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bonds into its flagship index, we expect onshore assets will continue becoming more
mainstream. Regardless of the timing of index inclusion, we believe investors should
continue to concentrate on the drivers of fixed income returns
 Onshore RMB government bond yields reflect expectations of future interest rates
and domestic supply-and-demand conditions. In this way, Chinese government
bonds behave more like those of a developed market than an emerging market
 China is keen to maintain at least a relatively stable currency to support domestic
demand, which is now by far the biggest contributor to economic growth, while also
encouraging greater inward investment
 Because short-term interest rates in China have fallen more quickly in China than in
the US, Europe and Japan, the cost of hedging has come down considerably.
Investors hedging RMB Chinese government bonds into these domestic currencies
still enjoy a yield pick-up, while continuing to benefit from of a diversified interest rate
cycle

Onshore RMB government bond yields reflect expectations
for future interest rates and domestic supply and demand
conditions. In this way, Chinese government bonds behave
more like that of a developed market than of an emerging
market, although it is probably fair to say that making any
general characterization of these two is becoming
increasingly difficult. The Chinese government is rated
A+/A1, which implies relatively lower credit risk, so its peers
lie more in the developed markets than emerging
economies.

In its September 2019 annual review, FTSE Russell decided
not to include onshore RMB Chinese government bonds
into its flagship index. The index provider cited secondary
market liquidity as well as currency exchange execution and
settlement of transactions as areas where index users
would like to see improvements. FTSE acknowledged the
cooperation of the People’s Bank of China and stated that it
would continue to engage with the central bank on how to
best address the outstanding criteria. We believe that
despite this decision, it remains clear that China has been
making efforts to advance its financial market reforms and
expand access to its capital markets. These efforts have
been recognized by both Bloomberg as well as JP Morgan,
both having announced or already begun the inclusion of
Chinese onshore bonds into their widely-tracked indices this
year, providing further evidence that this asset class is
becoming more mainstream. We believe that investors
should continue to concentrate on the drivers of fixed
income returns. With over a quarter of global investment
grade debt trading at negative yields, it remains an
opportune time to look for ways to diversify their portfolios.

Fig. 2: China domestic yields driven by domestic rate
expectations and supply and demand
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The conventional belief is that if there is a slowdown in an
economy, asset prices will suffer. Looking at China, the
slowing Chinese economy is precisely the reason why the
yield of high-quality RMB bonds has been falling fairly
consistently since the beginning of last year and would have
provided an excellent foil to the rising US Treasury yields
which wreaked havoc on global bond portfolios in 2018. In
fact, China was one of the best-performing government
bond markets in the world in 2018, on a hedged and
unhedged basis. Any surprise at this statistic is likely to
stem from the erroneous assumption that in a year of
negative economic headlines, Chinese assets performed
poorly.

Deleverage
We expect
more
stimulus…

2.5

Meanwhile, the low participation of foreign investors, which
is a legacy of previously closed markets and low benchmark
weightings, means that this asset class is far less impacted
by global capital flows and risk sentiment. This can provide
unique potential diversification benefits.
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Fig. 3: RMB bonds: Low correlation to other asset
classes
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Source: Bloomberg as of September 26, 2019. Past performance is
no guarantee of future results.

Fig. 1: Performance of China bonds vs global bonds
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Global bonds

0.201

0.199

US bonds

0.18

0.195

EM bonds

-0.008

0.199

Asian bonds

0.206

0.119

US Treasury

0.165

0.191

Euro government

0.194

0.128

Source: Bloomberg as of September 2019.

Source: Markit, Bloomberg as of September 26, 2019. Past
performance is no guarantee of future results.
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For investors who choose to hedge their currency risk, the
prospect of investing in RMB bonds has also become more
attractive. Because short-term interest rates have fallen
more quickly in China than in the US, Europe and Japan,
the cost of hedging has come down considerably. This
means that investors hedging RMB Chinese government
bonds into these domestic currencies may still enjoy a yield
pick-up, while continuing to enjoy the benefits of a
diversified interest rate cycle.

But what about the currency? Many investors believe that
this is how anything which limits Chinese growth will impact
asset prices, especially for the many investors who take
unhedged foreign exchange risk when investing in emerging
market bonds - and therefore enjoy the higher yields. The
more nuanced issue here is the incentives of the Chinese
government. China is keen to maintain at least a relatively
stable currency to support domestic demand, which is now
by far the biggest contributor to economic growth, while also
encouraging greater inward investment. It especially wants
to avoid a repeat of 2015, when a weaker currency led to
significant outflows, which in turn led to further currency
weakness, creating a vicious circle. This makes China
unusual in a world where many governments would prefer a
weaker currency in order to support foreign demand. But in
the medium- to long-term, it make s a case for a stronger
RMB.

In essence, diversification in investment returns comes from
differences in fundamentals. If all the world were the same,
then assets from different regions and countries would give
the same types of return. We cannot emphasize enough the
unique nature of the integration of Chinese markets into the
global financial system. Despite FTSE’s decision this year, it
is only a matter of time before they begin including onshore
bonds. To have such a huge pool of uncorrelated liquid
assets become suddenly available to investors is not
something which has happened before and may not happen
again. As a result, we see embracing this opportunity as
simply accepting the future and what may soon be
commonplace. In the meantime, the potential benefits to
portfolio returns could be substantial.

Fig. 4: 10-year government bond yields of largest global bond markets
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Important information
This document is for information only and does not constitute investment advice, a solicitation or a recommendation to buy, sell or subscribe to
any investment. It is not intended to provide and should not be relied upon for accounting, legal or tax advice.
HSBC Global Asset Management is the marketing name for the asset management businesses of HSBC Holdings Plc. HSBC Global Asset
Management (USA) Inc. is an investment adviser registered with the US Securities and Exchange Commission. In Chile: Operations by HSBC's
headquarters or other offices of this bank located abroad are not subject to Chilean inspections or regulations and are not covered by warranty of
the Chilean state. Further information may be obtained about the state guarantee to deposits at your bank or on www.cmfchile.cl. In Colombia:
HSBC Bank USA NA has an authorized representative by the Superintendencia Financiera de Colombia (SFC) whereby its activities conform to
the General Legal Financial System. SFC has not reviewed the information provided to the investor. This document is for the exclusive use of
institutional investors in Colombia and is not for public distribution. In Peru: HSBC Bank USA NA has an authorized representative by the
Superintendencia de Banca y Seguros in Perú whereby its activities conform to the General Legal Financial System - Law No. 26702. Funds have
not been registered before the Superintendencia del Mercado de Valores (SMV) and are placed by means of a private offer. SMV has not
reviewed the information provided to the investor. This document is for the exclusive use of institutional investors in Perú and is not for public
distribution.
HSBC Global Asset Management has based this material on information obtained from sources it believes to be reliable but which it has not
independently verified. HSBC Global Asset Management and HSBC Group accept no responsibility as to its accuracy or completeness. Forecasts,
projections or targets are indicative only and are not guaranteed in any way. HSBC Global Asset Management accepts no liability for any failure to
meet such forecasts, projections or targets. The views expressed were held at the time of preparation and are subject to change without notice.
Past performance is no guarantee of future results. Index returns assume reinvestment of all distributions and do not reflect fees or expenses. You
cannot invest directly in an index.
There is no assurance that a portfolio will achieve its investment objective or will work under all market conditions. The value of investments may
go down as well as up and you may not get back the amount originally invested. Portfolios may be subject to certain additional risks, which should
be considered carefully along with their investment objectives and fees. Fixed income is subject to credit and interest rate risk. Credit risk refers to
the ability of an issuer to make timely payments of interest and principal. Interest rate risk refers to fluctuations in the value of a fixed income
security that result from changes in the general level of interest rates. In a declining interest rate environment, a portfolio may generate less
income. In a rising interest-rate environment, bond prices fall. High Yield. Investments in high yield securities (commonly referred to as “junk
bonds”) are often considered speculative investments and have significantly higher credit risk than investment grade securities. The prices of high
yield securities, which may be less liquid than higher rated securities, may be more volatile and more vulnerable to adverse market, economic or
political conditions. Foreign and emerging markets. Investments in foreign markets involve risks such as currency rate fluctuations, potential
differences in accounting and taxation policies, as well as possible political, economic, and market risks. These risks are heightened for
investments in emerging markets which are also subject to greater illiquidity and volatility than developed foreign markets. Real Estate
investments are subject to many of the risks associated with direct real estate ownership, such as changes in economic conditions, credit risk,
property taxes, zoning laws, and interest rate fluctuations. Derivative instruments. Derivatives can be illiquid, may disproportionately increase
losses and may have a potentially large negative impact on performance. Non-diversification occurs when portfolio assets are invested in fewer
securities, industries, currencies or countries than in diversified investment portfolios, Non-diversification increases risk because each investment
has a greater effect on portfolio performance and can also be affected by single economic, political or regulatory occurrences. Geographic
concentration occurs when a portfolio concentrates its investments in one country or region. Portfolio performance is expected to be closely tied to
the social, political, and economic conditions in that country or region, and may therefore be more volatile than the performance of more
geographically diversified funds. Commodity-related investments. Exposure to commodities markets, including investments in companies in
commodity-related industries, may subject a fund to greater volatility than investments in traditional securities. The value of commodity-related
investments may be affected by overall market movements and factors specific to a particular industry or commodity. Liquidity. The markets in
which the fund can invest may occasionally be affected by a lack of liquidity. These markets disruptions can have an impact on the price levels.
There are important differences in how the strategy is carried out in each investment vehicle. A separately managed account may not be
suitable for all investors and a minimum asset level is required. Please refer to the Form ADV Part 2A for important information about
the investment adviser.
The contents of this document are confidential and may not be reproduced or further distributed to any person or entity, whether in whole or in
part, for any purpose without prior written permission.
© Copyright 2019. HSBC Global Asset Management. All rights reserved.
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