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China Briefing
China’s Bond Markets: Large, and on everyone’s radar

Executive Summary

• China is the second-largest bond market in the world. It offers an alternative way to 
participate in China’s growth but with less risk than equities, which we covered last 
month.

• There is likely to be enormous future growth in the bonds markets. That is because a 
great deal of China’s debt will have to be converted to bonds; and China has a great wall 
of debt. At the same time, not all of this growth will be easy to invest in. There are major 
access issues as most of the bonds are held by and traded between domestic state banks.  

• China’s onshore bond market remains immature. There are significant information 
problems and there is much work to be done. New policies addressing this issue are 
constantly being developed, yet structural barriers persist and progress will be slow.

• International investors will have much to be mindful of. They will need to engage in active 
management and somehow bridge what appears to be an insurmountable information gap. 
Fundamental analysis is critical and there is no guarantee for success. However, there are 
serious rewards to offer for whoever may succeed. 

by Ryan Manuel, Chief Asia Strategist and Marco Klaus, 
Managing Director
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China Briefing
In this edition of our capital markets series, we 

examine China’s bond market. Our last piece looked at 

numerous issues affecting the equity market, many of 

which also influence the bond market. 

Understanding China's Bond Market 
Structure

Chinese firms and government institutions raise 

capital onshore and offshore. Investors can buy 

Chinese bonds listed onshore, priced in Chinese 

renminbi (CNY), Chinese bonds issued in offshore 

Chinese renminbi (CNH), listed in an offshore clearing 

centre like Hong Kong, and offshore bonds (largely 

denominated in USD), which are overwhelmingly 

corporate in nature. 

Today, the bonds in the Chinese market can be 

classified into four broad categories:

• Government bonds — these are issued by  

the Ministry of Finance and include municipal 

bonds.

• Central bank bills — these are the most actively 

traded segment of China's bond market and are 

frequently included in money market and liquidity 

management portfolios due to their shorter 

maturities.

• Financial debt instruments — these include policy 

bank bonds, commercial bank bonds, and other 

non-bank financial institution debt instruments.

• Corporate bonds that are not financial in nature 

— these include enterprise bonds, commercial 

paper, and medium-term notes.1

China offshore bonds make up about half of the Asian 

credit universe and yet they account for a mere 4% of 

total Chinese bonds outstanding. This goes to show 

just how massive the onshore bond market is. 

 

The onshore bond market is dominated by government 

and financial bonds. Unlike the equities market, banks 

(instead of retail investors) are the major players. 

 

Either way, the Chinese market is large enough that 

there are many segments to play in. Some of these 

can be attractive for investors. Take, for example, 

convertible bonds. This is an emerging sub-asset 

class within the China bond universe that goes under 

the radar, possibly because it is not available to all 

foreign investors.2 It comprises 430 convertible and 

exchangeable RMB bonds listed on the Shanghai and 

Shenzhen Stock Exchange, notionally totalling USD 

135bn, about half related to financials and industrials 

and half diversified across other sectors. They have 

been issued at far greater value in the last five years.

1Some background: In China, bonds can be issued through the People's Bank of China (PBOC), for Treasury bonds, financial bonds, and policy bank 
bonds. The State Council, the Ministry of Finance, and the People's Bank of China are jointly responsible for Treasury bond issuance guidelines. The 
State Council and the Ministry of Finance establish the yearly Treasury bond issuance size. The PBOC verifies and approves the issuing of financial 
bonds. Financial bonds may be issued in full or in instalments, subject to certain quotas. Treasury bonds, policy bank bonds, and financial bonds 
have no maturity limitations.  
2Convertible bonds are not currently accessible via Bond Connect but only through QFII/RQFII. Thus, they are accessible to select foreign 
institutional investors only.
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Convertible bonds are particularly popular among 

onshore investors for a few reasons. Unlike A-shares, 

they have no cap on their daily price movements and 

can be traded intraday. They are typically converted 

into equity, have no historical defaults, and have a 

range of investor and corporate-friendly features. They 

are also liquid, with a daily turnover of more than USD 

13bn. 

There can be patterns to how investors use the sub-

asset classes to trade. The portfolio managers we 

interviewed noted that liquidity in the onshore bond 

market comes and goes. If they feel like taking on more 

risk, investors flock to riskier corporate bonds before 

returning to safer government bonds, should they 

prefer less risk (and return). 

The Importance of Banks

While China’s market may be huge, there are still some 

clear patterns that investors should be aware of. First, 

some simple numbers. There are three trading venues: 

the China interbank bond market (CIMB), the Shanghai 

Stock Exchange, and the Shenzhen Stock Exchange. 

Bonds listed in the CIMB constitute nearly nine-tenths 

of total outstanding volume.3 Or, put differently, most of 

China’s bonds are interbank bonds. 

Understanding why requires a brief detour into the 

Chinese political economy. Banks are not only the 

dominant players in China’s financial system4 and the 

primary lenders for corporations, but are also intimately 

intertwined with local governments. That is because 

the central government does not fund everything 

itself but rather splits the bill with local governments, 

while passing down orders for policies it wants to 

see happen to the same local governments. Take the 

Global Financial Crisis for example, where the central 

government ordered RMB 4tn to be spent but only paid 

30% of the cash itself. Through this, and other policy 

changes, local governments have issued more and 

more debt — while outside the scope of this Briefing, 

options included shadow banking, Local Government 

Financial Vehicles (“LGFV”), property sector private-

public partnerships, and basically whatever made 

the books balance. It was common practice for local 

provinces and cities, via LGFVs, to borrow heavily from 

banks and finance infrastructure projects to keep 

economic growth rising.5 This included plenty of bonds. 

The past few years have seen a significant clean-up of 

this pile of bad debt or, at least, a major reshuffling of 

it. Restrictive asset management rules in 2018 forced 

banks to bring shadow banking activities onto their 

own balance sheets. The creation of the Financial 

Stability and Development Commission helmed by 

Liu He showed how worried China’s leaders were. 

(For more and on how this also affected Alibaba, see 

our Ant Crushed Briefing). The biggest concern was 

a financial system explosion due to the enormous 

increase in local debt and non-performing loans, 

and the use of leverage by new actors such as Ant. 

After Ant, aggressive lending practices of real estate 

developers were the next thorn in regulators’ side. They 

intervened but caused a meltdown in property high 

yield bonds of historic proportions.

The need to clean up debt has made bonds more 

attractive. Historically, debt was used more than 

bonds. To simplify, the traditional Chinese economic 

approach is where state-owned banks lend to state-

owned companies (SOEs), which then export goods to 

developed markets or finance internal infrastructure 

projects. China's massive domestic deposit base — a 

result of strong savings rates, a scarcity of alternative 

investment opportunities, and the relative security 

of bank deposits — finance the system. Corporate 

bonds are issued in China via book building, but this 

is a formal auction mediated by a central securities 

regulator, and critically, a regulator tasked with 

 
3Source: AsianBondsOnline   
4Daniel H Rosen and Logan Wright. Credit and Credibility. The Rhodium Group. (October 2018). 
5See China’s Shadow Banking by Andrew Collier. Wiley and Co. (2020)
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ensuring that funds raised comply with national 

industry policy. Banks fulfil the cycle by holding bonds 

until maturity, reducing the liquidity in the market. 

Perhaps unsurprisingly, given this, China has 

historically favoured equity markets and bank lending 

over domestic bond markets. In recent years, a 

combination of factors, including regulatory and other 

pressures (such as a growing number of non-performing 

loans on bank balance sheets and a move away from 

shadow banking), has prompted a gradual shift towards 

bond market financing, albeit mediated by banks and 

retaining conservative characteristics such as holding 

the bonds until maturity.

There are two byproducts of this broad political 

economy. First, it has shaped China’s bond market: it 

is vast, opaque, complex; liquidity comes and goes in 

waves depending on investor sentiment. The key word, 

perhaps, is vast. China’s bond market grows very fast. 

In 2021, bond issuance volume in the interbank bond 

market nearly doubled in the past five years. And with 

the restructuring and shift from debt to bonds, as 

discussed above, that will only continue to get bigger.

Second, much of the bond trading goes through 

banks. Onshore bond trading is split mainly between 

the interbank bond markets and exchange bond 

markets, with major differences in regulators, clearing 

organisations, security and investor type, market 

size and trading volume. But with nearly 90% in the 

interbank bond market, banks do remain fundamental 

to the overall market that all of the things we will 

discuss in the rest of this Briefing will pale in 

importance to the question of what the banks do.

Information Issues

While there are many attractive features and different 

possibilities within the Chinese bond market, there are 

also a few common weak points. 

The first is the risk of inadequate information. Most 

bonds are simply rated AAA, assuming that the 

government will bail out any bad bonds. This is perhaps 

the biggest risk facing investors in the Chinese onshore 

bond market. Investors tend to purchase different credit 

risk bonds with similar yields without much distinction, 

and are driven more by technicals rather than the 

fundamentals. Similarly, the belief in bailouts means 

that investors prefer areas with links to governments 

such as SOEs, LGFVs, and state-owned banks. 

The arrival of international rating agencies in China 

should help investors better monitor credit risks in the 

future. International rating agencies are increasing their 

onshore coverage: Standard & Poor’s Global Ratings, 

Moody’s Investor Services, and Fitch Ratings have 

covered China’s central government debt for some time, 

but their coverage has not extended to most onshore 

issuers due to regulations barring their involvement in 

the onshore market.6 

In the meantime, conducting thorough research into 

each individual issuer (and as its parent company) is an 

absolute must. Investors will need to keep in mind that 

such agencies will still be operating within the domestic 

market and subject to the same regulatory landscape of 

the Chinese companies they rate. Chinese bond ratings 

are standardly AAA, which suggests inefficient pricing 

of risk.  

The second problem is that the pricing is not 

sophisticated. Investors can suffer from a lack of 

liquidity until there is a credit event. Currently, the 

liquidity of the government bond market is much lower 

than for other major bond markets. Roughly 60% of 

Chinese government bond trading in the interbank 

market are in newly issued bonds,7 and there are not 

enough secondary sales for a liquid market. That is, if 

an investor can even gain access to corporate bonds. 

We wrote above about the importance of banks 

to bonds. Though more bonds are notionally 

interchangeable between the two, the CIBM mainly 

trades bonds listed by financial institutions. Moreover, 

due to the structural dominance of banks in the 

Chinese financial system described in the last section, 

only a fraction of China’s outstanding debt is held as 

corporate bonds and much of the corporate bond stock 

is purchased by the banks as a form of bank debt under 

another name.

This can distort the market, with a lack of transparency 

from the start, when the bond is issued. Bonds can act 

6One has to open up a WOFE unit that is specific to China, and only Fitch’s and S&P have succeeded in obtaining this license. Even then, one has to 
play by the Chinese onshore rules, which can be onerous. See here.  
7Source: China Foreign Exchange Trade System (CFETS) trade volume data.

http://finance.people.com.cn/BIG5/n1/2021/0806/c1004-32184776.html
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similar to a syndicated loan product, where it is done 

on an underwritten basis, and each investor may be 

quoted a different price depending on the size of their 

order. So banks are most likely to get the best deals, 

which means that people lose faith in the public 

information, and that means that bonds become less 

liquid and transparent. (Why less liquid? Because if 

banks get better deals and buy more, the bond is more 

likely to stay on the bank’s books and not circulate; 

the safest course of action for a bank is frequently to 

purchase the bond and store it until it reaches final 

maturity on its books.) 

How can this be improved? One way is to put more 

pressure on banks to offer more services. China’s 

leaders have made it clear that they are not keen 

on “financialisation”, or the creation of financial 

instruments that they do not think are beneficial to the 

real economy. However, the same leaders are keen on 

trying to liberalise interest rates.  

Lenders are being encouraged to adjust deposit rates 

using a deposit-interest-rate-marketisation mechanism 

(the Self-Discipline Mechanism for Market Interest 

Rate Pricing).8 This was invented by China’s central 

bank, and it lets banks adjust deposit rates based on 

the 10-year Chinese government bond (CGB) yield and 

the 1-year national loan prime rate (LPR). Liberalising 

interest rates and abolishing capital constraints may 

cause them to change their concentration away from 

interest on deposits and towards comprehensive 

and diverse client services, including capital markets 

products.

Bringing Outside Money In

Another way to improve China’s bond market is to open 

it up to more foreign participation. This is also being 

embraced by China’s regulators. 

Previously, even though China’s bond market was 

already the second-largest in the world, it remained 

almost entirely contained onshore, closed to all but the 

largest institutional foreign investors. (Note that some 

qualified international investors were granted access 

to the interbank market from 2010 onwards but the 

criteria were onerous). 

Moreover, similar to the ADR system in the equity 

market that we discussed last month, offshore bonds 

offer investors a more active secondary market, 

greater liquidity, greater credit differentiation, and 

more transparent pricing. Recent central government 

restrictions on offshore debt issuance have restricted 

issuances and demand for offshore bonds outstrips 

supply.9 The selection of bonds on the offshore market 

is limited. It is heavily skewed towards financials, real 

estate, and industrials. But the better information 

available still makes them attractive to investors 

(Chinese investors are the biggest buyers of offshore 

dollar bonds, most likely due to their higher yields and 

better research). 

China’s regulators are trying to shift this situation by 

making onshore bonds more accessible. The biggest 

change was the introduction of the Bond Connect 

scheme with Hong Kong in 2017 — a major reform. It 

allows foreigners at large to buy local debt in mainland 

China using an offshore account without restrictions 

such as quotas or lock-up periods. Some limits still 

apply (limited to CGBs and policy bank bonds for now, 

though with the same trading hours as the interbank 

market), but it is still a significant breakthrough. 

Another improvement was removing the limits for 

investment from the Qualified Foreign Institutional 

Investors (QFII) and the RMB Qualified Foreign 

Institutional Investors (RQFII) schemes.  

External events have also made it easier for 

international investors to come into China. Chinese 

sovereign bonds have been included into global indices 

such as the FTSE Russell (e.g. World Government Bond 

Index). Citi became the first index provider to include 

Chinese onshore bonds in their EM Government Bond 

Index and Asia Pacific Government Bond Index. This 

will also attract passive flows into the market.

While China’s government has sent many signals that 

foreigners and their capital are very welcome, it is not 

always enough to ease minds. Investors can rely on 

a few legal protections. Many of the fetters creditors 

impose in common law legal systems are absent from

8Source: Caixin Global 
9Source: The Internationalization of the China Corporate Bond Market. The International Capital Market Association. (January 2021)

https://www.silverhorngroup.com/chinas-equity-capital-markets-shift-to-onshore/
https://www.caixinglobal.com/2022-05-10/pboc-encourages-banks-to-set-deposit-rates-based-on-market-signals-101882682.htm
https://www.icmagroup.org/assets/documents/About-ICMA/APAC/The-Internationalization-of-the-China-Corporate-Bond-Market-January-2021-140121.pdf
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bond contracts in China. Restrictions on further 

collateral pledges, changes of control, and 

indebtedness levels are rare.10 And matters can be 

overturned by local political arrangements. Henan-

based Yongcheng Coal defaulted on its AAA debt 

because its parent conglomerate siphoned off its 

substantial cash flows to bail out its other failing 

concerns.11 These structural problems will remain no 

matter the improvement to China’s bonds policies. 

What This Means for Investors

Due to its size, one can always say a number of things 

about China’s bond market, all at the same time. 

On one hand, the market is evolving rapidly and 

becoming ever more accessible to foreign investors. On 

the other hand, these changes are happening unevenly 

across different segments of the market and there are 

many China-specific dynamics to the fixed income 

market that may require specialists to navigate. 

Active management tends to thrive in inefficient and 

immature markets, two characteristics of the Chinese 

onshore bond market. There are various hedging 

tools available to mitigate credit and interest rate risk, 

as well as the ability to short single bonds through 

Bond Connect. However, liquidity, cost, and stability 

of borrow inventory are constraints. Deep research 

and expert management are required to successfully 

navigate opportunities and risks present onshore. 

Moreover, it seems important to be well-connected 

within the China ecosystem (e.g. with banks, brokers 

etc.) to navigate a tricky market.

For foreigners wishing to invest more directly, there are 

a number of risks. First, investors must value bonds 

through a combination of fundamental analysis and 

assessment of the implicit guarantee extended in the 

case of a default. They must wade through a lack of 

credit differentiation by local credit-rating agencies 

(which assume implicit government support), not to 

mention the lack of a standardised credit resolution 

mechanisms as regulators handle defaults on a case-

by-case basis. And it can still be hard to get one’s 

money out: occasionally capricious restructuring, such 

as in the real estate market at the moment, and the 

ability of liquidity to quickly dry up due to changes 

in sentiment are all real concerns. Thus, outside of 

government bonds, we recommend an active approach.  

What should China’s government do? Perhaps 

the easiest, quickest way would be to establish a 

secondary market for government bonds. Chinese 

banks possess the vast bulk of government bonds, 

which reduces the value of futures as a cost-effective 

hedge and stops a short-term government securities 

market. Creating a secondary market for government 

bonds would enable “market makers” to offer a price to 

clients who are confident in their ability to borrow and 

deliver the asset at a reasonable price. And there are 

likely to be many firms that wish to play market maker. 

Let us be clear about one thing: there is enormous 

space for expansion in China's bond market. With 

time, China's capital markets will grow in depth and 

sophistication, reducing the demand for bank lending 

and fostering the development of a “credit culture” and 

a more accurate evaluation of risk versus return. Bonds 

will win. Plus, China follows its own monetary policy 

cycle (that currently counters the global cycle), which 

adds a source of diversification to global portfolios. 

And in a world where higher inflation is likely to put 

pressure on asset prices, that is something that should 

be on everyone’s radar.  

10Jaquet, Kate. “China’s Bond Markets: Defaults and Idiosyncrasies.” Seafarer Funds. (September 2021).    
11Sun Yu and Tom Mitchell. “Fall of China’s ‘most profitable’ coal miner is a cautionary tale”. Financial Times. (9 December, 2020); Yu Ning and Denise 
Jia. “In Depth: How Ethylene Glycol Led to the Yongcheng Coal Default.” Caixin Global.

https://www.seafarerfunds.com/commentary/chinas-bond-markets-defaults-and-idiosyncrasies/
https://www.ft.com/content/f1abbb06-3f7b-469a-bca8-1996b838da2a
https://www.caixinglobal.com/2020-12-17/in-depth-how-ethylene-glycol-led-to-the-yongcheng-coal-default-101640099.html
https://www.caixinglobal.com/2020-12-17/in-depth-how-ethylene-glycol-led-to-the-yongcheng-coal-default-101640099.html
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Disclaimer
This document, and the information contained in 
it, is prepared by Silverhorn Investment Advisors 
Limited (“Silverhorn”) and is strictly confidential. As 
such, this document must not be issued, circulated 
or distributed to any other person other than the 
intended recipient under any circumstances without 
prior written consent of Silverhorn. 

This document is not directed to any person in 
any jurisdiction which (by reason of that person’s 
nationality, residence or otherwise) is prohibited by 
law to access such information.

For investors in Hong Kong: Any products and 
services contained and described in this document are 
intended only for “professional investors” as defined 
in Part 1 of Schedule 1 to the Securities and Futures 
Ordinance (Chapter 571 of the Laws of Hong Kong). 

For investors in Singapore: Any products and 
services contained and described in this document 
are intended only for “institutional investors” and 
“accredited investors” as defined in section 4A of the 
Securities and Futures Act (Chapter 289 of the Laws 
of Singapore).

Not intended for U.S. Persons: Any products and 
services contained and described in this document are 
not intended for any U.S. Person under Regulation S of 
the U.S. Securities Act of 1933, as amended.

This document is provided for information purposes 
only and does not constitute an offer to anyone, or 
a solicitation by anyone, to make any investments in 
securities. Such offer will only be made by means of 

a personal, confidential memorandum. The content of 
this document has not been audited or reviewed by 
any regulatory authority in Hong Kong, Singapore or 
elsewhere. 

All information contained in this document is subject 
to copyright with all rights reserved.

Investing involves risk
You should remember that the value of investments 
can go down as well as up and is not guaranteed. Past 
performance is not a guide to future performance 
and may not be repeated. The actual performance 
realised by any given investor depends on, amongst 
other things, the currency fluctuations, the investment 
strategy invested into and the classes of interests 
subscribed for the period during which such interests 
are held. Emerging markets refer to the markets in 
countries that possess one or more characteristics 
such as certain degrees of political instability, relative 
unpredictability in financial markets and economic 
growth patterns, a financial market that is still at the 
development stage, or a weak economy. Respective 
investments may carry enhanced risks and should only 
be considered by sophisticated investors.

No liability
This document is intended for information and 
discussion purposes only and is not intended to be 
promotional material in any respect. The views and 
opinions contained herein are those of the author(s), 
and do not necessarily represent and may differ from 

the views of Silverhorn as expressed or reflected in 
other communications and promotional materials. 
Information contained herein is believed to be reliable, 
but Silverhorn does not warrant its completeness or 
accuracy.

Nothing contained in this document constitutes 
financial, legal, tax, investment or other advice, nor 
should any investment or any other decisions be 
made solely based on this document. This document 
does not provide any advice or recommendation as to 
whether any securities or investment strategy referred 
to in this document is suitable for the intended 
recipient.

Although all information and opinions expressed in 
this document were obtained from sources believed 
to be reliable and in good faith, no representation 
or warranty, express or implied, is made as to its 
accuracy or completeness and no liability is accepted 
for any direct or indirect damages resulting from 
or arising out of the use of this information. All 
information as well as any prices indicated are subject 
to change without notice. Any information on asset 
classes, asset allocations and investment instruments 
is only indicative. Before entering into any transaction, 
investors should consider the suitability of the 
transaction to their own individual circumstances 
and objectives. We strongly suggest that you consult 
your independent advisors in relation to any legal, tax, 
accounting and regulatory issues before making any 
investments.

If you have any enquiries concerning the document, 
please contact your Silverhorn client advisor for 
further information. Any communications with 
Silverhorn (including telephone conversations) may 
be recorded. 
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