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- Executive Summary -

Economic Growth Prospects and Future Outlook for the Two Major
Midwestern Urban Centers in Yangtze River Economic Bet — Part 1:
Wuhan

Industrial and Regional

Policies

This report examines the economy, trade and industry, investment climate, and market trends in the two major
urban centersthat are located in the middle and upper reaches of the Yangtze River Economic Belt (Wuhan and
Chongqing) on the basis of a field survey. These two cities have developed rapidly in recent years and are
identified asapriority in the central government’s regional development policy. It demonstrates the importance
of these two major cities to the integrated development of the Yangtze River Economic Belt and to furthering
the development of China's central and western regions, sheds light on the challenges these two cities face and
looks at the prospects for future development. This second report looks at Chongging, the city that is fast

becoming a node in the Yangtze River Economic Belt and China's Belt and Road Initiative.

i Importance of Policy Bank Bondsin the Time of the I nter nationalization of
China’s Economy )
the Chinese Bond M ar ket through the Bond Connect Program
Investment schemes for foreign investors in the Chinese bond market have been gradually deregulated, and
internationalizationisin progress. Moreover, the Bond Connect investment program was started, and the further
development of internationalization is expected. Against this backdrop, it is expected that the importance of
policy bank bonds will increase in the times ahead, as they have a credit level as high as that of Chinese

government bonds, while their yields are generally higher. Thisarticle will provide an overview of policy bank

bonds as well as the Bond Connect investment program.
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Economic Growth Prospects and Future | vongyy Shao, Ph.D. and Economist
Outlook for the Two Major Midwestern
Urban Centers in Yangtze River
Economic Belt

Part 2: Chongqing Mizuho Bank, Ltd.

China Business Promotion

Department

-- As the node of the Yangtze River Economic Belt and
China’s Belt and Road Initiative --

1. Introduction (Chongging movesinto the limelight)

As mentioned in Part 1: Wuhan, Chongqing, which is located in the upper reaches of the Yangtze River
Economic Belt and isthe only direct-controlled municipality in China'sinterior, is attracting more attention
than ever before in the central government’s new regional development strategy. Chongging has undergone
a dramatic transformation thanks to its geographic location and the growth in power that has come with
recent economic development, whilst progress on the construction of Liangjiang New Area and the
Chongqing Pilot Free Trade Zone (“Pilot FTZ") mean that the city has come into the limelight as an
increasingly important urban center in western China (Figure 1). As work on the construction of the
Yangtze River Economic Belt progresses and China moves forward with its Belt and Road Initiative, the
government has high hopes that Chongging will function as both a node and a transport hub for China's
western region. At the end of last October, the author undertook a field survey of Chongging with the
cooperation of Mizuho Wuhan Branch. Like Wuhan, the city has changed considerably in the six years that
have elapsed since the beginning of the 12th Five-Year Plan (FY P), which was when the author last visited.
It now boasts a large modern airport and numerous high-rise buildings and its rapid development means
that it has emerged as a large and dynamic metropolis. The following paragraphs examine recent trendsin
Chongqing on the basis of materials and information obtained during the author’s recent visit to the city. It
looks at the factors that have contributed to Chongging's rapid growth and the challenges the city faces,
and examines Chongqing’s potential to serve as an engine for promoting the Yangtze River Economic Belt,
the Great Western Development Strategy and the Belt and Road I nitiative, and the potential economicripple

effects for neighboring regions.

Figure1: A Geog gphicd location of theChongaing Pilat FTZ, part of thethird batch of gover nment-endorsed Pilat FTZs
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Source: Excerpted from the Chongging Liangjiang New Area website.

Note: Shanghai was the first Pilot FTZ (first batch) to receive official sanction in 2013, followed by the three provinces and
cities of Tianjin, Fujian and Guangdong , which were approved in 2014 (second batch). Chongging (shown in red on
the map) and six other regions (shown in blue) were officially launched as Pilot FTZs in 2017 (third batch).

2. Anoverview of Chongging'srobust economic growth and the variousfactors

Opened up to foreign trade by the British at an early stage, for atime Chongging also served asa* secondary
capital (provisional capital)”. It has a large population and a long history of industrial, transport and
commercial industry development. For a time, Chongging also flourished as China's second largest
financia center after Shanghai. Chongqing separated from Sichuan province in 1997, when it became the
fourth direct-controlled municipality alongside Beijing, Shanghai and Tianjin (a status it held temporarily
in the early years following the founding of the People's Republic of Chinain 1949). The city has grown
rapidly in the two decades that have since elapsed and its capabilities are now commensurate with those of
adirect-controlled municipality. Chongging attracted additional attention due to its success in maintaining
strong GDP growth gainsfollowing the global financial crisis of 2008. Figure 2 chartsits economic growth
trends both before and after it became a direct-controlled municipality. In terms of sector composition, the
secondary and tertiary industries have converged to around the same level with the rapid growthin the scale
of the city’'s economy, whilst the share of industry in GDP has dropped rapidly in recent years. Figure 3
shows GDP growth rates (bar chart) for Chongging and respective industry contributions to that GDP
growth. Whilst China's economic slowdown has led to slower economic growth in Chongging since 2011,
the city continued to post GDP growth gains 10 percent or more until 2016. Chongging again recorded
double-digit expansion in 2017, and is the fastest growing regional economy in China. Asin other regions,
the secondary and tertiary industries are the largest contributorsto GDP growth. In 2015, the two industries
were contributing at much the same level to Chongging GDP (with the secondary industry contribution at
5.4% and the tertiary industry contribution at 5.3%), but the tertiary industry overtook the secondary
industry the following year (5.3% as compared to 5.1%, respectively). Broadly speaking, the secondary
industry (i.e. industry) and the tertiary industry (i.e. services) contribute equally to the growth of
Chongqing’s economy, which is clearly illustrated by theindustrial production figures and tertiary industry
growth ratesgiven in Figure 4. In the past, the gainsin industrial production have been greater, but in 2015
the tertiary industry began picking up speed. Financial services are the largest contributor to tertiary
industry growth (19.3% in 2016), followed by domestic commerce (17.3%).

It is worth noting that, from a demand perspective, fixed asset investment and retail sales of consumer goods
have been increasing at much the same rate since 2005, with the growth rates for both indicators surpassing GDP
gains (Figure 5). Chongqing’s external economy has been growing rapidly since 2011 and the city maintains a
large trade surplus (Figure 6). Foreign capital uptake, meanwhile, is expanding after remaining flat for several

years (Figure 7). In short, economic growth in Chongqing is buoyed by strong domestic and foreign demand.
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Figure 6. Foreign trade trends in Chongging since Figure 7: Foreign capital uptake trends in

2000 (2000-2016) Chongging (1990-2016)
™ - Tnde bubunce (Rillion, KME} Forcipn capital uptake
mpotmd epres{BlloolS), W lmpats  Stkgen B Laooe (USD 108) Fo
L9c0.00 r
500 ||
w0 |
— i i
400 [\ [
{ 000 | I'-,_ ),f‘ull ||
300 |II 4 | || ||
w0 .'j I'.III Il |I J/'\J/-L J\ /J
b ¢ IIl' 1 | | .'I
2om | | N
,-’" ! o |/
i T | |
o o= 11 mu
-\,m,r.&:}lﬂ‘ﬂﬁm ;\::H 5% "p/"%ﬁ ,",/'Z}‘z;",i;, %% hhhB b bl ol

00 2001 200 2003 204 2005 2006 2007 2008 2009 MO0 2011 2T 2013 M4 2015 2006

Source: Compiled from Chongging Data and statistics Source: Compiled from Chongging Data and statistics

bulletins released by the Chongging Statistics Bureau bulletins released by the Chongging Statistics Bureau
In addition to active trade and foreign capital uptake (foreign investment is also on the increase), another major
feature of the development of Chongging as aregion is its uptake of domestic capital (i.e. capital from regions
elsewhere in China), the scale of which has expanded in recent years. The Chongging statistical yearbook tallies
domestic capital uptake by region of origin and recipient industry (a method of computation not seen in other
regional statistical yearbooks). As Figure 8 shows, China's eastern regions are investing most heavily in
Chongging (accounting for more than 60% of the total), with the western regions of which Chongqing is a part
ranking second (above 20%), and central China in third place (in the region of 10%). Domestic capital is
primarily being invested in secondary and tertiary industries (with industries in the former accounting for around
40%, those in the latter for around 50%), suggesting that conditions in Chongging are laying the foundations to

promote the relocation of industry to the Y angtze River Economic Belt.

Figure. 8: Domegiccapita uptakein Chongajing, itssour cesand theindudriesinwhichit isbanginvested
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3. Ongoing urbanization is pushing Chongging to new heights

Rapid urbanization has been one of the leading contributors to the growth of Chongqing’s
economy and the rise in its power within the region. As Figure 9 shows, whilst Chongqing
has the lowest urbanization rate of China’s four direct-controlled municipalities (on a
permanent population basis), the speed of urbanization in recent years has eclipsed both the
national average and that of other regions in the Yangtze River Economic Belt. Normally
there is a strong positive correlation between the urbanization rate and per capita GDP (see
Figure 4 in Part 1), and Chongqing’s per capita GDP is increasing rapidly, from RMB 5,253
in 1997 to RMB 57,904 in 2016 (an increase of 11-fold in 19 years, which equates to an annual
average growth rate of 14%; Figure 10). Moreover, income inequality between urban and
rural residents, which was around four-fold at its peak in 2003, had shrunk to about 2.5-fold
in 2016 (Figure 11). This is a major achievement in terms of balanced regional economic
development and cultivating the growth potential of the region, whilst domestic demand
expansion is contributing to the development of the region’s markets. It means, too, that
Chongqing’s power as a direct-controlled municipality is steadily increasing, which augers

well for future development.

The following paragraphs use the data provided in Figures 12, 13 and 14 to provide an
overview of Chongqing’s ranking among other major cities and administrative districts

nationwide and its economic power.

As the comparator of the two major industries (secondary and tertiary industries) accounting
for GDP growth in Figure 12 shows, Chongqing’s secondary industry is essentially on a par
with that of Shenzhen and Tianjin. Its tertiary industry is the smallest of the four direct-
controlled municipalities, but Chongqing’s total GDP is larger than that of other major cities,
meaning that Chongqing’s growth compares favorably with that of the other cities under the

direct administration of the central government.

Figure 13 shows the distribution of major Chinese cities in terms of fiscal balance (where the
horizontal axis is revenue and the vertical axis expenditure) and fixed asset investment
(sphere size). Chongqing’s fiscal balance is closest to that of Tianjin (Beijing and Shanghai
are exceptional), but it ranks highest in terms of total fixed asset investment, which is more
than double that of both Beijing and Shanghai, and argues that investment in

industrialization and urbanization is expanding.

Again, as the distribution of resident disposable income and consumer spending — two
parameters that are strongly correlated — in Figure 14 shows, whilst Chongqing lags far behind
the other three direct-controlled municipalities, it ranks alongside many of China’s coastal
administrative districts, with the exception of Inner Mongolia, and is on much the same level as
Hubei province, meaning that disposable income and consumer spending levels are
commensurate with development. Moreover, the fact that income levels remain lower than in

China’s eastern coastal regions argues that there is huge potential for further growth with
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ongoing industrialization and urbanization.

Chongqing is a mountainous city with many hilly areas and, until comparatively recently, it
was an impoverished region that suffered from poor transportation. For many years it was a
regional backwater characterized by numerous heavy industries and state-owned
enterprises?, but the launch of the Great Western Development Strategy in 2000 brought in
large numbers of migrants for the construction of the Three Gorges Dam, whilst policy on the
development of industry and services and the aggressive pursuit of foreign trade and foreign

investment have transformed Chongging into a major urban center in western China.

Chongqging has been successful in making the shift away from traditional industries, and
today possesses the technological and production capabilities necessary to supporting a whole
range of emerging industries, including automobiles, electronics, industrial equipment,
consumer durables, pharmaceuticals, energy and manufacturing?. It is the third largest auto
manufacturing base in China, China’s largest motorbike production base, and the largest
laptop (computer) production base in the world3. Many global electronics companies have
opened offices in Chongqing, and their products and components account for a large
proportion of the city’s international trade.

Figure 9: Urbanization rates in Chongging as Figure 10: Long-term trends in per capita GDP in

compared to other direct-controlled municipalitiesand Chongging (1980-2016)

regionsin the Yangtze River Economic Belt
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Source: Compiled from the National Satistical Yearbook 2017  Source: Compiled from the Chongging Satistical Yearbook
Note: The chart gives the urban permanent population as a 2017.
percentage of the total population for each region.

! Chongaing served as the base for China's military industry during the Second Sino-Japanese war and in the 1960s was China s western
base for heavy industry in the “Third-Front Construction” movement (a strategic policy involving the relocation of the nation’s heavy
industries away from the coast and into China’s hinterlands), when numerous state-owned enterprises located to Chongging to form a solid
base for industry.

2 A breakdown of industrial enterprises above designated scale in Chongging in 2015 shows auto manufacturing accounting for 22%,
electronic products for 19%, equipment manufacturing for 16%, consumer durables for 15%, and pharmaceuticals for 8% (of GDP).

3 1n 2016, Chongging accounted for about 9% of domestic auto production, putting it on a par with Shanghai, Jilin, and Hubei; it accounts
for 12% of domestic cell phone production alongside Henan province, and is the largest share of domestic computer production at 23%.
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Figure 11: Urban and rural sector incomes in

Chongging and fluctuationsin the gap therein
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Note: Figures for the urban sector are based on disposable
income, those for the rural sector are based on net income.

Figure 13: A comparison of fiscal balance and fixed
asset investment for major Chinese cities (2016)
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Source: Compiled from the National Statistical Yearbook 2017
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Figure 12: Secondary and tertiary industries and GDP
figuresfor major Chinese cities (2016)
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Source: Compiled from the National Satistical Yearbook 2017

Figure 14: A distribution map of resident disposable
income and consumer spending for China's regions
(2016)
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Source: Compiled from the National Statistical Yearbook 2017

4, The major challenges to achieving balanced development under environmental and resource

constraints

As a newcomer to the ranks of direct-controlled municipalities, Chongqing still has some way

to go with the industrialization and urbanization process, but it is the largest direct-

controlled municipality in terms of area and population and is developing at the fastest rate,

which argues that it has the greatest potential for future development of the four cities under

direct central government administration. Whilst the foundations favoring major growth are

in place, however, Chongqing will need to overcome a number of challenges if it is to achieve

sustainable development in the years to come.

One MIZUHO
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The first factor to consider is resources and the environment, which are significant
contributors to economic growth. As Figure 15 shows, coal consumption in Chongqging has
dropped from a peak of around 70 percent to around 60 percent of total energy consumption
in recent years (oil, natural gas and hydroelectric power account for around 15%,
respectively). In order to bring the share of coal consumption below 50 percent, Chongqing
will need to promote hydroelectric power and the development of other renewable energy
sources, as opposed to relying on fossil fuels such as natural gas and oil. That said,
Chongqing’s growth rate in total power consumption has been decreasing in recent years
even in spite of rapid economic and industrial growth, an achievement that is worthy of
praise, and something that is largely attributable to the improvements in its industrial

structure.

In terms of environmental protection, whilst industrial wastewater and dust levels in
Chongqging have been on the decrease in recent years, waste gas pollution increased
significantly in 2016 to 1.216 trillion cubic meters (1,216,124,000,000m3) from 992.8 billion
cubic meters (992,807,000,000 m3) a year earlier. Moreover, whilst industrial solid waste
volumes have declined slightly, reuse (recycling) rates have fallen from a peak of more than
80 percent to around 70 percent in 2016 (Figure 16). Like Wuhan, Chongging will need to

work hard to secure growth under the environmental and resource constraints it faces.

A bigger challenge to achieving balanced development within the region and shared
prosperity for its urban and rural residents, is the large discrepancy between the
urbanization rates for Chongqing’s registered population and its permanent population
(Figure 17); Chongqing still suffers from a net population outflow (though central areas are
now seeing a net inflow of population). In 2015, Chongqing’s population decreased by 3.55

million (registered population).
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Figure 15: Total energy consumption and a Figure16: Trendsin industrial solid waste output
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Figure 17: Trends in Chongqing’s total population and urbanization rates in terms of
m Permanent population ® Registered population
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Source: Compiled from Chongqing Data and the Chongqing Statistical Yearbook released by the Chongqing
Statistics Bureau.
Note: Urbanization rate A is the urban population as a percentage of permanent population, whilst

urbanization rate B is the urbanization rate for the registered population.
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5. Prospects for Chongqging's development into a node and a transport hub for the Yangtze River

Economic Belt and China’ s Belt and Road Initiative (Conclusion)

Aswith Hubei, the province in which Wuhan is located, Chongqing is landlocked, but two rivers —the Y angtze
and the Jialing — flow through the city, which boasts the largest deep-water port in western China (Chongging
Lianglu Cuntan Bonded Port Area) and means that Chongging has long been a major route for water
transportation (accounting for more than 60% of total import and export cargo). Today, Chongging has air, rail
and road transport networks, and both cargo and passenger volumes have increased significantly since 2000
(Figure 18). Extensions to its rail and air transport infrastructure are anticipated, and the goa of the Belt and
Road Initiative is to establish and broaden the use of athree-dimensional transport network encompassing land,
water and air and extending to every point of the compass, agoal that is being realized with the work to promote
the construction of a city cluster (the “Chengdu-Chongging City Cluster”) in the eastern part of neighboring
Sichuan province. As to Chongging's connection with the Y angtze River Economic Belt, the restoration and
construction of the Golden Waterway Y angtze River — an initiative that was launched by the central government
several years ago, and the development of ties with Hubei province and Wuhan in the central reaches of the
Y angtze River are seen ascrucial, and it is hoped that thiswill facilitate the relocation of industry from the lower

reaches of the Y angtze River and China' s eastern coastal region.

Figure 19 gives data on port throughput and total road length for Chongging. The increases that have occurred
since 2011, the year in which the 12" FYP was launched, are conspicuous, and suggest that the city’s port
functions are being effectively utilized and that its road infrastructure is being devel oped.

A look at trends in the cargo throughput of wharfs above designated size on China s inland waterways (Figure
20), revedls significant increases in the throughput of wharfs in both Chongging and Wuhan (including other
portsin Hube province) (line graph). These wharfs above designated size are primarily located in the upper and
middle reaches of the Y angtze River, and the cargo throughput of Chongging ports has increased from around 1
percent in 2000 to 4.4 percent in 2016. Progress on the development of port infrastructure in Chongqging and
Wuhan is expected to produce further increases in the volume of traffic on Yangtze River waterways and to
enhance the logistics capabilities (function) of these two major citiesin the Y angtze River Economic Belt delta.
Thisinturnisexpected to promote investment and plant construction in central and western China, which should
bring industrial enterprise density in Chongging (Figure 21) to alevel on a par with those for Hubei and Henan
provinces.

As touched upon in the section 4, various initiatives are being undertaken in Chongqing to
promote resource conservation and environmental protection and the balanced development
of the region as a whole, with a particular focus on attracting investment and market entry
by companies from overseas and elsewhere in China. Numerous economic and technological
development zones, high-tech industry parks and other industrial complexes have been built
in the city, but since 2010 the primary focus has been on construction of the “Liangjiang New

Area”. The author visited Liangjiang New Area on his recent visit to Chongqing4, and

4 The author’s visit to Liangiiang New Area was undertaken with the cooveration of Choneaine Liangiiang New Area
Sanhui Investment and Consulting Co.. Ltd. (including Masatoshi Sasaki. general manager. Li Baolu. assistant manager,
and others), a municipal government-affiliated organization that was established to promote investment. The author
would also like to extend his gratitude to the management committee of Chongqing Economic and Technological
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interviewed officials regarding progress to date and the prospects for Liangjiang New Area
in the years to come. Liangjiang New Area is being constructed in the old urban district of
Chongqging and is located in the southwest of the city where the Yangtze and Jialing rivers
merge; it is a large area ideally suited to the development of port infrastructure and industry.
Following about six years of construction work, Liangjiang New Area has the most advanced
economy, trade and industry infrastructure in Chongqing, and the main portion of Chongqing
Pilot FTZ, which was approved by the central government in 2017, is being constructed
within its confines (Figure 22). Between 2010 and 2016, Liangjiang New Area (which has a
total planned area of 1,200 km2, with 550 km?2 available for development and a permanent
population of 2.5 million) had an annual average GDP of 17.3 percent, with industrial
production of 22.5 percent, a rapidly increasing foreign capital uptake of 20.4 percent, and
trade, which increased 5.6-fold from RMB 28.5 billion to RMB 154.4 billion (which equates
to an average increase of 49.8% annually). Work on the construction of industrial
infrastructure and industry systems is progressing and foreign capital uptake for this six-
year period reached RMB 21.4 billion, or 33 percent of total foreign capital uptake in
Chongqing. Further growth is expected as work on the Chongqing Pilot FTZ moves forward>.
In addition to general manufacturing, the favorable conditions enjoyed by Chongging mean
that the possibilities for IT, modern logistics, electric vehicles, robotics (four of the world’s
five largest robot manufacturers have established a presence here already), FinTech and
other emerging industries are endless, and Chongqging’s government is actively pursuing new
industrial policy. This is expected to make Chongqing more attractive to potential investors
and it is hoped that this will facilitate the healthy urbanization of the city, and that the
construction of the Yangtze River Economic Belt, the development of China’s western regions
and the Belt and Road Initiative will help transform Chongqing into a major international
metropolis with the influence needed to promote economic ties between China and the rest

of the world.

Development Zone, who also provided information.

® For proposals relating to the construction of Chongging Pilot FTZ, readers are referred to Mizuho Financial Group’s “Differentiating
Chongging Pilot FTZ from other pilot FTZs and developing financial services: Proposals for future initiatives based on success stories
elsewhere in the world” (in Japanese) and “The Report on the 12" Annual Meeting of the Chongging Mayor’s International Economic

Advisory Council” (2017; in Chinese).
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Figure 18: Trendsin passenger and cargo throughput Figure 19: Trendsin port throughput and total
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changes in the scope of transport statistics in 2007 and 2013

Figure 20: Trends in the cargo throughput of ports Figure21: A regional comparison of the salesand
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Note: The awkwardness in the transition of datais the result

of changes made to the statistical methods used for Chongging

in 2009. Note also that the figures for Wuhan include the

throughputs of Huangshi and Yichang, two ports located in

Hubei.
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Figure22: A sketch magp of themain areadf Chongging Pilat FTZ and LiangiangNewArea
Main area of Chongqing Pilot FTZ=Liangjiang NewArea

Source: Excerpted and modified from the Chongging Liangjiang New Area website
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I mportance of Policy Bank Bonds in the Time of Atsushi Kimura

the Internationalization of the Chinese Bond | rinancial Institutions Department

Market through the Bond Connect Program Mizuho Bank (China) Ltd.
atsushi.kimura@mizuho-cb.com

The bond market in Mainland China is currently in the middle of internationalization. Investment in the
bond market in Mainland Chinaby foreign investors has been gradually deregul ated, and the Bond Connect
program was started so as to allow foreign investors to trade Mainland Chinese bonds viaHong Kong. Itis
likely that the importance of policy bank bonds will increase as an investment target for foreign investors
in addition to Chinese government bonds, as policy bank bonds have acredit level ashigh asthat of Chinese
government bonds while their yields are generally higher. This article will therefore provide an overview

of policy bank bonds as well as the Bond Connect program.
1. What isa policy bank?

A policy bank refersto abank established by the Chinese government in 1994 to be mainly engaged in the
lending business for policy-related projects. There are currently three policy banks: China Devel opment
Bank, the Export-Import Bank of China, and the Agricultural Development Bank of China. Policy bank
bonds issued by these three banks have the same rating as the sovereign rating of the Chinese government

given by the international ratings companies.

Fig. 1: International rating of policy bank bonds (as of December 11, 2017)
Agricultural

Chinese government ~ China Development Export-Import

Ratings agency . Development Bank of
Bank bond Bank of China bond
China bond
S&P A+ A+ A+ A+
Moody’s Al Al Al Al
Fitch A+ A+ A+ A+

Source: Compiled by the author based on data from the website of each international ratings
companies

2. Overview of each policy bank

China Development Bank is afully state-owned policy bank established in 1994, mainly engaging in the
medium- and long-term credit business in order to strengthen key industries and develop infrastructure
based on the economic and industrial policies of the Chinese government. Its asset level is the highest of
the three policy banks.

As is the case with the two other policy banks, the Export-Import Bank of Chinais a fully state-owned
policy bank established in 1994. It also plays the role of China's Export Credit Agency (ECA), mainly

engaged in the expansion of the import & export of machine facilities, electronic products, and high-tech

1 The current investment ratio is virtually 100% based on the government, with 36.54% from the Ministry of Finance, 34.68% from
Central Huijin Investment Ltd., 27.19% from Wutongshu Investment Platform Co., and 1.59% from the National Council for Social

Security Fund.
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products, while also dealing with overseas projects for top-level companies in China and providing

financial servicesto promote foreign investment.

Asisthe case with the other two policy banks, the Agricultural Development Bank of Chinaisafully state-
owned policy bank established in 1994. It is mainly engaged in the lending business to assist the purchase
of food and livestock, as well as infrastructure development in agricultura villages and the genera

development of agriculture.

Fig. 2: Financial contents of each policy bank (as of the end of 2016) (unit: 100 million yuan

China Development Bank

Export-Import Bank of  Agricultural Development

China Bank of China

Current profit 1,097 50 162
Outstanding lending 103,181 23,759 39,809
Shareholders’ equity 11,627 3,142 1,185

Total assets 143,405 33,343 56,162
Capital adequacy ratio 8.10% 9.42% 2.10%

Source: Compiled by the author based on data from the website of each policy bank

3. Overview of policy bank bonds

Bondsissued by the above policy banks are referred to as “policy bank bonds.” Policy banks procure funds
mainly through bond issuance, and the amount of bonds issued has been increasing every year, reaching
3.3470 trillion yuan in 2016 (while the amount of Chinese government bonds issued was 2.9457 trillion
yuan in 2016). Policy bank bonds thus constitute a major part of the bond market in China. The breakdown
of issuance is 1.4756 trillion yuan by China Development Bank, 633 billion yuan by the Export-Import
Bank of China, and 1.2384 trillion yuan by the Agricultural Development Bank of China, and these amounts
account for 53.73%, 70.61%, and 57.92%, respectively, in the total debt of each bank. Each bank issues

policy bank bonds regularly (once aweek), and such bonds have become familiar in the Chinese market.

Fig. 3: Trends in the amount of policy bank bonds issued

(RMB 100 million)
40,000

35,000 .
Export-Import Bank of China
30,000 . o . —
25,000 China Development Ban |
20,000 —
15,000 —
10,000 +— —
5,000 +— —

O T T T T T T T T T 1
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Agricultural Development Bank of China

Source: Compiled by the author based on data from the website of China Central Depository & Clearing
Co,, Ltd.
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Compared to Chinese government bonds, the yields of policy bank bonds have been higher by about 50 to
100 basis points. As was mentioned above, these policy bank bonds have a high credit level, and the yields
are generally higher than that of Chinese government bonds. Along with the internationalization of the
Chinese bond market, therefore, policy bank bonds can be an important investment target for foreign
investors that are not used to dealing with Chinese bonds.

Fig. 4: Yields of Chinese government bonds and policy bank bond trends

4.8 e Fjve-year China Development

. Bank bond

. e T hree-year China Development
4.6 h Chi el
4.4 - Bank bond
4.2 - One-year China Devel opment
40 - Bank bond

) NN e, === Five-year Chinese government
3.8 = bond
3.6 W —ghrzeyear Chinese government
34 on

' One-year Chinese government
gé bond
A A A A A A A
N D D N N S S
SR S S S MG
Q\ﬁ \,% By Q'\\ \,% o OD\\ ,\{0 ) %Q By
%QJQ' %Q)Q " " < §04 %o* ’

Source: Compiled by the author based on data from the website of China Central Depository & Clearing
Co., Ltd.

While apolicy bank bond is atype of bond, unlike bonds issued by other commercial banks and non-bank
bonds, it is dealt with as an interest-rate bond, as is the case with Chinese government bonds. Therefore,
financia institutions need to obtain a license (renewed once a year) to be an underwriter of policy bank

bonds.?
4. Overview of the Bond Connect program

On July 3, 2017, the People's Bank of China (PBOC) and the Hong Kong Monetary Authority (HKMA)
started the Bond Connect program for foreign investors to trade in the inter-bank bond market in Mainland
China via Hong Kong. It was so far only possible for foreign investors to invest in the bond market in
Mainland China (northbound) in order to collect foreign funds, and it was not possible for investors in
Mainland China to invest in the bond market in Hong Kong, as this would cause capital outflow
(southbound). However, it is expected to become possible to trade both ways in the future, significantly

contributing to the internationalization of the bond market in Mainland China.

2 Mizuho Bank (China) Ltd. obtained a license as an underwriter for financial policy bonds issued by China Development Bank and the
Agricultural Development Bank of Chinain FY2017.
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Fig. 5: Investment schemes for foreign investors in the inter-bank bond market

QFII scheme RQFII scheme Settlement agent Bond-connect
. 2002 2010 2016 (Public Notice No. | 2017
Introduction 3
This schemeto Thisschemeisamost the | This scheme allows This scheme alows
alowsforeign same as the QFII scheme. investorsto invest in foreign investors (only
banks, securities The Chinese yuan is used the inter-bank bond financial institutions) to
companies, asthe currency. market in Mainland invest in the inter-bank
insurance Chinathrough a bond market in
companies, and financial institution Mainland Chinafrom
asset management with alicenseasa Hong Kong.
Content companies, etc., to domestic account
invest in Chinese settlement agent in
yuan financial China. With the public
productsin aforeign notice issued by the
currency with the PBOC in February
approval of the 2016 (Public Notice
CSRC and SAFE, No. 3), foreign
by fulfilling certain investors can also use
conditions. this scheme.
* Opening up of the | * Opening up of the capital | * Opening up of the * Opening up of the
capital market market capital market capital market
st « Internationalization of * Internationalization of |  Internationalization of
the Chinese yuan the Chinese yuan the Chinese yuan
* Dealing with capital * Dealing with capital
outflow outflow
(1) Exchange market | (1) Exchange market Inter-bank bond market | Inter-bank bond market
(stocks and (stocks and bonds)
Market bonds) (2) Inter-bank bond market
(2) Inter-bank bond
market
Approva (1) CSRC and SAFE | (1) CSRC and SAFE Registered to the PBOC | Registered to the PBOC
for foreign | (2) CSRC, SAFE, (2) CSRC, SAFE, andthe | andthe CCDC through | and the CCDC through
investors, and the PBOC PBOC an account settlement aCMO (HK)
etc. agent
« Upper limitonthe | « Upper limit on the None None
invested amount invested amount
. * Redtrictiononthe | « Restriction on the
Major .
restrictions Fransfer of transfer of |nve§tment
. investment money money from Chinato the
for foreign . -
ivestors from China tg t.he country of origin.
country of origin.
* Restriction on
allocation

Source: Compiled by the author based on data from the website of each related institution

Unlike the previous schemes, the Bond Connect program allows foreign investors to directly access the

inter-bank bond market in Mainland China using an existing security account in Hong Kong without having

to make an advance application to afinancial institution in Mainland China, and without having to open an

account, send funds, or sign a contract. Therefore, it is advantageous for foreign investors via reduced

burden in dealing with laws and regulations in China.

The structure of the Bond Connect program is shown in Fig. 6. Foreign investors open a securities account

at the securities settlement institution under the Hong Kong Monetary Authority’s CMU (Central Market

Unit), instead of opening an account in Mainland China, and they access the CFETS (China Foreign

17
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Exchange Trading System) through an overseas electronic trading platform (such as Tradeweb) that
displays information in English, directly making an RFQ (Request For Quote), presenting quotes, and
entering contracts with Bond Connect market makers in Mainland China. The CMU then carries out the
settlement by opening an account under the name of the MMU at the China Central Depository & Clearing
Co., Ltd. (CCDC), as well as at the Shanghai Clearing House. For bond transactions, it is possible to use

Chinese yuan held by the foreign investor or to use aforeign currency by converting it into Chinese yuan.

While there are growing expectations for the Bond Connect program, there are also some issues. For
example, while it is possible to prepare for transactions and making RFQs more rapidly than transactions
through a settlement agent, the processing speed declines when the system-related burden increases at the
side of the investor. Furthermore, it is said that the infrastructure related to the exchange, settlement, and
trading systemisstill in the process of devel opment, making transaction costs higher than schemes through

a settlement agency, depending on the conditions.

However, the aboveissues are likely to be resolved when the transaction volume becomes larger, and given
the advantages of the Bond Connect program, it is possible for the transaction volume to expand

dramatically after a certain length of trial period.

It should also be mentioned that on October 18, 2017, China Development Bank nominated 14 financial
institutionsin Hong K ong as cross-border coordinators,® anticipating the expansion of transactions through
the Bond Connect program. The nominated financial institutions will invite foreign investors and provide
guidance on investment methods regarding bonds denominated in the Chinese yuan of China Development
Bank, in order to cooperate in the promotion of investment, which would further enhance interest in policy

bank bonds among foreign investors.

For the above reasons, the importance of the Bond Connect program and policy bank bonds is expected to

grow further in the times ahead. We should therefore continue to carefully observe future conditions.

Fig. 6: Structure of the Bond Connect program (sample image)

Bond Connect market makers

A A

[ CFETS ] [CCDC.Shanghaj CIearingHouse] M ainland

China
Hong Kon
[Electronic platform] [ CcMU ] g g
(2) Communicating
(1) RFQ rates, resching an (3) Settlement
agreement ’

Foreign investors

Source: Compiled by Mizuho Bank (China) based on various materials.

3 Mizuho Securities Asiais selected as a cross-border coordinator.
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Caution

1

Legal or accounting advice: The information included in this material does not contain any advice on
legal, accounting, or tax matters. If you require any advice on such matters, you should consult your
respective professiona advisors.

Confidentiality: The information included in this material is disclosed to you on the premise of your
confidentiality obligation, and should be used for internal purposes only. Disclosure of the contents herein
to athird party is prohibited.

Copyright: Copyright of the information included in this material belongs to the bank, in principle. You
are prohibited to make a copy of, make a reproduction of, quote, reprint, trandate, loan, or in any way
exploit the content of this material in part or in whole, by any means, for any purpose, without our
permission.

Indemnity: The information included in this material is obtained from various sources that the bank
believes are reliable. However, the bank shall not guarantee its correctness, trustworthiness, or integrity.
The bank shall also not be liable for any damage, whatsoever, arising from this information.

Thispublication is not deemed to constitute advice, solicitation or recommendation to sell financial assets.
This document is a translation of the Japanese original, and the original will take precedence in the event

of any difference between the two versions.
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