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China unveils plans to open the domestic bond
market to foreign investors
Chinese Premier Li Keqiang has announced
China's plan to establish a bond connect
scheme between Hong Kong and mainland
China (the "Bond Connect") by the end of
2017. The announcement was made at the 5th
annual meeting of the 12th National People's
Congress (NPC) – China's top legislature –
held in Beijing from 5 to 15 March 2017.
This brief note examines the potential
benefits of the Bond Connect and explains
how we can help you take advantage of it.

Why does the Bond Connect matter
to you?
The Chinese domestic bond market is the
third largest bond market in the world
(behind the U.S. and Japanese markets), with
an estimated RMB 65 trillion of outstanding
domestic bonds (equivalent to about US$ 9.3
trillion) – more than double the size of the
French market, and three times the size of the
German and the Italian markets - shown in
the picture below.
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The Chinese domestic bond market can be a
"hot" market with periods of tremendous
demand. The issuance of bonds suffered a
slowdown under previous government
policies that tended to encourage local
lending through lower lending rates.
However, it seems the Chinese government is
now moving to the opposite direction, with
the People's Bank of China's recent increase
of lending rates. If this trend is sustained, it

could lead to more issuances of bonds, as an
alternative source of funding. The Bond
Connect initiative fits nicely into this new
environment, being the bridge that allows
foreign players to tap into a growing domestic
bond market with huge potential.
Although foreign investment in the Chinese
bond market is possible to a certain extent,
the amount of foreign ownership remains
minimal, below 2%. This percentage is much
higher in other key emerging economies. This
comparative data is encouraging because it
shows that foreign participation in the
Chinese bond market has the potential to
surge under an appropriate regulatory
environment that is supportive to foreign
investment in that sector.
Foreign investors have traditionally been
allowed to invest in the Chinese domestic
bond market through the Qualified Foreign
Institutional Investors (QFII) and RMB
Qualified Foreign Institutional Investors
(RQFII) schemes, subject to certain
requirements and maximum quotas, and
restrictions such as limitations on the
repatriation of funds. Participation in these
schemes is reserved to a certain type of
institutional investors (such as asset
management companies, insurance
companies, securities firms, commercial
banks and certain types of funds) and the
number of participants is limited (as of
February 2016, there were 279 QFII and 158
RQFII). In 2016 China took further steps to
liberalize its domestic bond market, by
granting access to the Chinese Interbank
Bond Market (CIBM) to foreign financial
institutions and other mid/long term
institutional investors approved by the
People's Bank of China, subject to certain
requirements (such as engaging a local
settlement agent and opening accounts
locally in China). Certain other preferential
policies exist in the Shanghai Free Trade

Zone, even though they offer only limited
access.

of the Chinese bonds for the offshore
investors.

The Bond Connect aims to allow foreign
buyers to tap into China's enormous bond
market, free of the restrictions that currently
apply to foreign investment in this sector. It
will also give Chinese issuers new options to
raise funds, enabling them to issue bonds to a
larger number of international investors.

The Bond Connect will initially be limited to
the so called "northbound trading" (i.e.
inbound investment into Chinese bonds) and
only in respect of eligible investors and
products within the boundaries of the CIBM.
Investors hope that the scope of the Bond
Connect will be further expanded. In the
meantime, the regulators will develop the
regulatory framework for the "southbound
trading" (allowing Chinese investors to
purchase bonds traded in Hong Kong through
the Bond Connect).

How will the Bond Connect work?
The laws and regulations that will be required
to implement the Bond Connect still need to
be written and promulgated. Even though the
full details on the functioning of the scheme
are not yet available, certain aspects of the
Bond Connect have recently been clarified by
a series of announcements. We refer in
particular to the joint announcement on 16
May 2017 by the People's Bank of China and
the Hong Kong Monetary Authority (HKMA),
and the joint announcement on 19 May 2017
by the Shanghai Clearing House (SHCH) and
the HKMA's Central Moneymarkets Unit
(CMU).
Analysts expect that when implemented, the
Bond Connect will bear many similarities
with the China-Hong Kong Stock Connect
launched in November 2014 to partly
liberalize foreign investment in the Chinese
equity capital market. By analogy with the
China-Hong Kong Stock Connect, the Bond
Connect should enable foreign investors to
purchase bonds issued by Chinese companies
in mainland China without particular
constraints, provided that buyers first set up
an account with a Hong Kong institution
designated by the Bond Connect rules (i.e.
there will be no need to open an account in
mainland China).
The Bond Connect involves the interaction of
financial infrastructure institutions in
Mainland China and Hong Kong. SHCH and
CMU will provide custody and settlement
services, and CMU will be the nominee holder

If structured like the China-Hong Kong Stock
Connect, Chinese bonds will initially be
available to foreign buyers through the Bond
Connect in Hong Kong. However, we believe
that after an initial pilot testing phase, China
may allow more channels to be established to
allow investors from other jurisdictions to tap
into the Chinese bond market.
The formal launch date of the Bond Connect
has not been announced but there are
rumours that it could be on 1 July 2017
(marking the 20th anniversary of the
handover of Hong Kong to China).

What will be the impact of the Bond
Connect on the Chinese bond market?
This could be a very exciting development. If
successful (and assuming it will be structured
the same way as the China-Hong Kong Stock
Connect) the Bond Connect could have the
following positive consequences on the
Chinese bonds issuers, the bond markets
generally and bond investors both in China
and internationally:
− significantly ease market access thereby
enhancing liquidity
− expand the spectrum of possible buyers of
Chinese bonds (subject to further
expanding the scope of the Bond Connect,
that is initially limited to the CIBM)

− allow Chinese investors to trade offshore
bonds through a local account opened with
an affiliated institution in the mainland
(subject to the development of a suitable
regulatory framework for "southbound
trading")

practice is backed by our world class
government regulations group, which
provides us with a wealth of experience in
working under new rules and regulations,
advising our clients in navigating new market
opportunities.

− increase the number of Chinese issuers,
because more of them will be keen to take
advantage of the Bond Connect as a new
way to raise funds

Conclusions

− provide an incentive to issuers to improve
the quality of their disclosures made in
bond offering documentation by
embracing international standards, in
order to secure greater appetite from
foreign buyers
− increase the familiarity of foreign buyers
with Chinese bonds through the closing of
a larger number of transactions, which will
in turn help promote Chinese bonds as a
more popular form of investment
− help create a better pricing mechanism
through the optimization of the investor
base that will be driven by the
participation of a greater variety of foreign
professional investors in the Chinese bond
market

The Bond Connect is set to become one of the
main legal developments of 2017, leading to a
major breakthrough in the liberalization of
the Chinese bond market.
We will monitor closely the progress of the
Bond Connect. Do not hesitate to let us know
if you have any questions or would like to
discuss with us any aspects of the Bond
Connect.
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How can Hogan Lovells help you?
Whether you are an issuer or a buyer, our
experience and skills can help you take
advantage of the Bond Connect.
Our International Debt Capital Markets
(IDCM) practice is consistently recognized as
a leading practice by clients and peers
worldwide, including in Asia. We provide
regulatory and transactional advice to issuers,
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