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Week of 10th August 2020 

What’s on our mind this week? 

 

Chinese Policy bank RMB bonds see record foreign investor buying in July 

There has been a considerable amount of focus recently on the rising foreign ownership 

in the Chinese domestic bond market. This is not without justification. Indeed, as of July, 

foreign investor holdings of the Chinese Interbank bond market (CIBM), which is the 

largest segment of China’s domestic market, has increased by 55% since the start of 2019. 

Currently foreign proportionate ownership of the CIBM market stands at 3.5% a number 

that has been also steadily increasing in recent years. As we commented last week, a large 

driver of this growth has been the introduction of the Bond Connect platform which has 

significantly streamlined the investment process for overseas investors. Recent weakness 

in the USD and falling US interest rates has no doubt accelerated this trend. 

Such broad-based measures however do not tell the full story and what is perhaps a more 

interesting question is which bonds foreign investors have been buying recently? China’s 

CIBM market consists of five main issuer asset classes namely Chinese Treasuries (CGBs), 

Policy banks, Commercial Banks, Corporate Bonds (including Medium Term Notes) and 

Local Government. As can be seen in the charts below, although the breakdown of these 

segments is relatively balanced, for foreign investors the holdings are significantly skewed 

towards Chinese Treasuries and Policy banks. 
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Chinese Treasuries (CGB’s) dominate foreign holdings of RMB bonds 

 

Source: ChinaBond, July 2020 

In fact, foreign ownership of China Government Bonds (or CGBs) currently stands at 9.4% 

of that market and although this is significantly lower than some other global reserve 

currencies such as US Treasuries with ~27% foreign holdings, it is not significantly 

dissimilar to Japan where foreigners hold approximately 13% of the JGB market. 

Nevertheless, where foreign ownership still significantly lags in China is in other segments 

of the domestic bond market, in particular commercial banks and corporates where 

investments remain negligible.  That trend may begin to change however. As we stated 

previously one of the key positive attributes of Bond Connect has been an improvement 

in overall market liquidity. This began in 2017 and 2018 when foreign holding of CGBs 

ramped up following the introduction of the platform. More recently foreign investment 

in CGB’s has stabilized but we have seen interest switch to another segment. 

In July foreign holdings of government owned policy banks (entities such as China 

Development Bank and China Exim Bank), which offer a yield premium over CGB’s saw 

their highest increase since the launch of Bond Connect. We believe the asset class is 

entering a similar virtuous cycle as foreign investor growth improves the perception of 

liquidity which in turn promotes further growth. This is a natural progression for the RMB 
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market and it is our expectation that it will ultimately attract foreign investors into other 

asset classes such as commercial banks, and potentially even corporate bonds. 

 

Chinese Policy bank RMB bonds saw a sharp increase in foreign ownership in July 

 

Source: ChinaBond, July 2020 

 

China still has many issues to address in areas such as broker coverage, ratings, legal 

structure and even bankruptcy provisions before it can attract broad-based foreign 

investor interest in its domestic corporate bond market. For the near term we expect USD-

denominated Chinese bonds to remain the main avenue of investment in this regard. 

Nevertheless, as recent flows show, increased participation and a broadening of 

investment in the RMB bond market is a natural trend which we believe can only increase 

in the medium to long term. 

—————————————————————————————————— 
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President wins landslide victory in Sri Lankan parliamentary elections 

On 6th August Sri Lanka announced the results of its parliamentary elections with a 

landslide victory for the party of President Gotabaya Rajapaksa. According to an initial 

tally from the election commission, the President’s governing party Sri Lanka Podujana 

Peramuna and allies had won at least 150 seats in the 225-member parliament giving a 

two-thirds super majority which will significantly increase presidential powers. It is 

expected that the president will install his brother, former president Mahinda Rajapaksa 

as prime minister. 

The victory should bring significant political stability to the island nation given the 

president has been running the country with a minority government since his election in 

November last year. This should in turn give the government greater powers to address 

huge challenges presented by the COVID-crisis and economic weakness. Indeed, it was 

reported Rajapaksa’s tough stance on dealing with the virus outbreak as a key reason for 

his strong victory. Nevertheless, there also remains concerns Rajapaksa who has a hard-

line reputation may use his stronger mandate to enlarge the executive powers and reverse 

some of the political checks and balances installed against the presidency in recent years. 

For the time being markets have clearly welcomed the news of increased political stability 

with the Sri Lankan USD bonds jumping 4-5pts following the announcement. However, it 

remains to be seen whether this will translate into essential improvements for the credit 

profile of the country. Certainly, with a General Government Debt/GDP ratio of 94% and 

Government Debt/Revenue ratio of 690%, Sri Lanka’s credit fundamentals are weak even 

for its B rating category.  The country also carries a large proportion of dollar debt and 

with critical tourist dollar receipts being pressured by global travel bans this further 

exacerbates the country’s external position. Sri Lankan bonds have enjoyed a global 

liquidity-fueled rally in the past few months but genuine fundamental improvements will 

be needed to sustain the recovery 

—————————————————————————————————— 

The Reserve Bank of India opens the door to loan restructuring in light of the Covid 

impact on businesses 

Last week, India’s central bank, The Reserve Bank of India (RBI) convened its monetary policy 

committee (MPC) to decide on interest rates. The MPC unanimously voted to keep all policy 

interest rates unchanged, in line with market expectations. RBI cited upside risks to inflation and 
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abstained from cutting rates, in line with its primary objective of keeping the inflation at a targeted 

4% (+/- 2%). However, it underscored the need for monetary policy to support the weak 

underlying growth.  RBI continued to refrain from providing any numerical estimates for GDP 

growth and inflation but expects the economy to contract in FY21e. It also provided estimates for 

Gross Non-Performing Assets (GNPA) of the banking system which could increase from 8.5% 

(FY20) to 12.5% (FY21e) if real GDP contracts by 4.4% (FY21e). GNPAs could rise to 14.7% (FY21e) 

if real GDP contracts by 8.9% (FY21e).  

On the back of this expected stress to the banking system, RBI has allowed a one-time 

restructuring of loans without classifying them as Non-Performing Assets (NPA) to help 

companies and individuals manage the financial stress caused by the Covid 19 pandemic. This is 

done with a view to protect long term viability of businesses and to prevent large scale financial 

sector dislocations in the wake of rising debt burdens on borrowers due to reduced cash flows 

from businesses impacted by Covid. This scheme would cover any loan account that has remained 

standard for more than 30 days as on 1st March 2020 and eventually turned non-performing. 

Lenders will need to create an additional 10% provisioning for these restructured loans which shall 

enable them to allow an extension to the residual tenor of the restructured loan accounts by a 

maximum of two years, with or without payment moratorium.  

We believe this should give stability to the financial system. By extending the tenor and giving 

additional time for genuine businesses which were impacted due to Covid disruptions, a sizeable 

portion of NPA issues could correct themselves as businesses would eventually fall in track thereby 

reducing system delinquencies. This should also help banks keep a check on their rise in NPAs 

which is a positive. On the negative side, this restructuring is also likely to mask genuinely 

delinquent and bad loan accounts, the scale and quantum of which being hard to ascertain. 

Currently, we do not have any exposure to Indian financials while we closely watch the sector to 

enter when the right opportunities and appropriate timing arise. 

———————————————————————————————————— 
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