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WILL INVESTORS BE READY WHEN
CHINESE BONDS GO GLOBAL?

In June, MSCl announced the inclusion of Chinese A-shares
into the MSCI Emerging Markets index. The weight of yuan-
denominated A shares will be 0.7% and the inclusion will
follow a two-step process, with the first step taking place in
May 2018 and the second in August 2018. Investors had waited
for this decision for years but restrictions on dealing, foreign
ownership and opaque corporate structures prevented MSCI
from including them.

Nevertheless, the index provider finally decided to recognize
China’s financial market reform efforts and include them on a
limited scale. Higher index weights can be expected if one of
the largest economies in the world continues its reform path.
According to Goldman Sachs, China’s stocks could account for
9 per cent of the MSCI EM Index or USD 230bn worth of
investments into China mainland over the coming 5 years.

But what about bond indices? Until recently, the world’s fourth
largest bond market (Figure 1) with a market value of
approximately USD 10 trillion was not included in any of the
investable global bond indices.

Figure 1: Debt securities outstanding (USD trn)
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*Note that “Treasury bonds” include local government debt.

Source: BIS, Haver Analytics, Barclays Research

Similar to MSCI, Citigroup decided in June to add Chinese
government, agency and corporate bonds to some of their
indices. Other major index providers made similar moves, as
Bloomberg Barclays Indexes launched a “+ China” version of its
Global Aggregate Index and JP Morgan included Chinese
government bonds in its local currency indices. The changes
came on the back of China’s capital market liberalisation.

While China opened its domestic bond market many years ago,
the pace of market liberalization only accelerated in the recent
two years. The Qualified Foreign Institutional Investor (QFII)
program in 2002 was the first step taken to open up the

market but it came with various restrictions ranging from
quotas, access to the onshore forex market and fund
repatriation. The RMB Quialified Foreign Institutional program
(RQFI) followed much later in 2011 with more relaxed rules on
fund repatriation but quotas and forex restrictions remained.

In 2016 a new program, the CIBM (China Interbank Bond
Market) program, was launched, which directly gave foreign
investors access to the CIBM with investment quotas and
repatriation limits abandoned for the first time. This “free”
access program was already offered to foreign governments,
central banks and sovereign wealth funds two years earlier but
had a binding condition then that required the choice of PBOC
as the custodian.

Lastly, in June this year, officials introduced the “Bond Connect”
program that allows foreign investors to purchase onshore
bonds through a trading link with the Hong Kong exchange,
settling and customizing their holdings in Hong Kong. In
addition, the CIBM program was further relaxed to permit
investors to hedge currency risk onshore, which is a significant
improvement for investment managers.

After all the progress on market liberalisation, index providers
are still hesitating to include Chinese bonds into their major
benchmark indexes, as there remain some major hurdles for
the main index trackers. Some have difficulties handling the
unique non-ISIN identifiers on the onshore CNY bonds in their
systems while others struggle with the separate currency
codes for the onshore bonds as CNY and the offshore dim sum
bonds as CNH. In addition, index providers and trackers look
for reassurance from Chinese regulators that there will be no
backtracking on their recent liberalisation efforts, in particular
the restriction on fund repatriation in case of a market sell-off.

However, most market participants agree that probably in the
coming year, index providers will include Chinese bonds in the
major benchmark indices, which will then present a challenge
to most investment managers. This will particularly be the case
for Global bond and Global credit portfolios, which mostly
have yet to invest in the market. The Global Aggregate + China
Index weight of Chinese bonds currently exceeds 5%, ranking
the market fourth, behind U.S. dollar, Euro and Japanese Yen.
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Most investors are significantly underinvested in Chinese
bonds, as foreign investors own currently less than 2% of the
China onshore market and would have to launch a significant
investment spree to match the index weight. Even more
dramatic would be the inclusion for EM investors
benchmarked against the J.P. Morgan GBI-EM Global
Diversified Index. Investors would suddenly face a weight of
more than 35% in the uncapped version and 10% in the
capped version as well as reducing the weight of all other
countries.

Market liquidity might not be the main challenge for portfolio
managers as the China onshore bond market is fairly deep and
liquid. Rather, the challenge will be a lack of analytical
resources to research the Chinese onshore market. Some
might decide to remain underweight for the time being as
they ramp up research resources, while others might just buy
Chinese bonds because “they are in the benchmark”. Yet some
investors will see this change as an opportunity to unlock a
hidden new alpha source. The latter group are investment
managers that have long had expertise in the Asian Fixed
Income market and feel confident to utilise their proven
additional expertise in Global portfolios. For the other market
players, there seems little time left to build up such expertise
as some index providers are likely to proceed with the
inclusion as early as 2018.

Investments in the Chinese market would be interesting for
three main reasons. The first would be its yield advantage vs.
global developed markets, and its defensive characteristics
due to China’s status as a net creditor country. Secondly, as its
economy is still at a developmental stage, China’s growth path
is on a different level from that of the matured G10 markets
and its bond market thus trades quite differently from the G10
markets. Hence, from a diversification angle, CNY bonds would
be very attractive for the global investors.

Lastly, the CNY has the potential to challenge the USD as a
world reserve currency in the long run, succeeding in a way
that the JPY failed in the 1980s because the Japanese
economy’s share of world GDP and trade then was far lower
than China’s share today. Given that China is the world'’s
second largest economy and the world’s biggest trading
partner, the IMF had to give the CNY the third largest weight of
10.92% in its SDR basket out of five components when it
included the CNY into the basket in 2015. The SDR
membership lays the foundation for the CNY to realize its
reserve currency potential.
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Conclusion

Most bond index providers have started to recognize China’s
financial market liberalisation and reform efforts, and have
included Chinese onshore bonds at least in some indices. We
think, if not in 2018, it is only a question of time when these
bonds will also get included in the main benchmark indices.
Such a move will become a challenge particularly for investors
focused on Global Credit and Global Core.

A widespread shortage of research capability to analyse the
Chinese onshore market will leave most managers only with
limited options. Either they will not invest or they will take
small but not actively researched exposure to limit their
tracking error risk.

However, investors who already have an in-depth expertise in
this market will have the opportunity to add a powerful new
alpha source to their investment universe.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in

this material will not affect Nikko AM'’s investment strategy in any way.

The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
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distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

Kuwait: This document is not for general circulation to the publicin
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
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be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.

Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.

The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
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employees, agents or consultants in connection with the addressee's
consideration
thereof).

No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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