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ASIFMA is an independent, regional trade association with over 80 member firms

comprising a diverse range of leading financial institutions from both the buy and sell
side including banks, asset managers, law firms and market infrastructure service
providers. Together, we harness the shared interests of the financial industry to
promote the development of liquid, deep and broad capital markets in Asia. ASIFMA
advocates stable, innovative and competitive Asian capital markets that are
necessary to support the region’s economic growth. We drive consensus, advocate
solutions and effect change around key issues through the collective strength and
clarity of one industry voice. Our many initiatives include consultations with
regulators and exchanges, development of uniform industry standards, advocacy for
enhanced markets through policy papers, and lowering the cost of doing business in
the region. Through the GFMA alliance with SIFMA in the US and AFME in
Europe, ASIFMA also provides insights on global best practices and standards to

benefit the region.
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1. Introduction

China’s economy is at a pivotal crossroads. With
its strategic emphasis on export-oriented growth,
China has transformed itself into the world’s
second largest economy within the last two
decades, powered by a labor-intensive
manufacturing sector and extensive domestic
investment. However, despite its vast production
capacity and trade links with global markets,
China lacks depth in its financial sector,
highlighted by underdeveloped capital and bond
markets. For continued growth, China needs
more well-developed capital markets to facilitate
its transformation from an export-driven
economy to a consumer-led one.

Traditionally, China has focused on equity
markets and bank loans at the expense of bond
markets, but fully functioning, open financial
markets and efficient capital allocation depend
on the strong foundation of a liquid and
transparent bond market. A mature domestic
bond market offers a wide range of
opportunities for funding the government and
the private sector as an alternative to bank-

Emerging markets have low financial depth—and they are no longer

lending, with the government bond market
typically creating opportunities for other issuers.
Well-functioning bond markets are also
prerequisites for relaxing capital account
controls and are transmission channels for an
interest rate-led monetary policy.

The lack of market-driven capital allocation,
including an administrative loan and deposit
rate regime, and the absence of true national
treatment for foreign-invested institutions in
China’s nascent bond markets — especially with

respect to underwriting, market making,
derivatives trading with corporate clients, and
bond settlement agent licensing — remain
significant  obstacles to  China’s  further

development. Detailed discussion follows of the
need for well-developed government bond
markets, the technical aspects crucial to
functioning government bond markets, the
underlying prerequisites of sound financial
markets in general, China’s recent
accomplishments with respect to government
bond market development, and other issues for
further consideration.

closing the gap with advanced economies

Emerging Markets’ Financial Depth is Low
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2. Current Status of Chinese Government Bond Markets

After reform and opening up, the Chinese bond
market has entered the fast lane of
development. As of December 2013, the Chinese
bond market had reached 7.8 trillion Yuan
(source: ChinaBond.com.cn).

A. Government Bonds Issuance

Currently, there are mainly two types of
government bonds in the China market: book-entry
treasury bonds and savings bonds. Savings bonds
are mainly for individual investors, and institutional
investors are not allowed to participate. Book-entry
treasury bonds allow institutional investors to
participate, and are currently the largest in terms
of issuance. The terms of book-entry treasury
bonds vary from 0.25 to 50 years, with the 1 year, 3
years, 5 years, 7 years, and 10 years known as
critical term treasury bonds, routinely issued on a
rolling basis. Book-entry treasury bonds depend on
an underwriting syndicate for public tender. In
2013, China issued 52 book-entry treasury bonds
(source: ChinaBond.com.cn), with an issuance of
1.34 trillion yuan (source: ChinaBond.com.cn).

B. Government Bond Market

China maintains a two-bond-market structure, the
interbank over-the-counter (OTC) bond market and
the exchange bond market. The exchange market
includes the Shanghai Stock Exchange and
Shenzhen Stock Exchange. Market participants
vary from institutional investors (securities
companies, funds, insurance companies,
commercial banks, etc.) to individual investors. The
interbank over-the-counter (OTC) bond market
includes wholesale market and retail counter
market. The wholesale market is the main place for
wholesale trading and bond custody, whose
participants include various types of financial
institutions, while the retail market includes
individual investors and non-financial institutions.
The types of government bond transactions include
spot transactions, repurchase transactions and
forward transactions. In 2013, the turnover of the
inter-bank bond market reached 5.5143 trillion
yuan (data source: China Foreign Exchange Trade
System web site), mainly in the inter-bank market,
with the Shanghai Stock Exchange bond market of
43.6 billion yuan and the Shenzhen Stock Exchange
bond market of 400 million yuan.

C. Remaining Weaknesses

After years of development, China's government
bond market has made considerable progress. But
there are still some weaknesses. First, there is a lack
of liquidity in the secondary market. Although the
market scale of the Chinese government bond
market ranked among the top of the world, the
turnover level of the secondary market remains
relatively low, and compared to overseas markets
there is a large gap in market liquidity. Second, the
trading mechanisms are not sufficiently diversified.
The Chinese government bond spot market already
includes several trading mechanisms, namely spot
bonds, repo, securities lending and some others,
but the mechanism for futures, options and other
derivatives are less developed, and the market lacks
an effective risk management mechanism. Third,
the Chinese bond market has maintained a two-
bond-market structure for a long period of time and
currently lacks interoperability between the two
markets.

Page 5 of 23



3. EERATHIZINLENE

PERENZFERE T AAENME |
BEFNFEERABRT SN RBHREDN
R, 3%, PEXBFLFEKHERES
METEAERRLERNFL , REHEE
[ 75 ERE A~ mEE N b7 BAFERR
B ERERE, X—EFNRLRERIEF
ETEESMERSENEARERNER , &
HEXNFRBFRZELBARE, RZ
ZENERRARREURBITEROEXN L
e, BRER  X-SREXEHOSA
BAFHIETERT , BEALFEEIRGM
B, AOBERCES IR VERMIR
BERFEREN FEHENRENHRERN
et pilki: 27U Fick: -y SN

BEZTER  ELALE4AR,. FBENL
NRBERTEXFMHALANZRT , PES
BT R , TRT ZSTHRE, RESP
ENLFEKEEASETEHEMRIKRELF
 , BHARTZNEHERRHREL .

X—RESARE. BUFERLFEME A
TIFERENTRALFNELRBITRIN
FRARE , SfREEMNE OBLFEaERE
ZFNFRE  BRERTERNRAREFE ,
NLFBREMRENEREREE , B
SREME , UREH# AMERFELE,

: P
asifmaz

ET—N15F , #RPEAOZBRILERN &
RESRERRBFEVE , NTUREDAE BE
MigiE. HE. BECNEATEER mMIA
MARKE, MEHFHZHRNAEE #RA S
REMNHTXRENEY KED , B &HHEH
HECNMHESRBIHERHEYS HRBESR,
554 REEEHEENEZLFN FARS , X4
MRFEFEER  BPE NEHEBRDAT
LB #RATZEAMBAT EENREREA™Mm
51 , M AJ LA — SRR AN BUF 1T I A E
RARAT LAY 4R 8

A MR -ERBRERTHNS THT ,
FEERBBRITER , F2ERSRE| KE%
ESRE. ROTWRXBERTM, —KREH
BHBR, RENEFAREMKES HEAH
R, i AWUN P RBEMRE BIRM AT
BANS, BERTHEMSTE Fx& , BX
ERETEM®GT B RETR R JER , &BI
ENTFRAFESD , FRAKN BRttEHIERT
A, FEEREER XM EHHERTER
R, IE0 2008 F &t e L A P L E,

Page 6 of 23



: <
asifmaz

3. The Need for Well-Developed Capital Markets

China’s rapid growth has led to significant
wealth generation, but key challenges must be
addressed for that growth to continue in a
sustainable fashion. In the past, China’s financial
model to support economic growth revolved
around bank-lending to state-owned enterprises
(SOEs), who in turn exported products to the
West or financed municipal infrastructure
projects. This cycle was ultimately funded by
China’s large base of domestic deposits, which
are the result of high savings rates driven by the
absence of social welfare programs, lack of safe
alternative investment options, and the relative
security of bank deposits. While this financial
model is undoubtedly successful in an export-
driven economy, expected changes in demand
from Western economies, an ageing
demographic, and new infrastructure needs will
require a more balanced and stable growth
model fueled by consumer demand and
increased spending.

It is true that China’s financial markets have
already benefitted from increased openness and
a range of reform efforts over the last two
decades, supported by regional organizations
such as APEC, ASEAN and the ADB.
Nevertheless, while the pace of economic
growth in China continues to exceed that of
other developed economies, the structural
development of its capital markets has not kept
pace. This must change. Government policies
must encourage the development of capital
markets in ways that will support its widespread
economic and social development initiatives
including: furthering its transition from an
export-driven economy to a consumer-driven
economy, reducing the concentration of risk in
the banking system, funding municipal
infrastructure projects, developing social safety
nets and fostering its sweeping urbanization
program.

The Burden of Aging
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In the next decade, programs to address the
needs of China’s aging population will stretch
government finances, making less public money
available for infrastructure, education,
urbanization, and other needs. However,
expanded capital markets, including bonds
markets, can help cope with rising pressure to
extend social-safety nets, while at the same
time providing enough long- term capital to fund
China’s urbanization and social development
efforts. Moreover, the country’s high savings

rate, even if reduced by greater spending in a
more consumer-driven economy, can be funneled
through capital markets into private pension and
insurance alternatives that could further reduce
the population’s reliance on government programs
and domestic banking institutions.

Additionally, long-term foreign investment is
more readily attracted to countries with well-
regulated, diverse markets than those heavily
reliant on bank-lending. Banks that are free of
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State direction traditionally lend short-term,
limiting the duration of debt available in the
economy and are not seen as a viable funding

mechanism  for longer-term

bonds markets require domestic banks to make

infrastructure
development. However, China’s underdeveloped
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longer-term loans to municipalities, saddling
them with underperforming assets and
concentrating credit risk in the banking sector.
This practice, over time, has considerable
consequences, as seen in the 2008 Financial
Crisis.

May 2012: Onshore non-fin corps can issue offshore RMB bonds
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The substantial infrastructure still needed
to spread development geographically,
extend social safety nets, improve
productivity and sustain high economic
growth requires the efficient mobilization
of private and public capital. To ensure
continued and sustainable growth, China
must enact government policies that allow
for bond market development to and
broaden the array of financing and
investment possibilities to complement,
and ultimately replace, the current bank-
lending model and transition to a
consumer-economy.
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4. Establishing More Robust Government Bond Markets

The further development of government bond
markets will contribute significantly to overall
financial market expansion in China, especially
when Basel Il is fully implemented. The
development of more robust bond markets is
also particularly important to the evolution of
the Chinese banking sector, which has been
stifled by the buildup of non-performing loans.
The sections below will detail the technical

A. Interest Rate Liberalization

The first step to fostering a vibrant bond market
is interest rate liberalization. Because the base
interest rate is artificially set at six percent,
Chinese banks are forced to generate profits
through  deposits. In  the intensifying
competition to attract deposits with relatively
low rates, some domestic commercial banks
have started to hand out gifts as rewards to
their customers. This kind of behavior
demonstrates that the repressed interest rates
for deposits do not reflect market rates. China’s
controlled interest rate regime also distorts
primary market underwriting as risk cannot be
properly priced and issues are little more than
private placements.

Further liberalization of interest rates, and
capital controls, will benefit the Chinese banking
industry by forcing banks to become more
creative and diversified, narrowing the net
interest margin and shrinking the room for
profits. On its face, this seems counter-intuitive,
but it would immediately create incentives to
increase lending to small- and medium-sized
enterprises, a sector in which banks enjoy high

aspects crucial to well-functioning government and
corporate  bond  markets, the underlying
prerequisites of sound financial markets in general,
and other issues for further consideration. This
paper will discuss in detail the key technical factors
in maintaining a sound bond market, improving the
financial market infrastructure and other relevant
issues.

returns, to maintain the financial institutions'
profitability. Additionally, it could help enable
the banking industry to change its business
model from one that overly relies on income
from interest on deposits, to one that focuses
on providing comprehensive and diversified
services to customers, including capital markets
products.

In 2012, the PBOC improved the flexibility of the
interest rate regime by allowing banks to offer
as much as a 30 percent discount on the key
lending rate and permitting deposit rates up to
10 percent higher than the benchmark
(currently set at three percent). At the end of
2013, during the Third Session of the eightieth
Plenary Meeting of the Communist Party of
China, it was clearly stated: “Accelerate the
marketization of interest rate, improve the
Treasury bond’s vyield curve showing the
relationship between market supply and
demand." This means that the Chinese
government will enhance their efforts in
interest rate marketization, which is essential
to the reform of China’s capital markets.
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B. Benchmark Yield Curve

Benchmarks play a critical role in the efficient
functioning of both the primary and secondary
bond markets. They are used as a bellwether to
gauge the predominant interest rate structure,
the market’s expectations for future interest
rate fluctuations and inflation, and provide
hedging vehicles against certain market risks.
The existence of a common benchmark vyield
curve, grounded on a liquid government bond
market, is a key element for the financial sector
to reach efficient capital allocation and for
government policy makers to gauge market
expectations, as much of the analysis and
pricing activity that takes place in the bond
markets revolve around the yield curve.

A benchmark vyield curve currently exists in
Chinese markets for the most actively traded
bonds across a range of given maturities — which
are called the “on-the-run” issues — but the
accuracy of the benchmark is suspect. China’s
commercial banks perform their asset allocation
by buying government bonds and therefore,
tend to hold them until maturity. Market
participants have expressed concern that this
dynamic renders the vyield curve effectively
meaningless because the yield on these bonds
does not reflect market conditions. ASIFMA

C. Secondary Market Trading

The establishment of a secondary market for
government bonds is integral to the overall
development of the Chinese bond market and
provides several important benefits to market
participants of all types. More specifically, a
secondary market allows for the establishment
of “riskfree” reference yield curves and “risk
free” assets (like U.S. Treasury Bonds), supports
the development of sound corporate debt and
money markets, and enables the government to
borrow for longer terms at lower funding costs,
allowing the government to fund large, country-
wide infrastructure and urbanization programs.
Additionally, the secondary market promotes
financial stability and lowers systemic risk by
acting as a shock-absorber during crisis and
facilitating cost-effective risk management for
market participants.
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strongly urges regulators to broaden the range of
financial instruments that can be used to satisfy
bank liquidity requirements.

Further, it may be time for Chinese authorities to
reevaluate the mandatory cap on banks’ loan-
deposit ratio (currently set at 75 percent). Given
the slowdown in foreign capital inflows and
banks’ improved risk management regimes, the
cap has become a restraint to the further growth
of the corporate bond market. Lifting the cap will
bolster market growth and further reduce
incentives for banks to purchase and hold
government bonds, increasing access and
liquidity in the government bond market.

ASIFMA applauds the MOF for increasing
reissuances in 2012 and introducing when-
issued trading in 2013, which created a deeper
benchmark for “on-the-run” government bonds
and improved liquidity at certain points along
the yield curve. However, the liability of China’s
benchmark yield curve must continue to be
improved. Increasing access and enhancing the
transparency, liquidity and efficiency of the
government bond market, as well as developing
a secondary bond market, will generate a stable
benchmark yield curve and successfully allay
market concerns.

A government bond secondary market relies on
seven basic requirements: 1) Disciplined
issuance and reissuance programs to support
large benchmark issues (as noted above); 2)
Liquid “classic” term repo markets that allow
easy short selling of government bonds; 3)
Active, liquid government bond futures markets;
4) A broad range of liquid OTC derivatives
contracts and exchange-traded derivatives
contracts; 5) High-quality, efficient and cost-
effective electronic price discovery, trading,
clearing and settlement platforms; 6) A broad,
active domestic and foreign investor base (e.g.,
pension funds); and 7) Market friendly
regulatory, accounting and tax regimes: no
withholding taxes and no transaction taxes.
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Currently, PBOC and MOF implemented rules
requiring market makers to show two-way
quotes on the four most recently issued
government bonds for each benchmark tenor, a
move that also enhances market

D. Repo Market

A “classic” bond repurchase (repo) market
refers to a system within which margining of
exposures is standard practice and the bond
title is actually transferred as part of the
agreement. This allows market participants to
use the bonds they hold for additional purposes,
such as further repos, covering short positions,
securities lending, or collateral. A pledge repo
system does not allow these activities as the title
is not transferred.

It is important to emphasize that the ability to
‘go short’ is fundamental to market-making. Not
all  market-makers, who are critical for
developing liquidity in any market, have access
to every instrument in their inventory at any
given time. Nevertheless, they will still quote a
price to a client if they are confident in their
ability to borrow and deliver that instrument at a
good price, which a classic repo market allows.
This significantly enhances liquidity in the cash
market and thereby serves as a key prerequisite
for the development of the bond futures market
and the OTC derivatives market, which requires
a sufficiently liquid cash market.

E. Futures Markets

Once the cash market is sufficiently liquid, China
should further develop its government bond
futures market. An active, liquid, and closely
supervised government bond futures market
would allow participants to hedge large-value
positions quickly and reduce risk more
effectively, while at the same time deepening
the underlying bond and derivative markets. The
experience of other countries shows that bond
futures enhance the liquidity of the underlying
cash markets as market participants are able to
manage the risk of their bond inventories more
effectively. Additionally, bond futures markets
are particularly beneficial to market-makers
because futures enable them to hedge their
positions, thus reducing risk and allowing them
to offer tighter bid-ask spreads.
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liquidity. Nevertheless, the secondary
government bond market still suffers from a lack
of liquidity for the various reasons discussed
below as well as the hording of bonds by Chinese
banks for liquidity requirements.

Repos also allow primary dealers to hedge risk
with a wider array of hedging strategies.
Importantly, because repos are secured
transactions, they broaden funding markets and
serve as a critical link between money markets,

bond markets, futures markets and OTC
derivatives markets.
Repo transaction volumes in China grew

throughout 2012, but remained relatively short
term, with as much as 85 percent being pledged
as a security and involving no title transfer,
meaning they did not function as true repos.
Moreover, China’s repo market still suffers from
an unstable repo rate. This is largely the result of
the PBOC’s preference for using quantitative
monetary instruments over ‘price’ instruments,
which makes it very difficult for market
participants to price risk accurately and trade
interest-rates swaps based on seven-day repo
fixing. Recent efforts to reform and develop
China’s repo market, including NAFMII’s recently
introduced local GMRA agreement and the
NAFMII Documents, are important steps in the
right direction, but a fully liquid and active classic
repo market remains elusive in China.

After a long period of preparation work, the 5-year
government bond futures officially listed for trading
on the China Financial Futures Exchange on
September 6, 2013. The market has been running
smoothly since then, and began to have a positive
impact on the overall market, although trading
volume and open interest remains low, but still
exceeded that of the initial stage of U.S. Treasury
futures. The market still needs a considerable time to
develop and flourish.

Government bond futures are an important tool
in hedging and discovering the reasonable market
benchmark interest rate. In the next round of
interest rate marketization, government bond
futures will play a pivotal role. First, they will help
form the yield curve. Government bond futures is
an important catalyst in improving liquidity of the
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secondary market, thus contributing to form the
yield curve. Second, they improve the efficiency
of bond market communication and pricing,
thereby creating favorable conditions for interest
rate marketization. Government bond futures not
only bring a new product to the market, but form
a basis for trading and further market innovation.
Government bond futures deepen the original
bond market, which result in significant long-term
synergies between the spot market and futures
market. Government bond futures improve
efficiency in pricing and communication. Third,
they help financial institutions manage risk in the

: P
asifmaz

process of interest rate marketization, and
improve asset management efficiency and
promote innovation.

ASIFMA believes China Financial Futures Exchange
has made considerable progress in interest rate
marketization and we look forward to their further
progress in the development of new interest rate
products, such as the introduction of the 10-year
bond futures, short term interest rate futures, and
the introduction of a more comprehensive suite of
products.
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F. Broadening the Investor Base

A large and diversified investor base is important
for ensuring strong and stable demand for all
bonds. The investor base should include both
domestic and foreign investors, and all types of
institutions — ranging from commercial banks to
insurance companies, pension funds, hedge
funds and mutual funds, as well as individual
investors. A broad investor base with different
time horizons, risk preferences and trading
motives is vital for stimulating active trading and
high liquidity, enabling the government,
corporates or financials to execute their funding
strategies under a wide range of market
conditions. More specifically, a broad investor
base provides an important source of stability
and liquidity to financial markets, aids in the
efficiency of price discovery, reduces market
volatility, and stimulates economic growth.

Recently, China has made progress broadening
its investor base, both domestic and foreign.
However, much work still needs to be done.
There is still a limited number of pension funds,
insurance companies and hedge funds that are
active in the domestic market and foreign firms,
who could bring necessary liquidity, market skills
and investments, but are reticent to participate.
Moreover, they are unable to operate freely in
the market due to restrictive quota systems. In
the government bond markets, most issuance is
bought up at primary auctions by domestic
banks as part of their liquidity requirements, and
with little incentive to trade the debt to others,
crowd out both foreign and domestic investors.
Changing this dynamic would allow domestic
banks to allocate their assets away from
government bonds and towards better returning
SME financing or corporate debt, while allowing
other entrants such as insurance companies,
pension funds or foreign investors to gain access
to a risk-free asset. This would significantly
enhance liquidity in the secondary market.

In the bond futures market, bond holders and
most important traders in the spot market are
not allowed to participate in the futures
market. We propose to accelerate the progress
of allowing commercial banks to enter the bond
futures market, which will help to improve
liquidity and promote the functioning of the
bond futures market. With respect to foreign
investors, China has increased participation
through various programs and initiatives,
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including the Qualified Foreign Institutional
Investor (QFll) program and the Renminbi
Qualified Foreign Institutional Investors Pilot
Program (RQFII). Established in 2002, QFIl allowed
licensed foreign investors to buy and sell RMB —
denominated equities and bonds in China’s
mainland stock exchanges (in Shanghai and
Shenzhen), and was the first time in history that
China allowed foreign investors to invest and
trade in the domestic securities market. In July
2012, CSRC published new rules for QFlls, which
granted them access to the Interbank bond
market. Prior to that, QFlls could only access the
exchange bond market. However, foreign access
to China’s Yuan-denominated assets is still
limited, with quotas placed under the QFll
program amounting to US$80 billion.

In December of 2011, the Chinese government
introduced the RQFIl program, to further spur
foreign investment in the domestic securities
market. Initially, the program’s investment quota
and scope was very restrictive, but the CSRC, the
PBOC and SAFE have steadily increased the quota
and eased investment restrictions, first in April
2012 and again in November 2012. In March 2013,
the CSRC and SAFE implemented updates to the
RQFIlI guidelines allowing for more types of
institutional investors to join the program — which
is currently limited to investment funds and
securities brokerages —and nullifying restrictions
on the proportion of investments in equities and
fixed income securities.
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Bond Holdings by Market Participant

Credit Cooperatives 2.23%
Non-Banking Financial Institutions 0.34%
Securities Companies 0.67%
Insurance Companies 9.30%
Funds 9.95%
Non-Financial Institutions 0.12%
Individual Investors 1.28%
Exchanges 1.94%
Others 0.66%
Special Clearing Members 7.16%
Commercial Banks

66.36%

Source:Chinabond.com.cn,2012

Chinese regulators have clearly made progress
broadening the investor base in 2012 and
early 2013 through the QFIl program and the
steady expansion of RQFIl. However, the pace
of this progress has been slow, as highlighted
in consecutive AsianBondsOnline surveys,
where market participants pointed to the lack
of investor diversity in LCY bond markets as

being the single most important impediment to
deepening local currency debt markets. ASIFMA
urges China’s regulators to continue this
momentum by expanding and increasing the
number of existing investment channels,
increasing the size of, or eliminating, investment
guotas, and easing qualification and investment
restrictions for both the QFIl and RQFII programs.
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G. Regulatory Process

China’s regulatory and jurisdictional
uncertainty is an impediment for foreign-
invested financial institutions, effectively
serving as a non-tariff trade barrier. Regulatory
transparency and  consistency,  market
consultation processes, sufficient notification
of new rules and time for public comment are
vital to well-functioning financial markets.

A large number of regulatory and quasi-
regulatory bodies governing the financial
services sector in China add to the complexity.
China’s regulatory agencies should increase
their coordination and transparency to reduce
uncertainty and foster confidence in the
market.

The recently launched Free Trade Zone in
Shanghai reflects Chinese government’s
commitment to further opening up and reform
the financial industry. Although there are still
some challenges, looking into the future we
remain optimistic about the Chinese bond
market.
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