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Should China’s rising debt discourage investors from Asian high

yield bonds?

With more than USD 13 trillion worth of bonds in the
market having negative yields, investors have been
shifting towards debt in emerging markets. Amongst
emerging markets, China stands out for its high
economic growth as well as the attractive yield generated
in the credit market.

However, China’s high debt/GDP level (around 250%)
and Chinese banks’ rising Non-Performing Loan (“NPL”)
ratio have come under scrutiny not only as red flags for
the banking system, but also as a systemic risk to the
entire economy.

Income Partners Asset Management, an Asian fixed
income specialist, shares its view why the concerns are
inflated, analyses how the government has been taking
measures to mitigate risks, and highlights why investors
should not turn their back on the attractive opportunities
of the Asian HY credit market.

How do you evaluate China’s debt levels?

From the Chinese real estate asset bubble to the currency-
fixing rate adjustment and subsequent devaluation, China’s
economic issues have made headlines in recent years, and
investors around the world have been closely monitoring
China’s gradual but steady slowdown. The government
employed its array of monetary and fiscal stimulus to stabilize
the growth, and recent data suggests that the stimulus is taking
effect. Yet investors are now shifting their focus from
economic growth to the country’s high debt levels and rising
NPLs, which pose a potential structural issue especially as the
government continues to ease policy to support growth.
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* investing for their own account — according to MiFID definition

Rising debt and NPLs decrease the commercial banks’
earnings and their risk appetite in credit expansion.

Graph 2: China’s NPL ratio
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Official data indicates that although China’s NPL ratio has
stayed around 2%, outstanding NPLs and special mention
loans, which are loans that are at risk of becoming NPLs, is
increasing at an alarming rate. This appears to justify investors’
concerns. More bearish estimations have claimed that China’s
NPL ratio could rise to as high as 20%.

However, a deeper dive into the economic data reveals that the
situation is not as dire as many fear. Debt can be largely
classified into three categories: household, corporate, and
government debt. As we will elaborate further below, the
government has taken steps to alleviate the debt issue while
attempting to maintain healthy economic growth.

Moreover, China not only has the capability to navigate
through the slowdown and keep the economy afloat, it has also
proven to be able to resolve this issue in the recent past when
the NPL ratio soared over 20% in the 1990s. Through capital
injection and government-owned asset management
companies, the government was able to restructure all the
major commercial banks and create a foundation for the fast
economic growth we have witnessed between 2002 and 2011.

What can Chinese authorities do to avoid hard
landing?

In order to solve China’s debt problem, the government must
remove existing bad debts and prevent the growth of new bad
debts by bankrupting zombie companies and being more
disciplined in credit expansion. Currently, the vast majority of
China’s debt is issued by corporates.
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Graph 3: China’s debt composition
as % of GDP
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However, corporates have become less aggressive in debt
financing as growth in fixed asset investments, which includes
manufacturing and real estate (‘old’ economy), fell to their
lowest levels in 10 years.

Graph 4: Fixed Asset Investment Growth
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As a result, corporate loans are expected to decrease as a
proportion of total debt for the foreseeable future. In particular,
in sectors with overcapacity issues (such as steel, cement, coal,
mining, etc.), investment growth has slowed down to near zero
or negative levels.

In order to stimulate growth and stabilise the economy to make
up for the slowdown in private investment, the government has
slightly increased its infrastructure investment. While the
aggregate debt/GDP ratio is unlikely to decrease in the near
future, the composition of debt is expected to slowly shift and
“bad debt” in the private sector will get more under control.

In addition the government also has plenty of room to ease its
monetary policies. Despite multiple cuts over the past five
years, China’s Reserve Requirement Ratio (RRR) remains at
17%, one of the highest rates in the world. Compared to the
Eurozone and the US, where monetary easing have become
increasingly ineffective, China has yet to enforce its stash of
policies to their full effect.

Graph 5: China’s RRR (%)

25
20
15

10

0
2000 2003 2006 2009 2012 2015

Source: Bloomberg, September 2016

The government’s plan to reduce capacity in the steel, cement
and coal mining industries, as well as to expand the economy’s
credit through infrastructure investments are steps in the right
direction. This, combined with the government’s ability to
deploy fiscal and monetary stimulus, could amortise China’s
debt over time and return it to a more sustainable level without
undergoing a hard landing.

How will the currency be affected amidst this
transition?

Much like the economy, RMB has undergone significant
changes in the past few years. One of the recent changes is that
the mechanism of determining the RMB exchange rate (as
controlled by the daily USDCNY fixing rate), it is now linked
to a trade weighted currency basket, and the PBOC publishes
its value in RMB on a weekly basis.

As a result, the RMB shifted its pegging from USD to a more
diversified basket of global currencies currency, hence
reducing its dependency on USD appreciations/depreciations.
We believe that this should help China to maintain a relatively
stable RMB over time.

What opportunities does the transition to the ‘new’
economy offer investors?

Although we believe there is ground for optimism for China’s
economy, growing pains are inevitable and investors must be
cognisant of the fact that the heavy debt burden will hamper
the country’s real growth rate for the foreseeable future.

However, we believe that the slowdown will happen in a more
controlled setting, which is positive for rates and high quality
credits. The debt and NPL issues will mainly affect the
aforementioned sectors plagued with overcapacity issues, and
investors should be very cautious and selective when investing
in them. A deep knowledge of the local credit market is
essential.

It is also worth noticing that China’s consumption remains
resilient as the Chinese economy transitions from a
manufacturing and investment based economy to a more
consumer-driven one (the “new economy”).
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Graph 6: Consumer and Producer Price Index
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The bearish sentiment clouding China for the past two years
has depressed the valuation both for Chinese credits and for the
entire region issuers, creating opportunities to select
undervalued credits in sectors such as consumer goods,
healthcare, and IT.

How can investors benefit from it?

Raymond Gui, Senior Portfolio Manager at Income Partners
and responsible for the Nordea 1 - Renminbi High Yield Bond
Fund (launched in May 2015) believe that this fund offers
investors an opportunity to gain exposure to attractive Chinese
and Asian credits.

Currently, the fund has an exposure of about 60% to China,
which is the region’s most important market, while the
remaining 40% is invested across a dozen of other Asian
nations (such as India, Indonesia, Philippines, etc.). The reason
for investing across Asia is so that investors can benefit from
exposure to a more diverse economic growth and, therefore,
reduce dependency from the development of single market.

The fund’s investment universe currently consists of the
offshore RMB high yield bond market (with a market cap of
around USD 15 billion) and the Asian USD high yield bond
market (market cap of around USD 200 billion). As a
consequence, the fund invests about 10% in offshore RMB
high yield bonds and the rest is invested in Asian USD high
yield bonds, which are then hedged into RMB. This is done to
gain a positive carry and to offer international investors the
possibility to tap into its attractive long-term FX opportunity
following the so called RMB internationalization.

Sector-wise, the fund has been underweighting areas that are
related to China’s investment growth (e.g. real estate, building
materials, industrial), and overweighting sectors that could
benefit from China’s economic transition (e.g. consumer,
retail, automobile, technology). In addition, the fund has also
allocated to defensive sectors such as telecom, utilities, and
transportation.

In the current investment environment, the fund has been very
selective on credits. With an average credit rating of BB+ (by
Moody’s/S&P/Fitch rating standards), the fund has a high
allocation to high quality credits and undervalued credits that

are expected to be stable in the current environment, albeit
maintaining a good upside potential.

As of October 31, 2016 the fund’s retail share class (BP-CNH)
had returned +12.58% since its inception (9.25% YTD) with
around 3% volatility. It has duration of 2.8 years, and a yield
(in RMB) of 6.1%.

Graph 7: Fund’s performance (BP-CNH) since inception
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Source: Nordea Investment Funds SA. Period under consideration: 02.05.2015 - 31.10.2016. The

performance represented is historical; past performance is not a reliable indicator of future results
and investors may not recover the full amount invested.

Asian high yields vs. international high yield bonds

From an asset allocation perspective, the fund should provide
diversification benefits to investors whose existing fixed income
investments are denominated in USD and EUR. Historically, the
Asian high yield market has low correlation to US and Euro high
yield markets due to the differences in sector allocation
(particularly in the energy sector), as well as the economic
growth of the emerging markets in Asia relative to the growth in
the US and Europe.

Graph 8: Asian high yield market 1-year rolling correlation
vs. other high yield markets
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Hence, the Asian high yield market was able to hold firm while
US and Euro high yield markets suffered in 2015 due to the
selloff in commodities. This was again the case during the days
immediately after the Brexit vote when the European and the US
high yield spreads were noticeably volatile. Asian high yield
remained positive and stable, providing a viable investment
alternative amidst the global political and economic uncertainty.
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Table 1: High yield market performance
AR 0 To invest in the Nordea 1 - Renminbi High Yield Bond

AiﬁgD';Y Fund, Nordea offers:
2015 +5.2% -4.7% +1.5% .
e CNH share class, the base share class of the fund, is
2016 YTD +11.9% +15.7% +8.1%

suited for investors that have deposit accounts in CNH
and want to invest directly in local currency

Source: J.P. Morgan, Merrill Lynch. October 2016. The performance represented is historical; past
performance is not a reliable indicator of future results and investors may not recover the full

amount invested

e EUR or USD share classes are available for investors

The fund offers investors an ideal vehicle to benefit from the that look to take advantage of the long-term
growing importance of China and the RMB currency, low internationalisation process of the RMB, betting on the
correlation to traditional asset classes and more importantly, appreciation effects of a more globally used RMB

more stable high yield bond performance compared to other
high yield markets.

Source (unless otherwise stated): Nordea Investment Funds S.A. Period under consideration (unless otherwise stated): 05.05.2015 to 31.10.2016. Performance calculated NAV to NAV (net of fees and
Luxembourg taxes) gross income and dividends reinvested, in the base currency of the respective sub-fund, excluding initial and exit charges as per 31.10.2016. Initial and exit charges could affect the
value of the performance. The performance represented is historical; past performance is not a reliable indicator of future results and investors may not recover the full amount invested. The
value of shares can greatly fluctuate as a result of the sub-fund’s investment policy and cannot be ensured.

The sub-funds mentioned are part of Nordea 1, SICAV, an open-ended Luxembourg-based investment company (Société d'Investissement a Capital Variable), validly formed and existing in accordance
with the laws of Luxembourg and with European Council Directive 2009/65/EC of 13 July 2009. This document is advertising material and does not disclose all relevant information concerning the
presented sub-funds. Any investment decision in the sub-funds should be made on the basis of the current prospectus and the Key Investor Information Document, which are available, along with the
current annual and semi-annual reports, electronically in English and in the local language of the market where the mentioned SICAV is authorised for distribution, without charge upon request from
Nordea Investment Funds S.A., 562, rue de Neudorf, P.O. Box 782, L-2017 Luxembourg, from the local representatives or information agents, or from our distributors. Investments in derivative and
foreign exchange transactions may be subject to significant fluctuations which may affect the value of an investment. Investments in Emerging Markets involve a higher element of risk. The value of
shares can greatly fluctuate as a result of the sub-fund’s investment policy and cannot be ensured. For further details of investment risks associated with these sub-funds, please refer to
the relevant Key Investor Information Document, available as described above. Nordea Investment Funds S.A. only publishes product-related information and does not make any investment
recommendations. Published by Nordea Investment Funds S.A., 562, rue de Neudorf, P.O. Box 782, L-2017 Luxembourg, which is authorized by the Commission de Surveillance du Secteur Financier in
Luxembourg. Further information can be obtained from your financial advisor. He/she can advise you independently of Nordea Investment Funds S.A. Additional information for investors in
Switzerland: The Swiss Representative and Paying Agent is Nordea Bank S.A. Luxemburg, Zweigniederlassung Zirich, Mainaustrasse 21-23, CH-8008 Zurich. Telephone (+41) 44 421 42 42, Fax (+41)
44 421 42 82. Additional information for investors in Germany: The Information Agent in Germany is Société Générale S.A. Frankfurt Branch, Neue Mainzer StraRe 46-50, D-60311 Frankfurt am
Main. A hard copy of the above-mentioned fund documentation is also available from here. Additional information for investors in Austria: Sub-paying Agent and Representative in Austria is Erste
Bank der Osterreichischen Sparkassen AG, Am Belvedere 1, A-1100 Vienna. Additional information for investors in the Netherlands: Nordea 1, SICAV is a Luxembourg Undertaking for Collective
Investment in Transferable Securities (UCITS) registered in the Netherlands in the register kept by the AFM, and as such is allowed to offer its shares in the Netherlands. The AFM register can be
consulted via www.afm.nl/register. Additional information for investors in France: With the authorisation of the AMF the shares of the sub-funds of Nordea 1, SICAV may be distributed in France.
Centralising Correspondent in France is CACEIS Bank, located at 1-3, place Valhubert, 75013 Paris. Investors are advised to conduct thorough research before making any investment decision.
Additional information for investors in Belgium: The Representative Agent in Belgium is BNP Paribas Securities Services S.C.A., Brussels branch, 25 Rue de Loxum, Brussels, B-1000-Belgium. A
hard copy of the above-mentioned fund documentation is available upon demand free of charge.-Additional information for investors in Spain: Nordea 1, SICAV is duly registered in the CNMV official
registry of foreign collective investment institutions (entry no. 340) as authorised to be marketed to the public in Spain. The Depositary of the SICAV’s assets is, J.P. Morgan Bank Luxembourg S.A.. In
Spain, any investment must be made through the authorised distributors and on the basis of the information contained in the mandatory documentation that must be received from the SICAV’s authorised
distributor prior to any subscription. A complete list of the authorised distributors is available in the CNMV’'s webpage (www.cnmv.es). Additional information for investors in Portugal: The
Management Company of the SICAV, Nordea Investment Funds, S.A., and the Depositary of the SICAV's assets, J.P. Morgan Bank Luxembourg S.A., are validly formed and existing in accordance with
the laws of Luxembourg and authorized by the Commission de Surveillance du Secteur Financier in Luxembourg. Our distributor in Portugal is BEST - Banco Electrénico de Servico Total, S.A., duly
incorporated under the laws of Portugal and registered with the CMVM as a financial intermediary. Additional information for investors in Italy: Fund documentation as listed above is also available in
Italy from the distributors and on the website www.nordea.it. The updated list of distribution agents in Italy, grouped by homogenous category, is available from the distributors themselves, at State Street
Bank S.p.A. branches (located in the main towns of each region), BNP Paribas Securities Services, Banca Sella Holding S.p.A, Banca Monte dei Paschi di Siena, Allfunds Bank S.A. Sucursal de Milan,
Société Générale Securities Services Sp.A. and on the website www.nordea.it. Any requests for additional information should be sent to the distributors. Before investing, please read the prospectus
carefully. We recommend that you read the most recent annual financial statement in order to be better informed about the fund's investment policy. The prospectus and KIID for the sub-funds have
been published with Consob. Additional information for investors in the United Kingdom: Approved by Nordea Bank AB, 5 Aldermanbury Square, London EC2V 7AZ, which is regulated by the
FCA in the United Kingdom. Additional information for investors in Sweden: The Paying Agent is Nordea Bank AB (publ), Smélandsgatan 17, Stockholm SE-105 71. The Representative Agent is
Nordea Funds Ltd, Swedish Branch, Master Samuelsgatan 20, Stockholm, SE-105 71. Additional information for investors in Denmark: The Information and Paying Agent is Nordea Bank Danmark
A/S, Strandgade 3, Christiansbro, DK-1401 Copenhagen K. A hard copy of the above-mentioned fund documentation is available here. Additional information for investors in Norway: The Paying
Agent is Nordea Bank Norge ASA, Essendrops gate 7, Postboks 1166 Sentrum, NO-0107 Oslo. The Representative Agent is Nordea Fonds Ltd., Norwegian Branch, Essendrops gate 7, Postboks 1166
Sentrum, NO-0107 Oslo. Additional information for investors in Finland: The Paying Agent is Nordea Bank Finland Plc, Satamaradankatu 5, FI-00020 NORDEA, Helsinki. The Representative Agent is
Nordea Funds Ltd, Centralgatan/ Keskuskatu 3a, FI-00020 NORDEA, Helsinki. Additional information for investors in Latvia: The Representative and Paying Agent is Nordea Bank AB Latvijas
branch, K. Valdemara St. 62, Riga, LV-1013. Additional information for investors in Estonia: The Representative and Paying Agent in Estonia is Nordea Bank AB Estonia Branch, Liivalaia 45 10145
Tallinn. Additional information for investors in Lithuania: The Representative and Paying Agent in Lithuania is Nordea Bank AB, Lithuania Branch, Didzioji str. 18/2, LT-01128 Vilnius. Shareholders
must evaluate possible investment risks and take this into consideration when making investment decisions. Information for investors in Brazil: Nordea 1, SICAV have not been, and will not be,
registered with the CVM and may not be offered or sold in Brazil except in circumstances which do not constitute a public offering or distribution under Brazilian laws and regulations. Investors within
Brazil should consult with their own counsel as to the applicability of these laws and regulations or any exemption there from. This material aims to provide information only and does not constitute and
should not be construed as an offer to buy or sell or solicitation of an offer to buy or sell any security or financial instrument. Source (unless otherwise stated): Nordea Investment Funds S.A.

This document may not be reproduced or circulated without prior permission and must not be passed to private investors. This document contains information only intended for professional investors and
independent financial advisers and is not intended for general publication. Reference to companies or other investments mentioned within this document should not be construed as a recommendation to
the investor to buy or sell the same, but is included for the purpose of illustration.
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