
An interest rate outlook on China and impact on its bonds 
 
Despite economic growth well underway (10.3% for 2Q2010), the People’s Bank of 
China has resisted the temptation to hiked the benchmark interest rate and has opted 
instead to cooling specific parts of the economy through other means e.g increasing 
the bank reserve requirement. Even so, it has done so with surgical precision, careful 
not to shake parts of the economy that are still need nurturing such as domestic 
consumption. However on the back of fresh inflation data, the People’s Bank of China 
may look towards its first interest hike since 2008. 
 
Investors should however not be overly concerned over a repeat of the steep interest 
rate hikes that took place during the 2004 – 2008. The last economic cycle which was 
characterized by credit fueled spending by the west is noticeably absent in this cycle 
as they continue to grapple with deleveraging pressures. More importantly, the key 
reason for resisting jumping on the interest rate hike bandwagon along with other Asia 
nations is so as not to choke off the budding growth of consumer spending growth, the 
3rd engine of growth of the China economy. The takeaway here is that interest hikes 
are likely to come albeit at a more subdued pace that still favors fixed income 
investment. 

China Central Bank Rate and Bond Indices Performance

80

90

100

110

120

130

140

150

2003 2005 2007 2009

B
o

n
d

 I
n

d
e

x
 R

e
tu

rn
 (

2
0

0
3

 =
 1

0
0

)

5

6

7

8

In
te

re
s

t 
R

a
te

s
 (

%
)

Shanghai T-Bond Index

Shanghai Corporate Bond Index

PBoC Benchmark Interest

 

 
The chart shows both government and corporate Renminbi bond delivering impressive 
returns through the last market cycle but underwent volatility during the peak of the 
interest rate hikes. It is therefore advisable for have a minimum 2 year holding period 
for such investments. It is also notable that despite market gyrations in the domestic 
share markets on the back of countercyclical measures being taken in 2010, both 
indices produced an respectable 3.3% and 7.0%. 

 
Despite being backed by world leading foreign reserves of USD2.4 trillion, Chinese 
government bonds are trading at an attractive yield vis a vis their less financially 
sound counterparts such as United Kingdom, United States and Japan. 

 



 

 

What we see here is elevated yield of the Chinese government debt especially at the 
short end of the curve. This provides cushion for spreads to tighten rather than widen 
and potential for price appreciation. The fact that the instrument is currently rated 
AA- (Fitch) also allows room for credit upgrades. 
 
Despite the interest rate headwinds, we think the positives will triumph. Slight capital 
losses arising from increasing interest rates will be offset by the yields, credit 
improvements and possible currency appreciation and hence suitable for conservative 
investors with a minimum 2 year investment horizon or investors to hedge against 
equity risks in the China A share market. 
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iFAST and/or its licensed financial adviser representatives may own or have positions in the 
funds of any of the asset management firms or fund houses mentioned or referred to in the 
article, or any unit trusts or Singapore Government Securities bonds related thereto, and may 
from time to time add or dispose of, or may be materially interested in any such unit trusts or 
Singapore Government Securities bonds. This article is not to be construed as an offer or 
solicitation for the subscription, purchase or sale of any fund. No investment decision should be 
taken without first viewing a fund's prospectus. Any advice herein is made on a general basis and 
does not take into account the specific investment objectives of the specific person or group of 
persons. Past performance and any forecast is not necessarily indicative of the future or likely 
performance of the fund. The value of units and the income from them may fall as well as rise. 
Opinions expressed herein are subject to change without notice. Please read our disclaimer in 
the website. 


