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Asian fixed income: an
antidote to global slowdown?

Asian fixed income.

KEY TAKEAWAYS

With global economic prospects diverging, investors may look to defend their portfolios from
increased market volatility by gaining exposure to those economies set to drive growth in the
next few years. With solid fundamentals and attractive valuations, it may be time to look at

Jenny Zeng  In our view, gaining exposure to Asian fixed income through broad emerging market

CIO, Asia Fixed Income

indices looks increasingly limited and outdated.

« With Asia outgrowing other regions over the last decade, Asian credit has developed into a
high-quality universe featuring USD 1 trillion of bonds from over 500 issuers.?

amid the global slowdown.

As the global economy emerges from the
dual shocks of Covid-19 and the war in
Ukraine, we are seeing growth prospects
between “advanced” and “developing”
economies diverge. Growth figures for 2023
will be sluggish in the US (1.6%), the eurozone
(0.8%) and the UK (-0.3%), according to the
International Monetary Fund, compared to
5.2% for China and 5.9% for India.?

Jiyeon Eppler-Kim
Product Specialist

+ Asian investment grade bonds have shown greater resilience than US and global
counterparts during recent market downturns and could offer some stability to portfolios

* While Chinese property bonds will likely remain volatile, we see attractive investment
opportunities in other areas of the Asian high yield bond market on a selective basis.

With advanced economies facing growth
headwinds and sticky inflation, and with
market volatility picking up, now could be

the time for investors to consider Asian fixed
income. With solid fundamentals and attractive
valuations relative to other regions — including
emerging markets — we think a separate
allocation to Asian bonds could be an effective
antidote to broader market volatility and the
global slowdown.
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Asia is more than EM, and
more than just China

Historically, global investors have
tended to gain exposure to Asian
fixed income through emerging
markets (EM) indices. But as Asia has
outgrown other regions economically
over the last two decades, this
approach has looked increasingly
outdated.

Asia features a combination of
developed and emerging markets,
including Singapore, South Koreaq,
Hong Kong and Macau which boast
AAA and AA ratings, the highest two
notches on the credit rating scale.
The region’s strong growth has also
helped many so-called emerging
markets improve their sovereign
credit ratings, as Exhibit 1 shows. A
good example is Indonesia, whose
rating from Moody’s has risen

from B3 to Baa2 over the last two
decades.

Asia’s growth has been mirrored by
its bond markets, which in our view
have shaken off their EM label to
become an established standalone
asset class.

For example, the JP Morgan Asia
Credit Index (JACI) — a popular
index of USD-denominated Asian
sovereign, quasi-sovereign and
corporate bonds — has now reached
a USD 1 trillion market capitalisation
and features bonds from over 500
issuers. With an average rating of A-
from S&P and 85% of the index rated
investment grade, it is a high-quality
investment universe.?

As Exhibit 2 demonstrates, the size
and depth of the Asian market can
offer investors much broader and
more diversified exposure to Asian
issuers than popular EM bond indices
such as the JP Morgan Emerging
Market Broad Index (EMBIG) and
the JP Morgan Corporate Emerging

Exhibit 1: Asian sovereign ratings on the rise
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Source: Bloomberg, Moody'’s, AllianzGl, as at March 2023.

Exhibit 2: Asian fixed income is a standalone asset class

JP Morgan Asia
Credit Index (JACI)

Market cap: USD 1,011bn
Avg. rating: Baal/A-/BBB+
No. of issuers: 537

JP Morgan
Emerging Markets
Bond Index Global
(EMBIG) - Asia
Market cap: USD 246bn
Avg. rating:

Baa3/BBB-/BBB-
No. of issuers: 41

JP Morgan
Corporate Emerging
Markets Bond Index
(CEMBI) - Asia
Market cap: USD 611bn

Avg. rating: Baa2/BBB/BBB
No. of issuers: 374

Source: JP Morgan, AllianzGl, as at 31 March 2023.

Market Broad Index (CEMBI). It is
also worth noting that Asia is more
than just China, with non-Chinese
issuers accounting for 60% of the
JACI based on market value.*
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Why Asian fixed income?

In our view, Asian fixed income is
under-owned and under-appreciated
by global investors — partly because
as mentioned they have traditionally
relied on EM indices for Asian
exposure.

Yet as Exhibit 3 shows, Asian USD
credit (as represented by the JACI)
has historically demonstrated a
superior risk-adjusted return vs other
major developed and emerging
economy bond markets.

Asian investment grade (IG) bonds
in particular have shown greater
resilience than their US and global
counterparts, with lower drawdowns
during recent market crises (as shown
by Exhibit 4).

Asian IG corporates demonstrate
solid credit fundamentals, with low
leverage (an average net debt/
EBITDA? ratio of 1.8) and healthy
liquidity (an average cash/short
term debt ratio of 114%).¢ With the
major developed economies looking
unlikely to avoid recession, markets
could be volatile in the coming
months and the resilience of Asian
IG could offer some stability to
investors’ portfolios.

We also regard Asian banks as

well capitalised institutions with
strong liquidity. The Asian banking
sector’s average liquidity coverage
ratio (LCR) is 168%,2 for example,
compared to around 150% for the
largest European banks and around
120% for the largest US banks.? Asian
banks’ relatively low trading income
as a proportion of total revenue, and
relatively high proportion of deposits
to liabilities (as shown by Exhibit 5),
also compare favourably, and in our
view reflect their historically more
conservative model of deposit-taking
and lending when compared to many
Western banks.

Exhibit 3: Asian credit has historically offered superior risk-adjusted return

0.70 0.60 0.50 0.46 0.53 0.40
Asia EM EM UsIG US HY Euro
USD Credit Corp USD Sov Aggregate
(JACl)  (CEMBIDiv) (EMBIG Div)
ggt’m‘rﬂ‘“"’e 115.8% 120.6% 120.6% 127.8% 219.8% 73.2%
Return p.a. 4.6% 4.8% 4.8% 4.4% 6.3% 29%
Volatility 6.6% 8.0% 9.3% 59% 89% 3.8%
Sharpe Ratio 0.70 0.60 0.50 0.46 0.53 0.40

Source: Bloomberg, JP Morgan, AllianzGl as at 31 March 2023. Return figures are shown in USD.
Calculation based on monthly data from 2006-2022.

Exhibit 4: Asian IG has shown lower drawdowns during crises

Global financial 2018 Fed rate COVID-19 2022 inflation
crisis hikes crisis spike
W Asian IG W USIG Global Agg Credit

Source: Bloomberg, AllianzGl, as of 31 March 2023. Asian IG is based on the JPM Asia Credit -
Investment Grade Index, US IG is based on the Bloomberg US Corporate Total Return and Glbl
Agg Credit is based on the Bloomberg Global Aggregate Credit Total Return. GFC/Lehman Crisis
(16/09/2008-09/03/2009), 2018 Fed Rate Hikes (02/01/2018 — 08/11/2018), Covid-19 Pandemic
(19/02/2020 - 23/03/2020), 2022 Global Monetary Tightening (03/01/2022 - 30/12/2022).
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Is Asian high yield still
investable?

In addition to its large investment
grade offering, Asian fixed income is
also home to high yield (HY) bonds,
with USD 156 billion of the USD

1 trillion JACI index mentioned above
being rated HY.¥

However, the Asian HY market

has experienced two extremely
challenging years due to widespread
defaults among Chinese property
developers — many of whom were
HY bond issuers.

For years Ching, in our view, has
been overly reliant on real estate for
growth, with property and related
industries accounting for some
25-30% percent of its economic
output.!? Light regulation meant
property developers were able to
keep borrowing and expanding,
supported by seemingly ever-rising
property prices. That was until the
Chinese authorities clamped down on
the over-leveraged sector, sparking
a severe downturn in the Chinese
property sector. This heightened
volatility eventually spilled into the
broader market, and as such Asian
HY saw a sharp drawdown after
several years of strong returns which
had outpaced even regional equity
markets (see Exhibit 6).

Before this long overdue correction,
Chinese property bonds had
delivered double-digit annual returns
and virtually zero defaults — an
unsustainable situation that also
gave investors very little information
on potential restructuring outcomes
or recovery values.

Now the sector has experienced its
first “real” credit cycle we think the
market is pricing in default risk more
accurately, and with better visibility
on potential outcomes we also think
investors can analyse credits more

Exhibit 5: Asian banks show solid fundamentals
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Source: BofA Global Research, AllianzGl as at 31 March 2023.

Exhibit 6: Asian HY has outperformed regional equity markets since 2012
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Source: Bloomberg, AllianzGl as of 31 March 2023.

effectively. However, we anticipate
further defaults in the sector and
expect volatility will remain high.

When it comes to ex-China Asian HY

bonds, we have a more positive view.

2021 2022

Hang Seng Index

We expect corporate earnings to
be largely robust out of South-East
Asian corporates, for example, and
the default rate remains low in this
space.
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As Exhibit 7 shows, Asia is the
highest-yielding HY market
globally. Its 13.2% yield far outstrips
developed markets such as US and
European HY, but more notably it
offers a healthy premium over EM
HY - a premium that first emerged
alongside the problems in China’s
property sector.

Overall, given the lack of investor
conviction on global macro prospects
over the next six to nine months,

we think a defensive and selective
approach is appropriate in Asian HY
with a focus on diversification and
credit quality.

However, the long-term risk-reward
ratio of Asian HY looks compelling

to us, and with market valuations
looking cheap on a historical basis
we think the asset class may present
opportunities for spread compression
and attractive carry.

Exhibit 7: Yields in Asian HY look attractive
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Source: Bloomberg, AllianzGl as at 31 March 2023. Asia HY = JP Morgan Asia Credit Index (non-
IG), EM HY = Bloomberg EM USD Aggregate High Yield Index, US HY = Bloomberg US Corporate
High Yield Index, Euro HY = Bloomberg Pan-European High Yield (USD) Index.
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JP Morgan Asia Credit Index (JACI) as at 31 March 2023.

World Economic Outlook, April 2023: A Rocky Recovery (imf.org).

JP Morgan Asia Credit Index (JACI) as at 31 March 2023.

JP Morgan Asia Credit Index (JACI) as at 31 March 2023.

EBITDA - earnings before interest, taxes, depreciation, and amortisation — is a widely used measure of cash profit derived from a firm’s core
operations.

JP Morgan, AllianzGl as at 31 March 2023.

The Liquidity Coverage Ratio (LCR) is a measure of banks’ short-term liquidity which measures a bank’s unencumbered high quality liquid assets
relative to the net cash outflows it could encounter under a severe 30-day stress scenario.

8. Moody’s as at 31 March 2023.

9. Fitch Ratings as at 31 December 2022.

10. JP Morgan, AllianzGl as at 31 March 2023.

11. China’s looming property crisis threatens economic stability | PIIE.
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The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document.
The content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security,
strategy, investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it
or otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee
that any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability
to invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations
and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate,
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse
effect to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions
with respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are
generally expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions.
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