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Summary

A Negative news flow around a large private developer at the onset of June has made investors fearful of
property developers in general, eventually leading to China offshore high yield to decline by ten per cent over
the past two months

A We observe deeper credit differentiation in China’s high yield market, where market pricing increasingly
reflects the differences in quality of the securities in focus

A A sell-off of this magnitude usually means that there are more than a couple of cases where prices have
come down (yields have gone up) for no good reason, opening up opportunities for yield-hunting investors

Two different markets; two worlds apart. Just as prices of US high yield keep inflating, the same asset class in China
has not seen the best of times in recent months. Worries are growing that some Chinese property firms may have
trouble making good on their bond payments, especially with the greater regulatory focus on the sector following the
‘three red lines’ policy the government introduced last year. What happened next is a story we know all too well.
Spooked investors can be indiscriminate. While some companies deserve punishment, many financially sound issuers
suffered as well, resulting in the emergence of some very attractive valuations.

Why the panic?

Figure 1 : US vs China high yield performance
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Figure 2: China offshore property high yield : option-adjusted spread changes by international rating
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Source: HSBC Asset Management, Bloomberg, data as of 10 August 2021

Increased credit differentiation

Even though most developers were negatively impacted by the recent disturbance in the sector, by no means did
investors apply equal treatments to all. Figure 2 shows that in the offshore market, the high yield dollar bonds with the
lowest international ratings have seen their market cap-weighted option-adjusted spread spike by 5,500 basis points
since the end of May. Moving up the rating scale, those in the single-B and double-B buckets have seen their spreads
rise 500 and 70 basis points respectively during the same time period. In other words, we observe deeper credit
differentiation in China’s high yield market, where market pricing increasingly reflects the differences in quality of the
securities in focus. This is an essential feature of a mature and healthy bond market, and as such, should be taken as a
positive sign of the market's long-term development.

Where to look for opportunities?

Where should investors look for opportunities after the recent sell-off? Unless there is a good reason, investors would
want to shy away from C-rated bonds. But are opportunities more prevalent within the single-B’s or the double-B's?
Figure 3 plots the current yields of China offshore property high yield bonds against where they were half a year ago.
The farther the current yield is above the 45 degree trend line, the more pickup in yield one could expect from the bond.
Of course, sometimes prices go down for a good reason, but a sell off of this magnitude usually means that there are
more than a couple of cases where prices have gone down (yields have gone up) for no good reason. It is up to
investors to identify the otherwise financially sound issuers that have been over-sold. Figure 3 suggests that the are
more of such opportunities in single-B’s than double-B’s.
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Fixed income

Government bond yields (%)
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2-year 2.42 2.64 People’s Bank of China cutting the reserve-
requirement ratio by 50 basis points, reaffirming

5-year 2.66 2.91 the government’'s accommodative monetary
stance.

10-year 2.84 3.08

30-year 3.43 366 Reflation trades have driven a .sharp rise in long-
end US treasury yields in the first quarter of 2021,

Source: Bloomberg, data as of end-July 2021 triggering a sell-off in government debt globally.

But treasury yields have come back down
considerably as fear of inflation subsides.

Corporate bond spreads (basis points) by rating

- Rating / Grade 31 Jul Spreads of quqhty or investment grade bonds
remained relatively stable as concerns around
AAA 65 67 heightened volatility in the high yield space have
not yet been alleviated.
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increases around the property sector, especially
High yield 1,448 1,000 companies that have violated the “three red lines”
of financial health, as laid down by the
Source: Bloomberg, ChinaBond, Bank of America Merrill Lynch, data as of end-July 2021 government.
Note: The onshore bond data are based on ChinaBond indices; the offshore bond data are
based on ICE BofA Merrill Lynch Asian Dollar indices.
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Equity

Onshore and offshore performances

_ Jul return (%) Chinese stocks experienced a noticeable setback in

Shanghai Shenzhen CSI 300 Index CNY 73 July due to uncertainty around new regulatory
frameworks in certain sectors, including internet
Hang Seng Index HKD -9.6 and education. The impact was more severe in the
_ offshore market as it is a lot more tech-heavy.
MSCI China A Onshore Index UsD -5.1

MSCI China Index uUSD -13.8

Source: Bloomberg, data as of end-July 2021. For illustrative purpose only.

MSCI China dollar returns — breakdown by sector

_ Jul return (%) YTD return (%) In terms of sector performances, the worst

performers in July were precisely those that were

Materials 7.1 16.9 perceived to be under increasing or ongoing
Utilities 31 15.5 regulatory scrutiny. Specific industries include
property, internet and education.
Industrials -6.5 7.2
Information Technology 6.9 108 On the other hanld., materials and utilities — the two
sectors with positive monthly performances — have
Energy -7.9 19.8 benefited from being a safe haven in this volatile
E—— 85 8.7 malrket. Energy re‘Freated in July in anticipation of
falling crude oil price, although it is still the best
Health Care -14.1 7.0 performing sector year to date.
Consumer Staples -16.2 -20.5
Consumer Discretionary -16.8 -19.1
Communication Services -18.5 -16.3
Real Estate -22.5 -24.1
Source: Bloomberg, data as of end-July 2021. For illustrative purpose only.
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Source: Bloomberg, HSBC Global Asset Management, data as of end-July 2021. Total return in local currency terms.

After the retreat from the peak achieved right before the As a result of the stock rally last year, China’s price to
Chinese New Year, onshore equities have managed to earnings ratios have now advanced to around 16 times for
stabilise around a level comparable to that at the end of both onshore and offshore equities, still significantly lower
2020, whereas offshore equities have remained almost flat than S&P 500’s 22 times.

in the past year due to the recent sell-off in July.
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