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By Katie Hunt

HONG KONG (MNI) - A package of measures unveiled with great fanfare at the turn of the
month during Chinese President Hu Jintao's trip to Hong Kong has the potential to boost the
fast-developing offshore yuan market.

But crucial details remain thin on the ground, analysts say.

The most high-profile of the announcements timed to coincide with the 15th anniversary of Hong
Kong's return to China, was a record sovereign debt auction by the Ministry of Finance. Red
banners proclaiming the deal hung from the office towers of the participating banks in the city's
financial district.

Other initiatives included a pilot scheme for yuan convertibility across the border from Hong
Kong that could kick start cross-border lending and an expansion of the Renminbi Qualified
Foreign Institutional Investor (R-QFII) scheme that allows yuan raised offshore to be invested in
China's domestic markets.

"The announcements were all big picture. It's not clear how they will work in practice," said
Nathan Chow, an economist at DBS in Hong Kong.

The main disappointment was that the 20,000 daily limit on CNY conversion for Hong Kong
residents was not raised, as many had expected. However, the People's Bank Of China signalled
that mainland Chinese residents and foreigners may soon be allowed to open CNY accounts in
Hong Kong.

Hong Kong is the main testing ground for many of China's financial reforms, particularly its drive
to internationalize its currency. The former British territory's economy is now closely intertwined
with China's and visits by high-ranking officials often coincide with new policies.

The record CNY23 billion sovereign bond offer, the fourth time China's government has tendered
bonds in the city, was a mixed success, said Dariusz Kowalczyk, senior economist and strategist at
Credit Agricole in Hong Kong.

Demand for the CNY15.5 billion offered to institutional investors was lower than last year, with a
bid cover ratio of 3.8, down from 4.6 in 2011. Yields were significantly higher too.
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Kowalczyk said that investors were demanding higher yields to compensate for the depreciation in
China's currency this year and yields were rising to converge with onshore bond market that is
becoming more accessible to investors through schemes like R-QFII.

"The lower - albeit still solid - demand highlights the fact that the CNH (offshore yuan) market
may suffer if convergence with onshore levels and China's capital account opening make it less
relevant," he said.

However, there were encouraging signs. Demand for the CNY2 billion worth of bonds allocated to
foreign central banks was said to be strong, with five central banks from as far afield as Africa
entering bidding.

"With European assets under pressure, I think they saw this as good exposure. It's also positive for
China's drive to internationalise the yuan," said Chow at DBS.

It was also the first time that a bond with a 15-year tenor was sold by the Ministry of Finance in
Hong Kong.

Frankie Tai, associate director of fixed income at Invesco Asset Management, said this would help
the development of the still-young dim sum bond market by establishing a longer benchmark yield
curve.

"They are issuing a full curve of bonds. It really helps investors as a benchmark in terms of how
we should price the corporate paper," he said.

"I wouldn't be surprised in the future if they came in with a 30-year bond. It's just a matter of
time."

China also confirmed the creation of a new special economic zone focused on the service sector in
Qianhai in Shenzhen - the place where China's economic reforms were first launched 30 years ago.

Businesses located in the zone will be encouraged to sell dim sum bonds in Hong Kong and may
be able to take out CNY loans from Hong Kong banks.

While the announcement was short on specifics, the move underscores China's commitment to
opening up its capital account and cross-border lending could be a big boost for Hong Kong
banks.

Likewise, China's securities regulator said it would expand the R-QFII scheme, which allows
investors holding yuan offshore to buy into funds that invest in Chinese stocks and bonds.

Limits on the type of investment and the type of entities that can apply to run funds under the
scheme may be relaxed.

Previously, only the Hong Kong arms of mainland Chinese fund managers could launch funds
under the scheme and the funds can only invest 20 percent of their offshore yuan in stocks, with
the rest in bonds.
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