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Outline

e The Chinese bond market, with amount outstanding of 100T, provides financing to
» Central government and policy banks: 32%.
» Local governments: 22%.
» Financial and non-financial firms and Chengtou.

e Trading takes place in both the interbank market (67T) and the exchange.
» Poor liquidity, especial of gov't bonds, limits the effectiveness of the market.
» Volatile trading volumes, often comoving with bond prices, affect stability.

e The presence of Chinese government bonds is limited due to
» Its limited size and poor liquidity.
» Market participants rely instead on the CDB curve.
» Monetary policy in China.

e Potential attraction for foreign investors:
» Recent inclusion to Barclays global aggregate bond index.
» Low correlation with UST and stability in CNY.
» Currently spreading at 200 basis points above UST 10Y.
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Bond Market to GDP (%), China and US

35 T T 80 T
— [t Treasury
a7 A 700 Muni
s0r Sl RILAE ] Corp
Al 4+ o e Mort
60 - Agency

251 B
& =
g & 50
o
Q20 ol
o o
‘G %5 40
g 15 5
@ 3 30
o o

10

20 F
5
y 10
, T ' ' 0 L 1
2008 2010 2012 2016 2018 1985 1990 1995

Financial Markets, Spring 2020, SAIF

Class 18: Chinese Bond Market ¥ [ 4] &1k 4%

2010

Jun Pan

L
2015

6/ 24



The CGB-UST Spread
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CGB and UST, Volatility and Correlation
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Slope of the Yield Curve
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CGB vs CDB Yields (2006-2019)

ly 5y 10y 20y 30y
CDB avg () (%) 323 3588 416 459 471
CGB avg (y) (%) 268 325 357 4.00 4.12
CDB std(Ay) (bps) 388 353 322 258 250
CGB std(Ay) (bps) 355 322 281 226 226

Ly 5y 10y 20y 30y
correlations in y (%) 96.10 96.25 94.76 93.95 93.88
correlations in Ay (%) 53.38 67.19 73.39 75.87 73.89
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The Benchmark Role of Treasury Yield Curve in the US

e Market participants rely on the Treasury curve to assess the cost of funds at
different borrowing horizons.
@ Price discovery about inflation prospects and other macroeconomic fundamentals
occurred mainly in the Treasury market.
e This benchmark status derives from features unique to Treasuries:
» The most credit-worthy, essentially free of default risk.
» Large amount outstanding, highly liquid.
» A wide range of maturities, facilitating the construction of yield curves.
» Well developed repo and derivatives markets for Treasuries, enabling long and
short positions to reflect views of future interest rates.
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A Snapshot of Key PBoC Indicators

PBOC Activity
11) PBOC Decisions
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) Gov't Auctions
73 PBOC Auction
4) Repo Rates
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16) Gov't Debt
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Central Bank Balance Sheet
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China’s Monetary Policy

@ Prospect of a market-based and transparent monetary policy in China:
» PBoC has not yet achieved full operational independence.
» Banks, especially state-owned banks, still dominate the financial system.
» The legacy of providing “window guidance” persists today.
» Financial markets are still maturing in China.
e Past and future trends of monetary policies,
» A history of complicated policy tools and cloudy communications.
» Quantity-based tools (such as RRRs) will not be discarded yet.
» A gradual shift away from the exchange rate as the key price target for policy.
e Toward market-based interest rate-based monetary policy:
» DROOQ7 is the de facto policy rate.
» One year swaps, with floating leg priced off the average fixing of the seven-day
repo rate, are used by banks and investors to express their views of policy rate.
» Policy transmission: DR007 to long-term CGB yields through swap rates.
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PBoC's Interest Rate Corridor
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Percent
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==Repo DROO7 Excess reserves —PBOC reverse repo Repo 7-day SLF

DRO0OQ7: 7-day repo rate for depository institutions.

Floor: rate on bank’s excess reserves held at the central bank. Apr 3: 0.72% to 0.35%.
Ceiling: rate banks borrow from PBOC via the standing lending facility (SLF and MLF).
OMO: PBoC reverse repo for liquidity injection and repo for tightening.
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Key Short-Term Interest Rates
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Figure 12.4. Turnover Ratio, by Bond Type.
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Note: The data show the monthly trading volume divided by the total stock outstanding.
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Barclays Global Aggregate
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Barclays Global Aggregate: CN Components
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Main Takeaways
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