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Market weakness: Just another "Summer Blues"
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steve.wang@bocigroup.com / The 5|gn|f|cant market fall since May marks another sum-
mertime investor retrenchment after a strong YTD perfor-
mance, but fundamentals for most of Chinese credits have
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sharply move-up of Treasury yields has served as the trigger
for this year’s downturn, while profit-taking and supply
pressure have set up the basis for a correction.

n EHREBAGHIE BRI, 2FHG T E S L fE AR
TRFH, mEFARTHULHRELS, BRFLT B
FARK TiaAast £ TR BEAR DK S M. / Short-dated
Chinese corporate bonds have outperformed long-dated ones
in both IG and HY spaces, while offshore RMB bonds have
outperformed USD ones, reaffirming the relatively lower vo-
latility of offshore RMB bonds versus their USD peers.
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A EANWHAL., |/ We continue to recommend short-dated,
high yielding bonds, offshore RMB bonds in particular, for
total return investors, and liquid Chinese SOE dollar bonds
with much widened spreads for trading opportunities.
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FZAEBERTEH S BHEEME, / The dramatic slow-
down in new issuance due to the market turbulence is ex-
pected to be temporary, and borrowers will return in force
after the summer.
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The credit market's "summer blues" has re-
turned. Since early May, the market has gone
through some serious and speedy declines on
both spread and price bases, echoing now with
the popular "sell in May and go away" lyrics.
The month of May, or the summer time for an
extended stretch, has once again proved to be
a hurdle in a year for investors to overcome.

At index level, the widely traded CDX NA IG has
widened out by 15bps since the beginning of
May, iTraxx Europe Crossover by 70bps, and
iTraxx Asia ex-Japan by 35bps, respectively (see
Fig. 1). EM and HY bonds again suffered the
most, and Chinese corporate credits were no
exception. Despite of the significant declines,
however, this summer's trouble, in our view,
may have not done yet as measured against the
magnitude of market decline during the sum-
mer of 2012 or 2011.

Understand the summer decline

We view the current market correction is again
technically driven. If there is a trigger to point
to, the headlines of potential early tapering of
U.S. QE could be blamed. This market worry has
caused the recent fast rise in U.S. Treasury
yields. For instance, the 10-year yield has
jumped over 50bps since early May. The tur-
bulence has not just swept the USD bond mar-
ket but also impacted the offshore RMB bond
market, reflecting broad-based risk-off moves
in global financial market. For Chinese credits,
we have not observed significant changes of
their underlying fundamentals, and their re-
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cent weakness is therefore, in our opinion, a
technically driven sentiment shifts, which
would be temporary.

A few other factors may also contribute to the
recent sell-off. Valuations were near histori-
cally highs in terms of both spreads and yields
prior to the correction, while new issue supply
amount was riding high (see Fig. 2). Prof-
it-taking and supply indigestion were bound to
happen. A trigger is all that is needed for the
market to tip the balance and for investors to
cash in the large YTD gains. Plus, the summer-
time is always a weak liquidity period. The
mixed policy signals and uncertainties on
global growth strength may have also per-
suaded investors to stay cautious, adding up
the volatility in the market.

A quick review on the sell-off in the Chinese
credit space

First, the timeline of sell-off is interesting. It
started with IG bonds in the USD space after US
Treasury yields started to rise in early May.
Some investors were forced to cut losses from
their unhedged total return portfolios in
mid-May. The sellings then spread to HY space
and eventually to offshore RMB bonds. This
time sequence reflects that HY bonds were in-
deed less sensitive to rising Treasury yields,
while offshore RMB bonds were more resilient
than USD bonds.

We summarize some of the best and worst
performers from the 1G USD bonds, the HY USD
bonds and the offshore RMB bonds, respec-
tively (see Fig. 3, Fig. 4 and Fig. 5).

B3 5/ 8HURS ANNRARFTEAAARENY T
RERRFABEM (ATHRAEAH L, $45KE) [Fig. 3:
Performance of Chinese IG USD bonds since May 8: 5
best vs. 5 worst in spread term (in bps).
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2: China/HK USD and offshore RMB bond new issuance
(Sbn) vs. iTraxx Asia ex-Japan CDS index (in bps)

15 r 100
12 A r 120
9 4 r 140
6 4 |7 ‘ ' F 160
3 4 l - 180
0 - 200

112 3/12  s/12 7/12  9/12 11/12 1/13 3713  5/13
5 E AR, T #11% /CNH issuance

e £ T USDissuance

iTracodd B 50 fp B Fvdoh 0 12 b 40 458 (A dd. L)) /iTraxx Asia ex-lapan
SyIG CDS Index(RHS, reversed)

Bk F: HBi§. P4REFR/Sources: Bloomberg, BOCI
¥ KAE T AT SLEY 8 42 =R

B, mATHRONAFRAES. 5 A4, £8
kB R ERZ B, BEREAMGT 4 BIREIK.
5 A% 4], —&FREARDRGRTHH AL E,
B AT A ARG T BN RE. X EERS
HEE B, REER B AR TPAES, ZF
BBk b 3 0 A 6 AR g B K e B ik B R A R
Bk, B RAR TR IR,

EAVEE T ARG AR £ 09T HBA EAM.
Wi E AR FAR T (LA 3. B 4fE5)
B0 R, BRSO EAR TR ERGRA. £
BB, AH— VAo Rse T 1 FHE TR
R ARZ R0, Blhekik 2014 F 3| R EA 5%




4E (8) U

@ BOC INTERNATIONAL

In general, short-dated bonds outperformed
long-dated ones. In IG, only a handful of bonds
with tenors within 1 year, such as MTRC 14 and
HKMTGC 14, have managed to stay above wa-
ter. Long-dated bonds suffered the most. Some
of the highest-rated Chinese corporate credits,
such as China’s big-3 oil companies saw price
declines by 15-17pts for their 30-year bonds. In
spread terms, the worst performers include
Cosco 23, Noble Group 18&20 and Yanzhou Coal
22. All have widened out by over 70bps and are
in cyclical industries.

In the USD HY space, most names fell by
3-10pts in prices. An interesting aspect is that
some of the more liquid names got hit the
hardest, including Country Garden, Kaisa and
Longfor, which were among the 5 worst per-
formers with price declines by 8-12pts from
their respective high prints (see Fig. 4). It is
possible that the more liquid names got sold
first in the process of the overall market be-
coming less liquid, while fundamentals for
most of the credits were intact.

Offshore RMB bonds have fared better than
their USD peers. As shown in Fig. 5, the worst
performers in offshore RMB bonds fell less than
5pts in price terms. Offshore RMB bonds have
consistently demonstrated a lower volatility
over its still limited history. This owes to both
the overall short-duration nature of this mar-
ket (mostly 3-year or shorter) and the market
convention of trading in dollar prices instead of
spreads. The limited capacity to short bonds
and the dominant role of real money investors
in this market (Asian investors are the main
players) also contributed to the relatively low
volatility.

B 5 5HA8HUAKRS XAHANRARFREERARELY T
B EAR T4 THRAMHE ) /Fig. 5: Performance of
Chinese offshore RMB bonds since May 8: 5 best vs. 5
worst in price term.
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The FX factor may have also supported the RMB
bonds. USD bonds are affected by moves in
credit quality, liquidity and interest rates,
while RMB bonds are also affected by the FX
market. Although the future direction of RMB
exchange rate is debatable for some, the con-
tinued strength that RMB has exhibited this
year remains a consideration for others to in-
vest in this market.

Secondary trading recommendation

It's time to take a contrarian view again. Before
we recommend investors to buy on the cheap, a
quick assessment on where the bottom might
help our timing.

So far, the overall magnitude of sell-off in the
Chinese bond universe has far less severe than
that in the previous downturns (see Fig. 1 &
Fig. 6). Taking Agile bonds as an example, Agile
13s fell over 50pts during the 2008 financial
crisis and Agile 16s fell over 20pts in the fall of
2011 when European debt crisis dominated the
global headlines, but Agile 16s has only slipped
3pts during the recent correction. Although we
don’t see the current market environment is at
comparably worsened situation as to the pre-
vious downturns, we acknowledge the ongoing
weakness in the market and expect selling
pressures to last a little longer.

We expect this year’s “summer blues” to ex-
tend into early-to-mid July. This is based on
both our estimate that past market corrections
on average lasted for about 2 months and the
fact that semi-annual earning reporting will
kick off in July. Solid interim results from Chi-
nese companies, particularly Chinese property
developers as we anticipate, could serve as a
catalyst to lift investor sentiments.

Our investment themes continue to be short
duration, RMB exposure and high yield. We
continue to see rising duration risk going to-
wards the year-end, and we expect to see RMB
remain solid against other major currencies,
and high yield bonds still offer attractive re-
turn. On these themes, we like bonds of 5 years
or shorter in general and short dated
high-yielding RMB bonds are the top choices. In
the USD bond space, high-yielding and short
date Chinese property bonds are also good
choices. For total return investors, we avoid
long dated IG bonds, although liquid ones in
the Chinese SOE space may offer trading op-
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portunities at much widened spreads.

Impact on the new issue market

New issuance from Chinese companies in both
USD and offshore RMB bond markets has
slowed significantly during the first 2 weeks of
June with only 1 Chinese issuer tapping the USD
bond market for a total of $400mm. The com-
bination of a down market and a seasonal
slowdown during the summer makes many is-
suers to step away from the market for the
time being. Yet we expect this summer slow-
down to be temporary and seasonal, and the
new issue market will be back in force in Au-
gust and forward.

The financing cost has remained attractive for
Chinese issuers, despite of much elevated
spread and yield. For investment-grade issuers,
Treasury yields remained at relatively low le-
vels in absolute terms. For example, 5- and
10-year Treasury yields are about 50bps and
80bps higher than the lowest prints of 0.54%
and 1.38%, respectively, but still 135bps and
160bps lower than the high prints of 2.40% and
3.73% in 2011, respectively.

In the HY space, many of the secondary bonds
remain trading near or above par, which means
the initial bond buyers have not lost principles
and the bond issuers have not seen higher fi-
nancing costs from the previous issuance. So,
when the market stabilizes at a new balance of
spread and yield, borrowers will return. Fun-
damentally, Chinese companies, especially
Chinese property developers, are expected to
progress to better financial conditions over the
year and they would continue to see improving
positions to entice bond buyers.
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