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The story for investors

Investment conclusions

In past reports we explained why Asian local interest and
forex rates are not closely tied to the USD. Hence the
expected rise in USD interest and yields in 2022 will not have
a major impact on Asian local rates and forex, but it will, of
course, impact USD denominated Asian sovereign and
corporates bonds. Here, after a broad survey, we focus on
China’s fixed income outlook for 2022, which attracted keen
interest in 2021 because of the property crash. Given China’s
strong macros we remain, in general, neutral to the overall
attractiveness of Chinese bonds, but better disposed to High
Yield (HY). This view is tempered by concerns over the Covid
zero tolerance policy, which is painting China’s policy options
to a corner.

USD Asian corporates and sovereigns had higher total
returns (TR) than those of a “global” portfolio, but this
comparison leaves out the impact of the portfolio
structure and of sovereign/country risk. The dominance
of Chinese USD FI assets in the Asian bond markets
(over 70.0% of the total) requires narrower
comparisons. Chinese 5Y CDS spreads are now wider
than those of major Asians, and China’s TR higher than
those of Asians in total and the TRs of the global bonds
index. Arbitraging Asian CDS is limited because of costs.
We expect that the recent TR decline of Chinese HY
bonds to be temporary as the financial system is more
resilient to risk than generally believed.

Asia versus the rest

Property bonds in China

In the following descriptions all values, TRs etc are in
USD, and the indices used have broad coverage of
sovereigns as well corporates except where indicated. In
Fig. 1 we show the relative performance of Asian bonds
(green) and Chinese bonds (yellow) versus global bonds
index (red). Not surprising Asian bonds in general and
Chinese in particular outperformed the global index,
assuming some double counting of Asian bonds in the
“red” index. This comparison will require some further
analysis. First, as Factbox illustrates, Asian ratings, both
sovereign and corporate, took a beating in 2021.The
blue
line
in
the
chart,
the
ratio
of
Upgrades/Downgrades, shows a significant relative
increase in downgrades. Undoubtedly this reflects in
part the impact of the property crisis in China. On a
cumulative basis nearly 38.0% of Chinese high yield
bonds defaulted in 2021,despite the fact that
Evergrande is still hanging on at the time of writing. A
similar set of statistics (not shown) for the US and
Western Europe has the blue line reaching a peak
towards the end of 2021 but now turning down. Second,
the information shown in Fig. 2 adds some interesting
details in terms of asset picking. For global comparisons
we use the Credit Swisse’ Asian bonds index (blue) and
Bloomberg’s own China bonds indices, Total bonds (red),
IG (green), HY (mauve) all 2015=100.

This report does not cover separately the property
The switch of the PBOC to a looser policy in 4Q.21 with cuts in RR
bonds in China for two reasons. Firstly, it will required
and the benchmark loan rate was also accompanied by
some detailed analysis as not all property bonds
infrastructure investment initiatives by the government as part of
followed Evergrande’s example, and thus will turn a
supporting the economy during the upsurge of covid.
generalist report to a sectoral one. Secondly, in pure
terms of urgency, the property crisis did not develop in
a systemic one and the stock market largely ignored it.
Fig 1: Global (red), Asian (green), Chinese (yel) USD bonds,
TR, 2015=100
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China versus the rest

Fig 2: USD Chinese bonds: HY (mauve), IG (green), All
Chinese bonds (red), All Asian bonds (blue),TR 2015=100

In Fig.2 the mauve index shows TR of High Yield Chinese
bonds, clearly superior to all classes of bonds shown,
except in “paying the price” in the course of the second
half of 2021. The property crisis hit not only the
property bonds but also all other high-risk assets. The 3
other classes of assets in Fig.2 performed closely
together, that is the TR of all classes of Asian bonds
(blue), the returns of all classes of Chinese bonds (Kung
Fu red) and those of Chinese IG bonds (green). As, by the
nature of the construction of these indices, there has to
be a substantial overlap of the bonds covered, and then
the close correlation of total returns in these three
classes is not surprising. There are, however, two factors
to consider. First, there were fears that concerns over
moral hazard would constraint the authorities from
intervening. Secondly, and notwithstanding these
concerns, Chinese
FactBox: Rating trends in Asia 2021

Source: Bloomberg

concerns, Chinese authorities had more than plenty of
resources to intervene had they changed their mind. A
fiscal deficit of about 7.0% of GDP in 2021 could easily
increase and still be within global comparable levels.
(USA 6.8%, Japan 9.0%) Also a country that is a net
global lender cannot default on its external debt. Hence
our conclusions are that the performance of HY Chinese
bonds reflects possibly market over-reaction and, hence,
offers investment opportunities. However the insistence
of zero tolerance of Covid infections in China is
unsustainable and will impose high costs on the
economy. Lastly, we turn to CDS in Fig. 3, which shows
the 5Y CDS spreads of Chinese, Korean and HK bonds.
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In the case of HK, (red) whose USD peg and extremely
conservative fiscal policies resulted to low spreads,
S.Korea (blue) and Chinese (mauve) spreads tended to
move together. Chinese spreads, however, widened
reflecting from 2H.21 onwards the risks and concerns
over Chinese FI already mentioned. We can, therefore,
expect a possible narrowing on the differentials of the
Chinese to the rest of the spreads in the course of
2022 given our belief that the markets over-reacted to
the property crisis. However the size of the differentials
may present difficulties in establishing profitable
arbitrages via structured notes. Nonetheless, going
forward in 2022, we are more sanguine over Chinese
HY bonds and, by extension for the Chinese CDS space
than what the current prices may indicate.
Fig.3 5Y CDS spreads, USD, China (mauve), HK (red),
S.Korea (blu), and 2019-22 Bloomberg.
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