small and medium-sized
enterprises you can see more demand and
growth. But dealing with those segments
really requires you to be very localized. It
would be difficult for the foreign financial
institutions to build that.”
Financial technology companies present a novel point of entry into the market.
“We are helping foreign banks explore
potential partnerships in fintech-related
sectors,” Chang says. “These firms lack
some of the financial services industry’s
capabilities, but they have tech capabilities. They are trying to team up with
foreign financial institutions, they want
to work with them.”
For foreign banks to manage to differentiate themselves, fintech capabilities can
give them an edge in the domestic market
more than would, say, a stake in a local
rural commercial bank, he adds.
“But if you have that tech capability,”
says Chang, “you could help a local or a
city bank to improve significantly and
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gain the ability to compete with the big
guys. We are working on several cases like
this for foreign financial institutions.”
He adds that PwC is advising a leading
European wealth management company
in partnering with local tech companies
to design a pure digital-based business
model.
“We also see demand from other major
leading US banks doing similar deals,”
he adds.
Moody’s Zhu says the fintech race is
very much on, as banks adapt to the
changing landscape of how people seek
and use financial services.
“Those that don’t adapt will suffer
more,” says Zhu. “That does not mean
that any fintech investment will benefit
the foreign banks. It depends on the
adaptation and learning from mass feedback in the market.”
Success will also depend on not getting
caught in bubbles, as is often the case in
a fast-growing industry.
“The Chinese government has a supportive view on developing fintech to help
the financial services sector to grow,”
says Clifford Chance’s Liu. “But it is also
aware of the risks; with the peer-to-peer
lending industry, for example, there have
been several scandals and fraudulent
activity.”
Peking University’s Wang agrees.
“This P2P business is like gambling,”
he says. “The risks are high there, very
high.”
That said, he notes the rise of some
fintech banks, the likes of Tencent-sponsored private bank Weizhong Bank, which
could represent an ideal segment to
target for foreign players.
“There are new banking licences to
these private banks and they need capital, they’re basically start-ups,” Wang
says. “They need a partner more than
others.”

IB OPPORTUNITIES
In investment banking, while domestic
banks have a tight grip on origination
for local firms, there may be room for
foreign banks to squeeze in as the market
becomes increasingly open to foreign
investment flows, not least due to the
increasing level of inclusion of onshore
assets in global indices – for example, the
inclusion of A-shares in MSCI’s emerging
market index in June.

Kimi Liu, senior associate, Clifford Chance

The Chinese
government has a
supportive view on
developing fintech
to help the financial
services sector to grow,
but it is also aware of
the risks.
Bond index providers are set to follow
over the next year.
“We see direct funding channels growing at a much faster pace than banking
channels,” says Harry Qin, a financial
services consulting partner at PwC.
Majority ownership in local entities may
also allow for strategies to be deployed
more effectively than before.
“With a JV with majority ownership,
many global investment banks think
they can achieve that growth,” Qin adds.
“Many foreign financial institutions have
a mature business model outside and
want to replicate that here ‘with Chinese
characteristics’.”
As for the likely targets, banks have
kept silent, though consultants think they
have a variety of options.
“To do IPOs, they will need to partner
with a local securities firm under the
China Securities Regulatory Commission,”
says Qin. “That means they have many
choices. And while it may be difficult and

expensive to form JVs with the likes of
Citic or Guotai Junan at this stage, there
are many regional players they can consider. There can also be potential partners
beyond the securities firms, like boutique
investment banks, which are specialized
in M&A, for example.”
Qin notes these firms focus on specific
industries such as telecoms, finance and
technology.
“They are typically privately owned
and their structure is much simpler than
an state-owned enterprise. Those can be
potential JV partners.”
Qin rejected the characterisation of the
recent round of capital markets liberalisations as too little too late. Large segments
of the retail and corporate markets remain
untapped across China, he says. With
the tightening of the screws on shadow
banking, lending activity will slowly be
brought back into the purlieu of regulated
financial activities by licensed operators,
domestic and foreign.
The same reasoning applies to investment banking and brokerage activities.
The latter sector is still very retail centric,
but it will slowly morph into a more
institutional investor-driven market, like
the US, an area where both American and
European firms will be much more at ease.
“If we had one message for the foreign
financial institutions it is that you have
to be in it to have a successful business,”
Qin concludes. “You really have to be
inside of China, know local regulation,
customise products and focus on servicing those sectors of the Chinese markets
that are still under-served.”
That will mean growing business not
just in the secondary markets, where
foreign banks are already taking a share
of the pie both onshore and through
schemes such as Stock Connect and Bond
Connect, but also, soon enough, directly
into the primary markets.
“Cross-border capital movement is still
subject to restrictions, and one area with
most restrictions is the primary market,”
says Clifford Chance’s Liu. “So this might
be the area with the most potential and
opportunity for foreign players as the
market is opening up, but this is still
subject to multiple considerations and an
uncertain timetable.”

◼

This article was first published in the June
2018 issue of Asiamoney magazine.
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The two faces of
China’s bond regulators
The National Development and Reform Commission is China’s economic planner,
overseeing everything from construction projects to the management of sugar
reserves, but its approach to offshore bond approvals is chaotic and could cause
lasting damage to the country’s bond issuers. Matthew Thomas reports.

C

hina’s powerful National Development and Reform Commission
(NDRC), with authority over
swathes of the domestic economy,
has the job of traffic cop in the offshore
bond market: it decides which companies
can sell bonds and when. It has failed
to win rave reviews for this particular
role, and its workings in the bond market
remain a mystery to many bankers and
debt issuers.
“I hate the NDRC,” snarls one chief
financial officer at a Chinese property
company.
It is an unusually strong condemnation of the regulator, but one that others
across the bond market echo. The NDRC,
the successor to China’s State Planning
Commission, lost some of its power
earlier this year, when president Xi
Jinping’s government decided to transfer some functions to other agencies.
But there is no sign it will lose its grasp
over approving every Chinese issuer that
wants to sell an offshore bond.
Few bond market operators understand
the NDRC, but everyone has to deal with
it. It is a contradictory, puzzling and
sometimes frustrating institution that
bankers and issuers are forced to consult
carefully, somewhat like tea leaves.
The NDRC is a big headache for China’s
bond issuers and the bankers they hire to
execute those deals. The regulator’s hotand-cold approach to allowing Chinese
companies to sell bonds offshore, as
well as its apparent unwillingness to let
anyone know what it is thinking, makes
it as unpredictable for issuers in China
as it is for bankers outside the country.
That is a real problem.
Chinese issuers now eclipse other
Asian borrowers in the international
bond market. Their $218.5bn of G3 bond
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issuance last year accounted for just
over 60% of the total in Asia ex-Japan,
according to Dealogic, a percentage they
have almost exactly matched so far this
year already.
China’s dominant position among
Asian issuers is even more pronounced
in the high-yield market, accounting for
71.4% of the region’s issuance in 2017
and an even bigger share so far this
year. This makes the NDRC’s unpredict-

They’re living in a
mansion. It’s hard for
them to care about the
little hut next door .
– DCM head

ability particularly troubling. China’s
high-yield issuers are much more likely
to get short shrift from the agency than
the country’s well-connected state-owned
enterprises.
In theory, the NDRC’s cautious ways
should at least reduce foreign currency
funding risks by ensuring that Chinese
issuers are simply unable to overburden
themselves with dollar financing.
Instead, its approach to bond regulation has done just the opposite,
increasing refinancing risks and adding
a large dose of uncertainty to China’s
funding landscape at a time when international investors are reluctant to come
off the sidelines.
Can anyone make sense of the NDRC?

CONFUSION
“There’s no rhyme or reason to what
they’re doing,” laments one DCM head.
The confusion about the regulator
dates back to October 2015, when the
NDRC declared it was no longer going to
approve offshore bond issuance, moving
instead to a system where deals only
needed to be registered. This proved to
be little more than a meaningless shift in
nomenclature.
“They call it registration, but they
won’t allow an issue unless they
acknowledge it has been registered,”
explains a syndicate head. “That means
it’s basically the same thing as an
approval process.”
A few issuers have called the NDRC’s
bluff. At least five companies – China
Water Affairs Group, China South City
Holdings, Mingfa Group (International)
Company, Ping An Real Estate and China
Mengniu Dairy Company – issued bonds
without hearing back from the regulator. But these issuers were named and
shamed in an NDRC statement in June
last year, and the regulator has made
clear in private meetings that a repeat
will not be tolerated, bankers and funding officials say.
So for the rest of this article, Asiamoney, GlobalRMB’s sister publication,
will use ‘approval’ as convenient shorthand for ‘acknowledging registration in
a way that is totally, completely different
from approval’. To be clear: the NDRC
even gives out specific quotas to each
issuer, after asking them to apply for a
desired amount.
The uncertainty about the NDRC even
extends to what sources of funding it
actually regulates. When Asiamoney sits
down with two senior debt capital market
bankers in Singapore at the end of May,
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has gone the other way, pushing some
companies to lie about how much funding
they need and some of those to take on
additional debt, simply for fear of offending the regulator.
But an even more egregious example
comes from the bonds that are being sold
outside of the purview of the NDRC. By
ignoring bond sales below a certain maturity, the NDRC is adding serious risks to
the funding profile of Chinese debt issuers,
particularly those high-yield borrowers
who already have more than enough risk to
deal with.

we ask if offshore loans also had to be
registered with the regulator. The two
bankers answer simultaneously, then
laugh when they realize that one had
confidently said: “Yes” and the other had
categorically stated: “No”.
After a quick email to an overworked
junior staff member, one of these bankers clarifies the point.
“The current interpretation of the
rules is that you don’t need to register
loans,” he says.

INTERPRETATION
China is certainly not the only country
where financial regulations are subject to
interpretation, but the fact that a critical
part of its offshore funding rules is subject to fundamentally different readings
shows how far the NDRC needs to go to
communicate its policies to bankers and
issuers. Even more confounding is that
the interpretation is less about what the
rules say and more about what borrowers
have been able to get away with.
“Technically, you’re supposed to register loans with the NDRC, but no one does,”
says another DCM banker in Singapore. A
Shanghai-based lawyer, asked for clarification, echoes this point.
The bigger headache for debt bankers, though, is in the NDRC’s oversight
of offshore bond issuance from Chinese
corporations. There is neither any doubt
that the regulator plays an important role
in this matter, nor that it expects all deals
to be registered: the confusion lies in
everything else.
In 2017, the NDRC was incredibly hard
on issuers, refusing to give out quotas to
some and delaying the process for others.
Bankers complained at the time that the
registration process was a ‘black box’,
although some bankers did admit China’s
all-important 19th Party Congress, where
president Xi consolidated his power, was
always likely to slow things down.
This year has been dramatically different. Bankers talk about a seismic shift in
the ability of their Chinese companies to
get approvals. By the end of May this year,
the NDRC disclosed it had approved 99
offshore bonds, compared with 44 during
the same period last year, according to
official data.
This new, more liberal attitude has been
welcomed by bankers and issuers, but has
also had some unfortunate consequences.

Christopher Lee, chief ratings officer for
Greater China corporations, S&P Global
Ratings

Bankers admit that corporations that
previously needed to raise $500m, for
example, sometimes told the regulator they needed much more than that,
perhaps $700m, or even $1bn. That way,
they would be able to meet their funding
targets even if the NDRC – as was its
tendency – gave lower-than-requested
quotas across the board.

They call it
registration, but… it’s
basically the same
thing as an approval
process.
– A syndicate head

But since the NDRC has been much
more willing to give full quotas this year,
issuers have faced a dilemma. If they were
to raise less than they were permitted, the
NDRC might realize it had been duped.
Instead, some are asking bankers to identify alternative funding sources, perhaps
offshore renminbi bonds or equity-linked
bonds.
This is an example of the law of
unintended consequences in action. The
regulator’s attempt to control offshore
bond funding by Chinese companies

SPECTRE OF DEFAULTS
China’s bond market is haunted by the
spectre of defaults. Eleven Chinese issuers
have defaulted on a total of 18 bonds in
China’s domestic market in the first fourand-a-half months of this year, according
to Natixis.
Tianfeng Securities, a local broker, has
warned that Chinese companies are “flocking together to default”.
Where the domestic market goes, the
offshore market follows. There have
already been two Chinese defaults in the
offshore bond market this year: China
Energy Reserve and Chemicals Group’s
failure to pay back a $350 million bond
and a cross-default on CEFC China Energy’s
$250 million deal after it failed to repay an
onshore note.
Several market participants say they
expect more defaults on Chinese offshore
bonds this year.
“It will happen. I really think it will
happen,” says one chief financial officer
with a hint of fear in his voice.
This, one might imagine, is where the
NDRC comes in. Unfortunately, its involvement appears to be making default risk
worse, not better.
The NDRC’s unpredictable registration
system has raised refinancing risks for Chinese issuers, says Christopher Lee, chief
ratings officer for Greater China corporations at S&P Global Ratings.
But the issue goes beyond the delay in
getting approval.
The problem is simple: the regulator
only approves deals with a maturity of one
year or more. Any deals with maturities
shorter than that can get through without
NDRC approval, encouraging a swathe of
issuers to resort to 364-day bonds to hit
their funding needs.
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THE TAKE OVER

Chinese issuers have become the dominant source of supply in the G3 bond
market across Asia ex-Japan, representing just over 60% of supply in 2017.
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In 2016, not a single Chinese corporation
sold a dollar bond with a maturity of less
than one year, according to Dealogic data.
In 2017, 30 deals were sold, worth $6.66
billion in total. It seems inevitable that will
be eclipsed this year. By early June, Chinese
companies had done 23 deals with maturities of less than one year, raising just over
$5 billion in total.
This national exercise in kicking the can
down the road will ensure that the line
between liquidity risks and credit risks
becomes increasingly blurred.
“Eventually, the move to short-term funding is going to shift from being a liquidity
risk to a credit risk,” says Lee. “It will start
to impact their ratings.
There is unsubstantiated talk among
some market participants that the NDRC
will soon start to regulate even bonds of
less than one year in the offshore market.
No one is quite sure what the regulator has
planned. Some wonder whether the NDRC
even knows itself.
Those who have met officials with responsibility for the debt market from the NDRC
point to a sprawling regulatory body — with
city, provincial and national levels — whose
staff sometimes appear to have only a rudimentary understanding of offshore bonds.
The regulator seems to be uncertain
about exactly what its role in the offshore bond market should be. A property
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company executive tells Asiamoney that
part of the NDRC’s hesitation comes from
its sense that approving a bond is the
same thing as vouching for the company
behind it. She has urged NDRC officials
not to think of their job in that way.
“No one else thinks that,” a senior debt
banker agrees. “It’s just them.”
Bankers, issuers and other market
participants speak of a regulator whose
employees do not always know how to
communicate even when face to face.
One source told us he found NDRC officials “unimpressive” (and surprisingly
young) when he met them in Beijing.
Chinese issuers raised $218.5bn in
the offshore market last year, but sold a
whopping Rmb40.8tr onshore, according
to data from Dealogic and Wind. In other
words, offshore bonds represent just
3.3% of the total.
“They’re living in a mansion,” argues
a DCM head. “It’s hard for them to care
about the little hut next door.”
Furthermore, only a portion of the
Chinese issuer base must tackle the
NDRC maze each time it wants to raise
money offshore. State-owned companies,
with their national importance and their
political capital, can be assured of much
kinder treatment.
Perhaps the NDRC does think of the
offshore bond market as a sideshow. But

the little hut is the window through
which much of the investment world
views China. That makes the need
for coherent regulations all the more
urgent.

TWO TASKS
There are two tasks facing the NDRC,
bankers and corporate executives tell
Asiamoney. The first is the big one:
reforming the registration process.
The regulator needs to create a series
of clear guidelines for bond issuers,
making it transparent which industries
will be favoured, how long the approval
process is expected to take, what issuers
can do to speed up the process and
what exactly falls under the NDRC’s
scope.
There is plenty of work to do here.
It is striking how much the NDRC’s
guidelines seem to be whispered from
one source to another, changing from
firm to firm and from person to person.
One banker confidently tells Asiamoney
the NDRC is only approving refinancings
at the moment; another says his client
just got approval for a deal that is not a
refinancing. One DCM head says property
companies were not getting approval in
mid-May; a property company executive
tells us she has heard there is no problem with new approvals.
Guesswork, conjecture and sheer hope
remain the fundamental tools for dealing
with the NDRC.
The other hurdle for the NDRC, clearly
related, is of communication. Not a
single person interviewed for this piece
disputed the idea that the NDRC is effectively a blank wall, leaving bankers
and issuers clueless not just about
when deals will be approved, but even
if approval would ever come. Perhaps
the NDRC does not think it needs to
change its rules — but if not, it should
let issuers understand how it comes to
its decisions.
The NDRC acknowledged our attempt
to seek comment, but did not make itself
available for an interview or send a written response to our questions.
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