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Key takeaways

A For 2022, we remain constructive on the outlook for Asia credit, although the Asia high yield bond market is likely
to continue to experience significant two way volatility in the very near future

A While the funding environment for the China property sector has remained challenging in 2022, reports that
Chinese developers will be given permission to access cash from presold properties tied up in escrow accounts is a
potentially major step toward easing the industry’s liquidity crunch. Although this has driven a bounce in the
market, details are so far unconfirmed and we still look for further policy initiatives to consolidate these gains

A Given this expectations of policy easing and a low base effect, we expect the China property sector to see a
recovery, with a stronger comeback expected in quality names and/or in companies that can revert back to normal
operations sooner. We continue to prefer better quality property bonds with attractive valuations

A In the course of this year, China’s policy actions are likely to shape the outcome of key segments within China
credit, particularly given the events that have unfolded in the property sector. With China'’s policy direction taking a
different turn than the US and other parts of the world, investment in RMB bonds can potentially alleviate the
expected volatility in US Treasury yields and can serve as a diversifier in a global bond portfolio

A The market volatility in Asia high yield has pushed valuations to the extreme, primarily due to the sell off in China
high yield property bonds. The default rate implied by the current valuations is much higher than what is reflected
by fundamentals, suggesting that there are mispricing opportunities in the market. Asia high yield valuations are
also attractive on a relative basis, with the yield differential between Asia high yield and US high yield at 3.8%

Source: Bloomberg, HSBC Asset Management, January 2022.
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Welcoming the Year of the Tiger following a
challenging 2021

There is no question that the Asia high yield bond market had a rough
2021. Led primarily by losses in the China property sector, the Asia high
yield market fell 11.0% during the year. Last year, we saw a number of
large and small property developers encounter funding challenges and
default scenarios. The good news is that the sell off in China property did
not set off a contagion into other sectors of the Asia high yield market. At
the same time, the Asia investment grade credit market remained resilient,
ending the year flat and outperforming global investment grade bonds
which fell by 4.7% in US dollar terms. In 2021, returns in US stocks and
commodities were particularly strong, while fixed income and emerging
market assets lagged.

For 2022, we remain constructive on the outlook for Asia credit. We expect
volatility in the Asia high yield bond market will continue, but accompanied
by a recovery continuing into the second half, as marginal policy easing in
China should help improve liquidity conditions particularly for the property
sector. High yield sectors outside of China, including in India and Indonesia,
remain supported.

China’s growth headwinds should lessen in 2022 as energy shortages are
addressed and as policy is eased. We remain constructive on India and
ASEAN; India’s vaccination programme has been significantly ramped up
which can help unleash pent-up services demand, while there is evidence
of a pickup in residential real estate activity.

Fig. 1: 2021 performance
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Source: Bloomberg; JP Morgan, BAML as of 31 December 2021.

US IG Corp — ICE BofA US Corporate Index; US HY Corp — ICE BofA US High Yield Index; Asia IG Corp — JP Morgan
Asia Credit Corporate Index Investment Grade; Asia HY Corp — JP Morgan Asia Credit Corporate Index
Noninvestment Grade; EM |G Corp — JP Morgan Corporate Emerging Markets Bond Broad Diversified Index High
Grade; EM HY Corporate — JP Morgan Corporate Emerging Markets Bond Broad Diversified Index High Yield; Global
bonds - Bloomberg Barclays Global Aggregate Index TRI Unhedged USD
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Outlook on China property

China's property sector was the dominant source of volatility in Asia’s high yield credit market in 2021. The volatility
stemmed from China’s tightening policy stance as it attempted to manage financial risk and deleverage. The
government'’s tight regulatory grip on the property sector consisted of measures such as the “three red lines”, caps on
sector related loans for banks, land sales restriction for local governments, stricter purchase restrictions and lower LTV
ratios. 2021 thus saw some China property developers face difficulties in meeting their liabilities and miss payments
on principal and interest.

The funding environment for the sector has remained challenging in 2022 and the bond issuance market has
essentially remained shut to most developers, with the exception of state-owned enterprises and high quality privately
owned enterprises. However, since November 2021, we have seen changes in China’s policy tone — the approval time
for mortgages has been sped up and authorities have been urging banks to maintain stable credit to developers. As a
result, there has been a rebound in new residential mortgages since the fourth quarter of 2021. In addition, a few big
property names have been able to issue in the onshore and offshore bond markets, signalling that the issuance market
will gradually open up to high yield property names. If confirmed, the latest news that escrow accounts containing
down payments on new properties can potentially be used by developers to repay debts, is exactly the type of policy
we are looking for to stabilize the market and form a base for a robust recovery. Policy will not completely reverse, but
focus has shifted from deleveraging to stabilising the sector. However, we expect continued weakness in already
distressed names for whom policy support is probably too late.

Given the expectations of policy easing and the low base effect, we expect the sector to see a recovery continuing into
the second half of the year, with a stronger comeback expected in quality names and/or in companies that can revert
back to normal operations sooner. From a property demand standpoint, China’s trend of increasing urbanisation
continues to provide support for the sector.

The property sector is a key pillar in China’s economy, with real estate making up around 20-25% of China’s total
Fixed Asset Investment (FAI) and contributing to 14-15% of the nation’s GDP in value-added terms. Real estate
continues to be a strategically important sector to support common prosperity and social stability.

Downside risks to the sector consist of default concerns for weaker China high yield property names, particularly if
easing measures take more time to kick in. The sector also faces refinancing risks, which could heighten if the funding
environment does not improve in the first half of the year; China high yield property developers are expecting a total of
USD 57 billion in bond maturities in 2022, with 60% of these coming from the offshore market.

In our HSBC Asia High Yield Bond Strategy, we hold a portfolio of quality China developers that have better access to
funding in both onshore and offshore markets. We like select names within the sector, preferring developers with
stronger sales execution and ability to acquire land and buy assets from other companies. In addition to favouring
developers with growth prospects, we also focus on the companies’ ability to pay off their debt; thus we hold names
that give us good yield carry opportunities. With significant divergence persisting in the sector, we remain selective in
our China property exposure. We expect companies with solid balance sheets and less lumpy maturity profiles to
outperform in this environment.

Fig. 2: China high yield developers: offshore bond maturities
China high yield property developers’ bond maturities by month (USD billion)
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Source: JPMorgan, January 2022.
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Policy impact

As shown in the December 2021 US Fed meeting minutes, policymakers accelerated the pace of winding down Fed
asset purchases amidst elevated inflation and a recovering labour market. This would allow for flexibility to increase
policy rates sooner than previously expected. With risks to US Treasury vyields tilted to the upside and amidst Fed policy
normalisation, duration management and curve positioning will become more important in our Asia credit portfolios.

In China, there are expectations of more dovish central bank action to support economic growth, following December’s
broad based RRR cut of 50bp and the recent cut in medium-term loan rates. Economic and social stability will be
important ahead of the 20t Party Congress in late 2022. In the course of this year, China's policy actions are likely to
shape the outcome of key segments within China credit, particularly given the events that have unfolded in the China
property sector. Additionally, with China’s policy direction taking a different turn than the US and other parts of the
world, investment in RMB bonds can potentially alleviate the expected volatility in US Treasury yields and can serve as a
diversifier in a global bond portfolio.

Inflation in Asia is generally subdued relative to other regions, while the pressure to hike rates in Asian economies is
lower than in the US, putting Asian central banks in a better place to support economic recovery.

Overall, Asia credit, given its attractive spread levels, stands to benefit from the still low yielding global environment.

The market volatility in Asia high yield has pushed valuations to the
extreme, primarily due to 2021's sell off in China high yield property
bonds. The default rate implied by the current valuations is also
much higher than what is reflected by
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