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Investors’ top 10 questions for 2013 on offshore

RMB market, Chinese property market and Chi-
na/HK USD bond market

BEARK T T / offshore RMB market:
1. PEUHASTHETES RART T 9 F @6 R FA & A

#? / What are the messages from Chinese new leadership in
regard to the offshore RMB market?

2. BRARTTHHLEEENIZIRFG) HAMFL? / What are
the main drivers to power the continuing expansion of the
offshore RMB market?

3. RAVFASFAR T RN REZE R4 L? / How do we expect
RMB to perform this year?

4. 2013 FBEAR P AFRIET G HERTOERLRLMM? /
What do the refinancing needs look like in 2013 for the off-
shore RMB bond and CD markets?

5. BASARTRTHHRAARET L0 8TRARE? /
Which market offers funding cost advantages: onshore RMB
bonds vs. offshore RMB bonds?

6. B ZHNWEAMATAGERIF B AART MO LTE
7 ? / Would the currently strong USD bond issuance crowd
out offshore RMB bonds?

7. MiBHE RS ERAARTTHAILFHA? / What are the
implications of Qianhai development zone for the offshore
RMB market?

8. LEBAART T LA EFEAMH 2% m? /| What are
the implications for Hong Kong as other offshore RMB cen-
ters are developing?

9. K K AT B F AR T A 89 L AT 45 M A 7 58 B AR X 89 e
#4247 ? / What are the structural concerns for some of the
Chinese dim sum bonds and their added risk premium?

10. ERM_ R FTFH A M4 FT? / How is the secondary
market liquidity of dim sum bonds?

t E &3 * T3 / Chinese property market:

1. 2013 F 5Tt L% EZMF L2 / What are the key
themes of the property market in 20137
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2. RMAHASAFLAFHHE %R L? /| Do we expect any
new tightening policies this year?

3. PEWM AN T T H LB LERIEYRIEL? / Will the Chinese

housing market continue its recent rebound?

4, FREBEHERETAH41T? / What is the trend of develop-

ers' fundamentals?

5. FEABAFHHRARAILELEMA? / Would developers' ca-
pex accelerate this year?

6. FABE 2013 Fe9gRERIH A, ENHKRLEZTHE? /
What is developers’ growth strategy in 2013: price or vo-
lume?

7. FEARAASFRHRARTERLLFT? / What are developers' re-
financing needs for the year?

8. RAIAE 2013 4 T i A 3| X — ik 5 3 = 148 K 1@ 0 & 49 1
#? / Could we possibly see another distressed situation of
property bonds in 20137

9. AR EMWFTHRLE ELEBEL—/43 .57 [ Is HK property

market approaching a reflecting point?

10. RMNEFH T B/ F B W Z 45K L ? / What are our top
picks of China/HK property bonds?

v E /A% L£TH T / China/HK USD bond market:
1.2012 F¥ TP LmERNEF A PEL? / What are the

trading themes and risk concerns in 20137

2. EUIRAe T Y 2012 49 E¥K? / Would bonds extend
their 2012 rally?

3. BERH 9 FE K4 fT? / What do the refinancing needs look
like?

4. FEATHRE G % 43 K ? / Will new issuance continue to
grow?

5. PRI F R RAER T A ARAT AR ? AR Z 0k & T 4R AR
el R 69U ? / Where to find attractive relative value in
HG and risk-rewarding yields in HY?

6. =T E & tregAst A 4e4T? / How do USD bonds
stand compared W|th dim sum bonds in relative value?

7. SR AGBESERTEHHRARARERTG ORI A ARL? /
What are the technical and fundamental concerns from a
surging HY supply?
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8. £EEMmey A% A% H 2013 FH A KRILL? / Would UST
moves hurt bond performance in 20137

9. Ay B /A BT T %Mt 4e1T? / What to expect on
China/HK CB market this year?

10. ¥4 EHRGKTRE LA 2013 FHATHOH LY /

Would a sustained rally of the stock market dampen the bond
market strength in 20137




4E (8) U

@ BOC INTERNATIONAL

Offshore RMB market

B & i & AF A

Fixed Income Research

FIART T3

1.What are the messages from Chinese new
leadership in regard to the offshore RMB
market?

The latest message from the Chinese govern-
ment is the elevated emphasis on the gradual
move towards RMB’s capital account converti-
bility. This is not only part of the natural
progress of RMB’s internationalization, but
also a key part of China’s continuing effort to
reform and liberalize interest and exchange
rates. We expect the pace of RMB internatio-
nalization to accelerate. Some of the likely new
moves include further widening out of the
floating band of RMB FX rate and further ex-
pansion of the QFIl and QDIlI schemes in both
sizes and qualification constituents. As one of
the possible outcomes, QDII2 could be rolled
out to allow Chinese individuals to invest in
overseas securities markets. The Qianhai spe-
cial development zone of Shenzhen is aimed to
create a new testing hub for freer cross-board
flows and more relaxed capital account con-
vertibility in RMB within China’s border.

2.What are the main drivers to power the
continuing expansion of the offshore RMB
market?

The rapid development of the offshore RMB
market in the past was largely attributed to the
strong policy support and promotion both from
mainland and HK. The strength and stability of
RMB under the policy guidance have played a
pivotal role to attract the first wave of RMB
flows offshore and to generate a rapid market
growth. Subsequently, a series of policy
breakthroughs on RMB cross-border trade set-
tlement, RMB FDI, RMB QFIll, offshore RMB
bond issuance, and cross-border bank loans
have further established the market founda-
tions and cross-border channels for the mar-
ket’s future development.

As the scope and depth of this market are fur-
ther developed, we expect market forces to
play increasingly more important roles in its
continuing expansion. After RMB went through
some material up-and-downs in 2012, the ex-
pectation on a straight line appreciation of
RMB has diminished significantly, or even re-
versed. In other words, the appreciation factor
will no more be the dominant driver of this
market. Market innovations and participation
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expansion, plus a continuing government sup-
port, will play more important roles. The dee-
pening of the market itself, such as further
diversified RMB product offerings, increased
trading volume, further enlarged investor base
and more efficient price discovery, would be
the required conditions to attract more par-
ticipants to the market.

3.How do we expect RMB to perform this
year?

We expect to see a moderate appreciation of
RMB in 2013, but with increased fluctuations.
In 2013, domestic drivers may play a more
important role than external factors for RMB’s
moves, as the 10% appreciation against the
dollar since mid 2010 should help to quiet
down some of the external pressures. The
reacceleration of China’s economic growth and
a possible rebound of inflation threat during
the second half of 2013, plus the continued
expansion of QE in the US, will keep RMB under
a fundamental pressure to rise against USD. In
addition, we expect policymakers to continue
the path of relaxing exchange rate control
through widening trade band further. The con-
tinued RMB liberalization would allow bigger
two-way fluctuations of the currency, which
would help to curb speculative hot-money that
tends to make directional bets on RMB. Over-
all, we anticipate RMB to gain around 2-3% in
2013, as compared to the 1% gain in 2012.

4. What do the refinancing needs look like in
2013 for the offshore RMB bond and CD mar-
kets?

We see a moderate refinancing need from the
maturing offshore RMB bonds in 2013. The to-
tal amount of maturing bonds is about RMB
41bn, as compared with the RMB 92bn in 2014
(see Fig. 1). However, in the CD front, a ma-
jority of RMB CDs are maturing in 2013.

We expect most of these maturing bonds would
be refinanced through issuing new offshore
RMB bonds. The rally of offshore RMB bonds
has reached a historical high in the New Year,
which should lure more issuers to return to this
market. In regarding to the maturing CDs, they
are expected to be rolled into new CDs.

5. Which market offers funding cost advan-
tages: onshore RMB bonds vs. offshore RMB
bonds?
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The offshore RMB bond market has again ri-
chened away from their onshore counterparts
since summer 2012. The yield gap between the
offshore and onshore markets widened out on
the back of a rallying offshore RMB bond mar-
ket. For example, as shown in Fig. 2, the off-
shore RMB government bond due in 2020 now
trade 45bps lower than their onshore coun-
terpart. The two bond yields were nearly con-
verged during 3Q2012.

In the corporate credit space, offshore RMB
bonds were mostly yielding 15-40bps lower
than their onshore counterparts among some
of the central and local SOE names (listed in
Fig. 3).

A 3: BAISAK T rIkEE/Fig.3: Yield com-

parison: offshore vs. onshore RMB bonds
BSME A KER  HAFH S
Offshore bond Yield Onshore bond Yield
BJASST 4.875 13 4,10 BJASST 3.85 14 4.28
CNHTC4.514 3.64 CNHTC3.8713 3.91
CNPCCH 2.95 14 2.74 CNPCCH 3.97 15 4.21
COFCO 1.8514 3.78 COFCO05.12 14 4.11
DATANG 4.5 15 3.83 DATANG5.318 5.20
SINOTR 3.3 14 3.91 SINOTR5.99 14 4.36

gk R F4RE % /Source: BOCI

6. Would the currently strong USD bond is-
suance crowd out offshore RMB bonds?

The surging USD bond issuance so far this year
has taken most of the spotlight in the new issue
market. Since the beginning of the year, there
have already been over 55 new USD bond issues
completed from the Asia ex-Japan space, for a
total volume of $23.6bn, or 20% of the entire
issuance of last year. In contrast, only
RMB12.6bn (or S$2bn-equivalent) of offshore
RMB bonds were priced during the same pe-
riod, or 10% of last year’s total.

Although some of the issuers may choose USD
bonds over dim sum bonds for their funding
needs, out of cost and liquidity considerations,
we believe such cases are of limited scope. For
issuers considering issuing dim sum bonds, the
rationales behind are for their own right. In
fact, the two issuing group are quite different
in terms of names and sectors. For some of the
non-China/HK issuers doing RMB bonds, the
funding channel diversification and establish-
ing access to a new market are important fac-
tors, while for some of the China issuers a se-
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cured fund repatriation approval from the gov-
ernment is important. For Chinese property de-
velopers, which have accounted for 61% of the
total YTD new issuance from China/HK, their
issuance has been mainly in USD, for that the
repatriation of USD funds are relatively easier
for them than RMB funds. In summary, we don’t
think the currently strong USD bond issuance
would crowd out the offshore RMB bond is-
suance, while RMB bond issuers are waiting for
their market windows.

We expect to see a moderate growth in dim sum
bond issuance in 2013 (excluding CDs). Our
forecast for 2013 is RMB 150bn, up 17% YoY. We
expect Chinese issuers continue to dominate the
market, despite their relative so far in the new
year. Only a few with unused quota from last
year’s approvals tapped the market in January.
They include HSBC China, Huaneng and Guang-
dong Nuclear Power. We expect more Chinese
corporates to receive quota grants this year. For
non-China/HK issuers, we expect they would
continue to enter the offshore RMB bond market
as the cost advantage of the market has resur-
faced. This was evidenced by the active issuance
from this group since the New Year.

7.What are the implications of Qianhai devel-
opment zone for the offshore RMB market?

Qianghai, set up as a special economic devel-
opment zone for the expansion of modern fi-
nancial and services industries in the HK and
Guangdong region, opens a new channel for the
cross-border flows of offshore RMB. The PBoC
rules issued In Dec. 2012 allow companies reg-
istered and operating in the Qianhai district to
raise RMB loans from HK banks. This marks the
opening of another major channel for offshore
RMB’s cross-border flows, adding to the chan-
nels through offshore RMB bonds and stocks.
This latest move on further relaxing capital ac-
count controls also marks as another important
milestone on RMB’s road towards full converti-
bility.

The Qianhai development has a number of po-
tentials. It strengthens the two-way RMB cross
boarder flows and creates additional dimension
for the market’s future growth. Since Qianhai is
expected to serve as a testing ground for a freer
RMB, it may also lead in other trials in opening
up capital controls, such as allowing direct in-
vestment in the HK capital market and opening
up domestic insurance market to offshore in-
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surers. All of these could create new market-
places for the offshore RMB and help Qianhai to
develop into a new financial hub. On January 15,
2013, 15 HK banks signed off the first batch of
offshore RMB loans to 15 companies registered
in Qianhai to finance a total of 26 projects.

8. What are the implications for Hong Kong as
other offshore RMB centers are developing?

Away from Hong Kong, we have seen strong in-
terests from other financial centers to become
new hubs for offshore RMB. London, Singapore
and Taiwan are in the contest. London’s initia-
tives over the past year included encouraging
private sector to conduct RMB business in Lon-
don. Taiwan also made significant push to de-
velop an offshore RMB market, such as now al-
lowing Taiwan financial institutions to invest in
Chinese securities, setting up a clearing bank for
direct settlement between RMB and NTD and
developing a RMB bond market. Singapore has
also been actively seeking a bigger role in the
offshore RMB market.

The expanded interests and activities sur-
rounding the offshore RMB beyond HK are con-
structive and supportive for the further devel-
opment of the market. Although HK will see in-
creasing competitions, competitions from other
developing RMB centers should help to further
expand and deepen the overall offshore RMB
market, whether it’s about the pool size, prod-
uct variety, market participants or transaction
liguidity. We expect HK to maintain its leader-
ship in this market for its unique standing with
Chinese policymakers, its strong economic ties
with China, its leading position among the global
financial centers and its proximity to the main-
land.

9. What are the structural concerns for some of
the Chinese dim sum bonds and their added risk
premium?

Many onshore Chinese companies commonly use
offshore entities and vehicles to issue offshore
RMB bonds. This is in contrast to the cases that
only those onshore Chinese banks and corpo-
rates that have secured governmental approvals
can do direct bond issuance in HK. Most of such
indirect issuance came with certain credit en-
hancements in one form or the other to facili-
tate the underwriting. They range from parent
guarantee, guarantee from a financial institute
to keepwell agreement (sometimes together
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with equity repurchasing agreement). Another
form of credit enhancement, letter of credit
(LOC), has been used by a number of USD issues,
but has seen no cases of application in the off-
shore RMB bond market yet.

The quality and strengthen of these credit en-
hancement packages are different. A guarantee
by onshore parents is probably as good as a di-
rect issuance from the guarantor, although the
cross-border nature of such guarantees may add
a small structural risk (probably adding up to
10bps in risk premium). On the other hand, the
keepwell structure is viewed as a much weaker
link, and it usually offers 50-100bps yield con-
cession vs. a direct issuance. Hai Chao Trading
was the only case that used the structure of a
financial institution guarantee (by Ex-
port-lmport Bank of China) for its dim sum
bonds, we estimated the bonds were priced at
about 20-30bps wider than comparable dim sum
bonds from Export-Import Bank of China.

10. How is the secondary market liquidity of
dim sum bonds?

The secondary market liquidity of dim sum
bonds has been respectable and improving. For
majority of the bonds, bid-ask spreads are in the
range of 0.25-0.5pts for IG names and 0.3-1pts
for HY ones. The spreads are similar to that of
USD bonds. In general, new issues tend to have
the best liquidity, with bid-ask spreads as good
as 0.1pts in the early days of secondary trading,
before becoming seasoned.

The overall short-dated nature of dim sum bonds
makes them seasoned quickly. As majority of the
bonds were issued with a 2-3 years tenor, many
investors tend to buy-and-hold on these bonds.
Therefore their secondary trading could easily
slip into illiquidity after some initial activities.
However, we do see an increasing number of
bonds, mainly those with which Hong Kong in-
vestors are more familiar, remain in more active
trading in the secondary market. Nevertheless,
as by a general rule, issue size, ratings quality
and valuation appeal all affect secondary li-
quidity as well.
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Chinese property market
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1. What are the key themes of the property
market in 2013?

We remain constructive for the Chinese property
market in 2013. An overall stability would be the
main theme in both the policy and market
fronts, while continued yet controlled market
recovery and growth would extend in 2013. The
market is expected to be balanced and checked
between a continued tight government policy on
investment and speculative demands and further
relaxed credit and market conditions for real
demands. On the other hand, the refocus of
economic growth, acceleration of urbanization
and strengthening of global financial markets
would serve as a positive backdrop for Chinese
developers to retake a growth strategy and to
restock land reserves. The industry is also ex-
pected to see further consolidation, standardi-
zation, and more mass-market products at the
cost of lowered gross margins.

2.Do we expect any new tightening policies this
year?

The probability of rolling out new major tigh-
tening policies by the government is very low.
The last major policy rollout was the “new 8
policies” in Jan. 2011. The property market has
indeed seen cooling effects and home prices
have largely stabilized. For example, govern-
ment data for 2012 found that majority of the 70
largest cities had recorded YoY housing price
decline since mid-2012. Although we did see
some strong price rebound recently in 1°" and
some 2"%-tier cities, the prices in 3" and 4'"- tier
cities has remained soft, mostly due to over-
supply. On all the latest date points, we expect
the government to continue to focus on the ef-
fective implication of existing policies and rules,
while fine tuning some of them to better target
regional specifics, particularly on the resurfaced
upward price pressure in some 1°'-tier markets.

The fine tunings could be again targeting on the
demand side and on capping price rises. Limita-
tions on selling prices of high-to-luxury end of
the market and on land auction prices could
again be strengthened. Purchases restrictions
and mortgage supply could also be further
tightened on second-home buyers.

3. Will the Chinese housing market continue its
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recent rebound?

Home prices have been on the rebound on a
MoM basis since the summer of last year. The
latest data from top 100 cities shows the aver-
age home price was up 1% MoM in January 2013,
making it the 8" consecutive MoM gain since
June 2012, according to the real estate website
soufun.com. The advance was again led by
1°'-tier cities and other economically developed
cities, while home prices declined in many 3"
and 4'"-tier cities at the same time.

The recent recovery in some major cities does
not signal the start of another bull market, in
our opinion. To some extend it’s an expected
result after a long market lull. The combination
of postponed real buying interests and improved
market sentiment after a period of stable policy
tone has simply triggered an unleashing of the
pent-up demand. Yet performance has been
uneven. The once severely impacted 1°* and 2"
-tier cities from the home purchase restriction
policy have led the rebound, while the unre-
stricted cities, including all the 3" and 4'"-tier
cities, which had boomed against the market
trend, now have lost ground.

In our view, the market is going through a re-
balancing process to correct some the initial
overshoots caused by government policy curbs,
As we expect no major relaxes in the policy front
and in mortgage credits, the recent home price
rise will run its course before finding a new
balance point, or otherwise new government
interventions could be unleashed to put another
check on the market.

4. What is the trend of developers' fundamen-
tals?

The credit fundamentals of Chinese developers
have been on the mend since last year. Major
Chinese developers have all made a dramatic
turnaround in regard to both operation envi-
ronment and financial condition, thanks to
slowed capex outlays, lowered land prices, in-
creased turnovers, strengthened liquidity and
reopened overseas capital markets during the
past couple of years. The reversed fortune of the
industry has also been confirmed by the ratings
agencies, as Moody’s, S&P and Fitch have all
changed their view on the industry from nega-
tive to stable.
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There are a number of specifics to support the
trend. Most of the major developers have ex-
ceeded their annual sales targets of 2012. Their
cash flow and liquidity position have improved
from the low point in early 2012 on improved
sales in 2H2012 and better onshore and offshore
credit environment (such as their active off-
shore fund raisings in recent months). Many
developers have again raised their 2013
pre-sales targets from their 2012 bases, despite
a continuing tight policy environment. By better
streamlined product mix and stabilized market
sentiment, we expect to see a moderate
pre-sales growth of the industry at the expense
of possibly lower profit margins. Considering no
major defaults had ever materialized during the
worst times of the market, we can take the
comfort to believe that their improved debt
maturity profile and lowered leverage have now
placed them in a more solid foundation.

5.Would developers' accelerate this

year?

capex

We expect developers to accelerate their capex
this year. There are a number of catalysts for
their change of mind in 2013. After strong home
sales but slower land purchases in 2012, many
developers need to replenish their land re-
serves. The cooled land prices make restocking
land reserves now more attractive. Their im-
proved cash positions and balance sheets also
allow them to be more aggressive in the capex
front.

The return of more optimism to the market
again gives developers to look for another
growth year in 2013. The record pace of new
land sales towards the end of 2012 was also in-
dicative of the pro-active attitude on land
supply from local governments. The leadership
succession by a team of more pro-growth and
pro-market bureaucrats will further improve the
financial market environment for the develop-
ers.

6. What is developers’ growth strategy in 2013:
price or volume?

We believe most of developers would continue
to favor a fast turnover and volume strategy in
the New Year, instead of returning to pursue
higher prices and high profit margins. The suc-
cessful turnaround in 2012 of the industry has
proved developers’ capacity in dealing with
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government policy curbs and market downturn.

In fact, many of the developers focusing on the
mass-market have achieved fast growth during
the turbulent time. Most of the industrial lead-
ers have all in some extend adopted the quick
turnover and volume sales strategy that boosted
their positions over the past couple of years.

As government policy curbs remain in place,
products targeting real demand will continue to
enjoy an up-hand in both bank credit supply and
land supply. Profit margin might be pressured,
but volume growth could make up for the profit
margin pressure.

7.What are developers' refinancing needs for
the year?

The refinancing needs from developers for their
overseas bonds are relatively low in 2013, ahead
of the first peak year of 2014. There are only 3
bonds due to mature this year, for a total of only
$730mm-equivalent. However, during the first
half of 2014, quite a number of bonds will come
due, for a total of $27.26bn (see Fig. 4).

We have witnessed a record bond issuance by
developers from late last year to the first month
of this year. The majority of these fund raising
activities is for capex growth, while the rest is to
refinance both onshore and offshore debts. As
entering into the second half, we expect bond
issuance will be more geared towards the refi-
nancing of debts that are maturing in the first
half of 2014.

The upcoming maturing bonds are mostly RMB
denominated. They were issued at the end of
2010 or early 2011 when RMB was on a high note
of expected future appreciation. As the market
expectation on RMB has significantly moderated
now, we expect some of the refinancing on these
maturing RMB bonds, particularly the synthetic
ones, may take the USD bond path, instead of
RMB bond.

8.Could we possibly see another distressed
situation of property bonds in 2013?

HY Chinese property bonds have been one of the
more volatile sectors in the bond market. The
deep sell-off during the 4Q of 2011 when bond
prices tumbled to anywhere from 60 to 85 at the
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lowest market point was still a vivid memory.
The distressed selling at the time was largely
attributed to worries on a China “hard-landing”
in general and on a possible collapse of China’s
real estate bubble in particular. This was also on
a disheartening global backdrop of a deepening
Euro debt crisis and a gloomy outlook of US
economy. As we all had found out later, the
scenario of a China “hard-landing” and a Chinese
property bubble burst has never been realized.

The high volatility of the sector also has its
technical root. Being the largest and dominant
issuing group in the Chinese HY bond market,
the associated supply pressure has always been
lurking around. The sizable corrections in this
market during late January this year is one of
the examples of supply triggered market re-
treats. However, as the fundamentals of the
industry have stabilized or even seen an upswing
in many cases, we don’t expect to see another
credit-stress triggered downfall in 2013.

Yet we don’t rule out some packets of weakness
among some smaller developers. Since the in-
dustry continues to consolidate, many smaller
developers are facing increased competitions
from the larger and more diversified developers.
According to data from CRIC, market share of
top 10 property developers rose 2%YoY to 12.5%
in 2012, as compared with only 0.3% increase in
2011 (see Fig. 5). The increased competitions for
financial and land resources from large players
could further squeeze the margin of errors for
the smaller ones.

9. Is HK property market approaching a re-
flecting point?

Hong Kong’s property prices continue to hit
records after surpassing their 1997 peak in
mid-2012. The Centa-City leading Index, which
tracks HK’s second-hand home prices, reached
118.38 on Jan. 28 (100 at July 1997, see Fig. 6).
The overheated market has already resulted in 3
rounds of HK government actions in the policy
front to cool the market, and further actions are
expected.

However, we don’t see HK property market is
under immediate threat of a major correction.
The market remains to be supported by a num-
ber of factors. Interest rates are expected to
remain near historical lows in the near future,
given the policy timeline drawn by the Federal
Reserve. HK continues to see strong liquidity
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inflows both from the China side and from other
regions. HK’s economy remains on a strong
footing, benefiting from the rebound of Chinese
economy. The growing status of HK in the global
financial market, particularly as the center of
offshore RMB, continues to attract talents and
financial institutions to the city.

HK’s property market has proven to be very re-
silient so far. Newly installed government cool-
ing measures have made limited dents to the
momentum. Continued government policy ac-
tions may help to slow down the market rise, but
until the liquidity situation and interest rate
outlook change courses, we expect HK property
market to remain buoyant in 2013.

10. What are our top picks of China/HK prop-
erty bonds?

In the investment-grade space, we favor short-
er-dated bonds. They include bonds from some
of the largest China/HK property developers,
such as Swire 16s, Kerry Properties 16s, Hen-
derson Land 17s, New World Development 17s
and China Overseas Land 17s,

In the high-yield spaces, we favor both the
highest yielding bonds from the top developers
and short-dated bonds from the smaller ones.
Among bonds from the top developers, our picks
include Evergrande 15s, Country Garden 17s,
Agile 16s, Guangzhou R&F 16s and Shimao 18s.
For the smaller developers, our choices include
Kaisa 15s, Central China 15s, Shui On 15s, Hop-
son 16s and KWG 16s.
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China/HK USD bond market
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1.What are the trading themes and risk con-
cerns in 2013?

After turning in one of the best years in 2012,
global credit markets may see uncertainties and
risk concerns to rise in 2013. The 2012 rally has
lowered both bond yields and credit spreads
dramatically, making further improvement in the
two fronts harder to achieve. We think technical
challenges would be more at the heart of the
issue than the fundamental ones, and investors
may have to embrace increased performance
uncertainties and market volatilities.

Supply may bring up some bigger issues. The
record new issuance in January has already
shown its potential damages, as nearly all of the
recent new issues traded down below reoffering
prices. We expect to see a continuing very active
new issue market over the course of the year,
and the supply pressure could keep a check on
the secondary market performance.

The increased moves in asset rotations may also
present headwinds for bonds. The strong rally in
equity markets has stirred up concerns that the
long-running bond bull may start to concede to
the equity bull, and some of the bond invest-
ments, especially in the HY space, are now being
rotated into equity investments.

Despite a more challenging market, investors
can still find abundant opportunities in the
China/HK USD bond market. This is because a
number of positive factors have remained in
place to support this market. On the valuation
front, China/HK USD bonds are still relatively
cheap to their global peers, HY in particular. On
the demand side, more global funds are allo-
cating larger investment shares to Asian mar-
kets. On the fundamental front, credit momen-
tum of China/HK corporates has been on an
upswing, thanks to the rebounding Chinese
economy and improving corporate financial
conditions. Overall, we are still convinced that
the China/HK HY bond market to remain one of
the best risk-award choices for 2013.

2. Would bonds extend their 2012 rally?

Given the
cro-economic

positive momentum of ma-
fundamentals globally and at
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home, both China/HK HG and HY bonds are ex-
pected to extend their gains to finish higher in
2013. Gains in the HG space are likely to be li-
mited, as spread narrowing could be oversha-
dowed by potentially higher Treasury vyields.
Spread wise, the iTraxx Asia ex-Japan 5-year CDS
Index traded around 100bps at the beginning of
the year, as comparing to the post-crisis low
print of about 90bps during the first half of
2010. This clearly shows the limited room for
spread to tighten further. Even at the long end
of the curve, for example, after a near-70bps
rally in 2012 the CNOOC 2033 bonds started the
year at around 120bps, which is about 55bps
away from the lowest print of 65bps in 2010,
making the 2012 performance hard to beat.

3.What do the refinancing needs look like?

The refinancing needs are higher in 2013 than in
2012. There are about $8.3bn of bonds maturing
in 2013, up from $2.3bn in 2012 or 3.6 times in
magnitude. There will also be a total of S5bn
bonds maturing during the 1H2014, and they
might seek refinancing windows during 2013.

Among the bonds maturing during 2013-1H2014,
many are HK blue-chip companies (Hutchison,
HK Mortgage Corp, PCCW, Airport Authority HK,
MTRC) and China SOEs (CNOOC, China Mer-
chants, Citic Resources). Refinancing needs from
the banking sector are low this year.

4. Will new issuance continue to grow?

We expect 2013 would register another record
year of USD bond issuance from China/HK issu-
ers. The total volume jumped by 120% to
$48.7bn in 2012, a record year. Although we
don’t expect to see a repeat in 2013 of the ex-
tremely strong growth of 2012, we are optimis-
tic to see still some significant growth in 2013.
On a conservative basis, we forecast a 30% in-
crease of total issuance in 2013, to about $65bn.

Growth would mainly come from SOEs (including
some local SOEs) in infrastructure, construction
and transportation sectors. Property developers
(including some domestic-listed developers
seeking overseas debt funding) and industrial
names in new/alternative energy and auto
manufacturing, Chinese oil/gas and other mining
firms will remain active in the market amid their
sustained high activities in global asset acquisi-
tions and project investments.
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5.Where to find attractive relative value in HG
and risk-rewarding yields in HY?

Although the dramatic rally in 2012 has made
the work of picking the winning sectors and
bonds harder, we can still find plenty of oppor-
tunities in the changed market. In general, we
prefer short-dated but lower-rated HY and HG.

On the HG front, we prefer triple-B rated SOEs,
especially local SOEs, HG property developers
and specific issues underwritten by letter of
credit from Chinese banks. By industrial sector,
we favor conglomerates, consumer staples, re-
tails and food/beverage producers for their
business stability and outlook. Sectors enjoying
government policy support, such as clean ener-
gy, high tech, infrastructures and social devel-
opment, are also potential picks.

On the HY front, we will remain constructive on
property bonds and also favor conglomerates,
and other industrial credits of local SOE back-
ground. On the other hand, distressed coal
mining and steel manufacturing names might
offer the biggest coming-back potential.

6.How do USD bonds stand compared with dim
sum bonds in relative value?

Although USD bonds and dim sum bonds might
fall into different investment mandates for many
investors, their relative value comparisons could
still highlight some investment opportunities.

In our view, HG dim sum bonds seem to offer
better value. For HG dim sum bonds maturing in
2-3 years, where the majority of dim sum bonds
can be found, their yields are in the range of
2.6-3.5%. In comparison, their counterparties in
the USD bond market have yields in the range of
1.3-2.2%. Since we expect RMB may continue to
appreciate in the future, the relatively higher
yields of dim sum bonds are appealing.

On the HY front, HY USD bonds in general offer
higher yields than HY dim sum bonds. There are
a number of reasons for this. First, the supply of
HY USD bonds is much higher than that of HY dim
sum bonds. Second, the high concentration of
property bonds, which offer the highest yield in
the HY space, has push up the average yield of
HY USD bond. Third, the market volatility of HY
USD bonds is higher than that of dim sum bonds,
which also calls for a higher risk premium to
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compensate this additional risk.

7.What are the technical and fundamental
concerns from a surging HY supply?

The surging supply in HY bonds since the new
year has already created some headwind to the
strong momentum of the market. The secondary
prices have been going through a
mini-correction, and investors have moved to be
more selective on names and more demanding in
terms of new issue structure, price and size.
Encouragingly, interests and demands have re-
mained strong on the right names at a right
price, thus continuing to underpin the con-
structive tone of the market.

The YTD new issuance in the HY space has been
largely from Chinese property developers, while
industrial issuance has been relatively small so
far. The surging issuance of property bonds
seemed to have resulted in a supply indigestion
that created the recent hiccup in the secondary
market. The positive side of the story is that
most of the developers have done a bond or two
during this round of opportunity dash, and we
expect supply from this sector to slow down
until the later part of the year when refinancing
needs from 2014 start to kick in. However, in-
dustrial HY issuance is expected to take a more
prominent role going forward and actions would
gear more towards the second half of the year.

HY issuance in the dim sum bond market will
remain active. As we expect RMB to stay strong
and upward this year and the investor base
continue to expand, we expect the demand for
HY dim sum bonds will continue to grow. The
continuing relaxing cross-border capital control
by the government should also encourage more
private enterprises and small-to-medium sized
companies to seek RMB funding opportunities
overseas.

8. Would UST moves hurt bond performance in
20137

One of the key risks to bond investors in 2013 is
the scenario of a fast rising Treasury yields. For
HG investors without proper hedge on the in-
terest rate risk, such a scenario could be a per-
formance breaker. This is particularly true for
long-dated, high quality paper for that their long
durations make them more vulnerable to rising
yields. For example, assuming a 50bps rise in
yield over the next 12 months, we estimated the
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total return of the CNOOC 3.875% 2022 bonds,
which currently yield at 3.4%, would be at
1.26%, about half of the current yield.

For HY investors, the potential damage from
rising treasury yields is expected to be more
moderate as the high cash flows from coupon
income would mitigate some of the impacts. For
example, again assuming a 50bps rise in yield
over the next 12 months, we estimated the total
return of the Shimao 6.625 2020 bonds, which
currently yield at 7.56%, would be at 6.1%,
about 4/5 of the current yield.

9.What to expect on China/HK CB market this
year?

2013 will make a difference for CB investors. In
the supply front, we expect to see a much im-
proved new issue volume in the year after a
fairly quiet market over the past couple of
years. The strong recovery of the stock markets
sets the tone for a revival of the CB market, al-
though we could see more actions in the second
half than in the first half. We expect new supply
would come from a wide range of industries, but
capital intensive and high growth industries will
lead the charge. They include property devel-
opment, oil/gas, clean energy, high tech, tele-
com and metals/mining.

In regard to expected return, CB investors
should benefit from both a solid credit market
and a resurging equity market. The potential
gain from embedded equity option, however,
could be the main performance driver, while
credit performance would become secondary.

10. Would a sustained rally of the stock market
dampen the bond market strength in 2013?

A strong stock market could be a double-edged
sword for the credit market. It’s a boosting
factor in the near-term, but can be a draining
factor in the longer-term.

In the near term, a strong stock market benefits
the fundamentals of the credit market. It boosts
the risk sentiment and strengthens corporate
balance sheet. It also has positive implications
to the general economy.

In the longer-term, a strong stock market could
be technically negative to the credit market. It
would entice credit investors to rotate bond
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investment into equity investments, particularly
in the HY market, and a sustained equity rally is
likely to be accompanied by a rising bond yields.

However, EM markets, particularly Asia market,
could prove to be different. As many global in-
vestors continue to raise their asset allocations
to EM markets to match the growing share of
their importance in the global economy, we
should expect a continued growth of fund flows
into these markets, and the China/HK credit
market should remain to be one of the benefi-
ciaries.
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