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7 he Bond plot thickens

Bank

¢ China’s Bond Connect is an integral platform for an increase in foreign ownership of
Chinese debt.

e In the medium term, the scope for inflows north of US$2.5 trillion into China’s debt
market should not be discounted.

» China appears to be well positioned to deepen and broaden its local bond market;
alignment of several key success factors will help to realize the potential.

 Increased demand for CNY as a reserve asset has minimal implications for AUD. The
suggestions AUD FX reserves are held in part as a ‘China proxy’ is misplaced.

China’s bond connect has kicked off in July 2017 and thus far, there have been
encouraging signs. It is currently a pilot scheme connecting HK and China and confined to
northbound access for now. While it is not the first and only avenue for foreign investors
to invest in China’s bond market, it is definitely a more investor friendly channel and
likely to be a more efficient framework for China to deepen and broaden its fixed income
market in the long run. As the scheme expands beyond current northbound investment in
the near future, China will likely see an influx of buyers for its debt as well. Several factors
are seen underpinning foreign investors’ appetite and these include:

- Potential inclusion of Chinese bonds into global bond indexes

- Currently small proportion of foreign holdings of Chinese debt relative to total
size of Chinese market

- RMB stability

In this report, we focus our estimates on the demand from foreign central banks, which
we expect to increase steadily over the medium term. Given the sheer size of China’s
domestic bond market, the impact on China’s financial markets can be very meaningful in
the medium term. The total onshore bonds held by foreign institutions stood at
RMB841.5bn at the end of July, equivalent to only 1.77% of the interbank market,
registered at the China Central Depository & Clearing Co., Ltd. (CCDC), but already 8% up
from RMB778.85bn at the end of 2016. Making further connection, the bulk of these
investors are foreign central banks. According to SAFE data, as of end-2016, foreign
central banks held RMB563.5 billion worth of yuan assets - 92% in debt securities, with
equities and investment funds making up 7.4%.
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Trillion dollar question: How much inflows can
be expected?

The early success of the HK-China Bond Connect points
an encouraging future. In the first month of the launch
since July 3'd, foreign investors bought a net RMB37.8bn
worth of Chinese bonds, accounting for more than half
of the total foreign investments in the first seven months
of this year (RMB62.6bn).

However, the focus of interest has been on short-term
papers with tenors less than one year such as commercial
papers, usually in the names of super short-term bills or
short-term bills, and certificates of deposits, according to
the Shanghai Clearing House.

With this initial information, we estimated the potential
bond market inflows based on regional central banks’ FX
reserves (assuming that they will increase the RMB
component in their coffers given that the currency is now
a member of the SDR basket), and foreign institutional
investors’ potential demand.

We relied on modelling done by the Asian Development
Bank Institute (ADBI). The ADBI found that using only
quantitative economic predictors, the projected RMB
share could go as high as 12% of global reserves. Adding
institutional and market measures reduced the predicted
share to around 2%, which the ADBI felt was “more
realistic”. However, we would note that this was based
on 2011 data and published in 2014; since then, China
has made huge strides towards an environment that the
ADBI recommended. From 5 models that the ADBI had
used, we selected one that reasonably represents current
conditions, and another one that would be appropriate
after full capital liberalization (targeted for 2020). The
respective RMB shares projected by these two models are
6.8% and 10%. In the near term, we could be looking at
inflows north of $1 trillion but in the medium term,
inflows of more than $2.5 trillion would not be beyond
the pale.

Prominence in trade and cross border capital flows

The Yuan has become increasingly prominent in cross-
border capital flows in recent years. It made up 4% of
global foreign exchange trading last year, and 1.9% of
global payments in February, according to official data.
Growing RMB cross-border flows means that FX reserve
managers will need to match that in the distribution of
the reserves that they hold. This then in turn generates
demand for yield bearing RMB assets.

As of March 2015, 62.9% of global central bank reserves,
or US$3.826 trillion, were in U.S. dollars. Euro reserves,
worth US$1.351 trillion, represented 22.2% of the total.
Japanese Yen took a 3.9% share with US$241.2 billion
held by central banks, and US$116.2 billion worth of
Canadian dollars were held by central banks.

Key success factors

The Bond Connect scheme eliminates most of the
impediments to investing in China’s bond market that
have in the past been responsible for the low foreign
participation. The China Inter-Bank Market (CIBM) was
relatively closed to foreign investors prior to 2015. Back
then, investing in China’s debt market required
application for a Qualified Foreign Institutional Investors
(QFN) license. Even then, QFlls were subjected to
investment quotas and could only invest in exchange
traded bonds. The approval process for participating in
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the market was lengthy and complex. Furthermore,
foreign investors were more interested in A- and H-
shares trading in China and Hong Kong, due to the large
spreads between the two indexes. Low demand for QFII
and RQFII products was reflected in the low utilisation
rate of the allocated quota for QFlls and RQFlls. The total
investment quota of QFlls allotted as of the end of
August 2016 was just USD81.5 billion, little more than
half the USD150 billion in July 2013. The RMB’s fortunes,
or misfortunes rather, was another speed bump. The
RMB’s appreciating trend ended in 2014 and USD/CNY
climbed from 6.05 to nearly touch 7.0 in late 2016.

In addition, the Chinese financial authorities have shown
commitment to the success of this scheme. To facilitate
the acclimation to the vagaries of the Bond Connect, the
authorities have encouraged state linked entities to issue
bonds/bills specifically for Bond Connect. Among others,
policy lenders Agricultural Development Bank of China
and China Development, held their first ever public
tenders simultaneously to both onshore and offshore
investors on the launch day of the scheme. The two were
followed by a long list of state-owned enterprises such as
Huaneng, Guodian, Chalco, China Unicom and Three
Gorges, etc. to issue Bond Connect short-term bills.
Lately, the issuer base has been expanded to include
local government linked enterprises such as Luzhou
Laojian.

After the admission of China’s A-shares into the MSCI
Emerging Markets Index, the conviction for Chinese
bonds to be included in several global bond indexes rose
perceivably. The bond connect may be a reinforcing
factor and in return, the recognition as a global player
will make Chinese debt more attractive to foreign
investors. While the MSCI Emerging Markets Index is
tracked by US$1.6 trillion worth of funds, industry
estimates place the three major bond indexes combined
in the vicinity of US$4 trillion. These are the JPMorgan’s
Government Bond Index, Barclays Global Aggregate
Index and Citibank’s World Government Bond Index.

In fact, there has been some notable progress along the
line of including China into some bond indexes. In March
2017, Citigroup decided to include onshore Chinese
bonds in its three government bond indexes—the
Emerging Markets Government Bond Index, the Asian
Government Bond Index, and the Asia Pacific
Government Bond Index. In addition, Bloomberg has
launched two fixed income indexes with RMB-
denominated Chinese bonds. Initial estimates were that
inflows into these bond indexes once Chinese bonds get
included could exceed US$200bn.

The bond connect plays an integral part in the RMB
internationalisation process. Combined with RMB
stability, the availability and accessibility of RMB-
denominated assets is the next step forward for the
currency to be recognised further as an international
currency, after its entry into the IMF SDR basket.

Sovereign ratings downgrade unlikely an impediment

On 22 September, S&P downgraded China’s long-term
sovereign rating from AA- to A+, bringing it in line with
Moody’s downgrade in May 2017. By and large, the

main concerns were similar to what Moody’s had listed.
These were namely that loan growth is still continuing at
too strong a pace, and that Local Government Financing
Vehicle (LGFV) poses a huge worry.
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The Chinese government disputes this reading,
essentially claiming that S&P has glossed over important
nuances. The market seems to agree with

the government, hardly reacting to the downgrade.

One reason for this is that the downgrade merely moves
China to the fifth of the 11-rung Investment Grade block.

We concur with the view that the downgrades will not
be a big impediment to the bond connect, nor will it
raise funding costs materially as China’s bond yields are
already the highest among the other A1 graded debt.
China's A1/A+ rating is shared with Japan (10Y JGB
0.021%), Israel (10Y yield 1.72%), Saudi Arabia (10Y USD
bond 3.5%).

Market commentary has turned somewhat more positive
recently as the deleveraging efforts have started to look
more authentic and the government is appearing to be
quite disinclined to bail out borrowers. Foreign investors
are unlikely to be spooked by the downgrade since the
issues raised have been around for some time and the
general opinion is that the government is on the right
path, even if proceeding down it rather gingerly.

Relevance for Australia

The RBA has invested a portion of Australia’s foreign
exchange reserves in RMB since 2013. The plans revealed
then were to invest around 5% of its FX reserves in
China. The number looked conservative relative to the
extent of trade relation between Australia and China
then, and probably reflected the hurdle from the

lack of capital account liberalisation. However, the

bond connect is the game changer and now allows

an acceleration of reserve diversification efforts into
CNY assets.

Perhaps the bigger question — relevant for the AUD —iis
whether increased demand for CNY and CNY assets by
reserve managers could see reduced demand for AUD as
a reserve asset? It is often suggested that the AUD may
be being held by reserve managers in part as a ‘China
proxy’ given the strong trade links between Australia
and China. We've highly sceptical here.

The increased use of AUD as a reserve asset since the
Global Financial Crisis has been part of a generalised
desire to diversify away from the US dollar (and the Euro
during the various Eurozone crises since 2011). The fact
that holdings of Canadian dollars have risen by as much
as for Australian dollars (in both case to just under 2% of
holdings) and given the more tenuous direct trade links
between Canada and China, suggest that the ‘China
proxy’ argument for AUD holdings is largely illusory.

As of Q1 2017, reserve managers who divulge their
allocations to the IMF hold on average 1.84% in AUD and
1.93% in CAD (in both cases just more than 0.1% higher
than a year earlier). There’s no evidence here then the
AUD enjoys favouritism over CAD, and as such little

or no reason to think global reserve managers will
materially reduce AUD holdings in conjunction with any
diversification towards CNY, beyond any generalised
diversification towards CNY and away from other
currencies over the medium/longer term.
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What is a Bond Connect?

The Bond Connect is a scheme that entails mutual
market access to China and overseas bond
markets, in activities involving trading, custody
and settlement. On 3 July 2017, China launched the
HK-China Bond Connect Programme and in the
initial phase, only allows northbound trading.
This marks the fourth bond market programme
that enables cross-border trading following the
China Interbank Bond Market (CIBM) direct access
scheme, the Qualified Foreign Institutional
Investor (QFIl) and the Renminbi Qualified Foreign
Institutional Investor (RQFII) schemes.

There is no quota for northbound investment

and southbound trading will start at a later date.
Eligible investors are mainly institutions, such as
banks, insurance companies, brokerages and asset
management firms.

The establishment of the Bond Connect replaces the
previous mode of access whereby foreign investors
have to go through lengthy process of opening a
QFIl account, CNY quotas application and then
finding a clearing agent with international
settlement capabilities. With the Bond Connect,
foreign investors can trade directly in China’s bond
market through the Hong Kong exchange.
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