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The fixed income market has clearly experienced some extreme volatility
recently, with global fixed income assets suffering double-digit losses.
However, despite the headwinds, China bonds have remained resilient,

\ / outperforming over the year to date. Paula Chan, Senior Portfolio

Portfolio Manager
Asia Fixed Income

Senior Portfolio Manager
Asia Fixed Income

Manager, Asia Fixed Income, and Isaac Meng, Portfolio Manager, Asia

Fixed Income, explain why China bonds’ favourable fundamentals remain

intact and will likely continue to provide support going forward. They also highlight the potential policy pivots

ahead, which could prove beneficial for the asset class.

China bonds: a potentially
resilient risk diversifier

As we enter the final quarter of 2022, it may be useful
for investors to reflect on the China bond market and
review its performance so far this year. We also
highlight how we have been positioning our China
bond portfolio and some of the important market
themes that we are monitoring into the year end.

Without overstatement, the 2022 market can clearly
be characterised as one of extreme volatility. We
have seen the first major European conflict since
WWII, as well as double-digit inflation sweeping the
eurozone and other major economies. In response,
global central banks, led by the US Federal Reserve
(the Fed), which has so far tightened monetary policy
including raising interest rates by 300 basis points
this year, are scrambling to tighten monetary policy
to contain inflation risks. However, this has
compounded the market turmoil and heightened the
risks of a global recession. Unsurprisingly, the global
fixed income asset class has suffered
unprecedented double-digit losses under such
extremely disruptive conditions.

In China, macro pressure also intensified in the
second quarter, after Omicron-related lockdowns
disrupted its economic recovery. To cushion the
shocks, the People’s Bank of China (PBOC) cut rates
by 10 basis points in both the first and third quarters.
The property slump in China also deepened, despite
the introduction of property support measures

including mortgage easing and government
financing support for private developers. Meanwhile,
the Chinese yuan (CNY) further weakened by 6%
against the US dollar in the third quarter, breaking
past the key 7.00 level, until PBOC intervention
helped stabilise the CNY from shooting above the
7.25 level. Given the increasing monetary policy
divergence between the PBOC and the Fed, with the
former cutting rates while the latter hiking, this has
resulted in the CNY-USD interest rate differential
declining to around -250 basis points from over +200
basis points just a year ago. Subsequently, both the
Chinese equity and bond markets have seen
outflows.

China bonds win on resilience and liquidity
against macro headwinds

Over the last few weeks of September, investor
sentiment reached extremely bearish levels after the
violent moves in sterling and Gilts rates jolted global
interest rate and currency markets and left financial
stress signals flashing red. Despite the extreme
market volatility and macro headwinds, we believe
the Chinese bond market’s resilience and strong
liquidity have been outstanding. It outperformed both
EM/Asia peers and core US/EU government bonds.
Chinese onshore government bonds returned -7.2%
year to date to 30th September compared with -
19.9% for global aggregate bonds. On a FX hedged
basis, China bonds (Bloomberg China Treasury
Total Return Index Hedged (USD)) have generated
a positive return of +2.3% on the back of the PBOC'’s
two rate cuts, by 20 basis points in total.
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Chart 1: Contracting CNY-USD interest rate differential has led to CNY weakening
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In many investors’ portfolios, Chinese onshore bonds
(Bloomberg China Treasury Total Return Index
Hedged (USD)) were the only positive returning
asset class while it has also successfully provided a
liquidity buffer under severe market stress. On a
volatility-adjusted basis, Chinese bonds also stand
out, with low correlation to other parts of the fixed
income market. This contrasts with the double-digit
drawdowns, such as -13% in US Treasury and -
14.6% in US aggregate, -24% in Emerging market
debt (hard currency), -27.8% in Euro bonds, and -
22.9% in Japan bonds.

Chinese government bonds differentiate on
favourable fundamentals

We have often argued an overweight allocation to the
Chinese government bond market could be
beneficial for global investors, especially when
markets have been volatile. Following the global
turmoil in 2022, the following favourable
fundamentals for China bonds are worth reiterating:

1. Low and benign inflation: Inflation is the biggest
threat for fixed income investors, China’s less
aggressive COVID policy stimulus applied in
2020/21 and greater resilience from the energy
shocks from European conflict have helped
sustain this macro anchor.

r 2022.

. PBOC’s easing cycle: The central bank has
introduced gradual rate cuts and balance sheet
expansion, in contrast to G7 central banks’
accelerated rate hikes / quantitative tightening.

Relatively stable currency: Chinese renminbi has
been relatively stable, supported by a large
current account surplus, competitive exports,
lower terms of trade shocks and supply chain
disruption resulting from the European conflict.

. Lower correlation to US/global rates: China bond
yields are largely domestically anchored by local
investors, and thus remain less correlated to US
and global interest rates.

China USD high yield bonds remain volatile
although valuations are looking attractive for
selected names

While onshore China government bonds and high-
quality investment-grade bonds have been relatively
stable, China USD high yield bonds (JP Morgan JACI
China High Yield TR Index), on the riskier end of the
credit spectrum, suffered heavy losses of -37% in
2022 YTD. Most private property developers, except
a few of the most conservative ones, are headed for
restructuring and possible defaults following the most
severe China property downturn of the past 30 years.
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Chart 2: China government bonds have outperformed US and Global Fixed Income assets this year
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Source: Bloomberg, JP Morgan indices, as of 30 September 2022.

Given the record sell-off, valuations for selected
names are looking attractive, although we are some
way off from a full recovery to the China property
sector in the high yield space.

Closely monitoring potential policy pivots

For our China bond strategies, we have been mostly
defensive in 2022, with reduced credit beta, while
being highly selective in any exposure to high-yield
credit. We raised the liquidity buffer for our portfolios
by increasing exposure to government securities,
such as CGB and US Treasuries. We have also
mostly applied a structural overweight to China
duration, which has allowed our portfolios to benefit
from lower China interest rates and for some USD-
based portfolios, we have hedged away CNY FX and
most US rate risks. These actions have helped
reduce overall volatility experienced in our portfolios
and have buffered against drawdowns.

Looking to the period ahead, we are closely watching
critical policy pivots that may result in potential
market rallies for China bonds. Such policy pivots
may include:

1. “The Reopening Trade” — the expected staged
exit of China’s Covid Zero policy in 2023 could put
China’s economic recovery on a firmer footing.

2. “All In Policy Bazooka” — intensifying policy
support addressing the economic downturn and
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China property slump, that would dramatically
improve the outlook for China-related risk assets.

. “Fed’s dovish pivot” — softening US inflation
dynamics and possible turnaround to the Fed’s
tightening cycle would be a boost to global
sentiment.

. Global volatility and spillovers — any potential
European, UK and Japanese policy response to
stagflation shocks, dislocation in FX, rates and
credit markets could support markets.

We will also be monitoring upcoming events,
including China’s 20th National Party Congress on
16 October, the G20 Summit on 15 November, and
2022’s final FOMC meeting on 14 December for
macro direction.

Given improved market valuations after the record
market sell-off this year, investors can benefit from
tilting our portfolios to a slightly more constructive
stance. This includes: 1) selectively adding China
high-yield credit with explicit and implicit government
support; 2) reducing duration in China rates on
expectations of strong economic stimulus; 3)
maintaining marginal underweight in CNY FX and US
rates (for relevant portfolios).
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Conclusion

While it is evident that global markets have faced
considerable volatility and dislocation in 2022, China
bonds have proven to be resilient and attractive as a
diversifier of risk under such conditions. We believe
the favourable fundamentals for China bonds remain
intact and will likely continue to support the asset
class going forward. Potential policy pivots and
upcoming events may also prove to be attractive
catalysts for further outperformance by China bonds.
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Important Note

A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange-trading suspensions and closures,
and affect portfolio performance. For example, the novel coronavirus
disease (COVID-19) has resulted in significant disruptions to global
business activity. The impact of a health crisis and other epidemics and
pandemics that may arise in the future, could affect the global economy
in ways that cannot necessarily be foreseen at the present time. A health
crisis may exacerbate other pre-existing political, social and economic
risks. Any such impact could adversely affect the portfolio’s performance,
resulting in losses to your investment

Investing involves risks, including the potential loss of principal. Financial
markets are volatile and can fluctuate significantly in response to
company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in exchange
rates may adversely affect the value of a portfolio’s investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material is intended for the exclusive use of recipients in jurisdictions
who are allowed to receive the material under their applicable law. The
opinions expressed are those of the author(s) and are subject to change
without notice. Our investment teams may hold different views and make
different investment decisions. These opinions may not necessarily
reflect the views of Manulife Investment Management or its affiliates. The
information and/or analysis contained in this material has been compiled
or arrived at from sources believed to be reliable, but Manulife
Investment Management does not make any representation as to their
accuracy, correctness, usefulness, or completeness and does not accept
liability for any loss arising from the use of the information and/or analysis
contained. The information in this material may contain projections or
other forward-looking statements regarding future events, targets,
management discipline, or other expectations, and is only current as of
the date indicated. The information in this document, including
statements concerning financial market trends, are based on current
market conditions, which will fluctuate and may be superseded by
subsequent market events or for other reasons. Manulife Investment
Management disclaims any responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of their
directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained here. All overviews and commentary are intended
to be general in nature and for current interest. While helpful, these
overviews are no substitute for professional tax, investment or legal
advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. This material was prepared solely for informational purposes,
does not constitute a recommendation, professional advice, an offer or
an invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit or protect against the risk of loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management. Past performance does not guarantee future results.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than a century of financial stewardship to partner with clients across
our institutional, retail, and retirement businesses globally. Our specialist
approach to money management includes the highly differentiated
strategies of our fixed-income, specialized equity, multi-asset solutions,
and private markets teams—along with access to specialized,
unaffiliated asset managers from around the world through our
multimanager model.

This material has not been reviewed by, is not registered with any
securities or other regulatory authority, and may, where appropriate, be
distributed by the following Manulife entities in their respective
jurisdictions.  Additional information about Manulife Investment
Management may be found at manulifeim.com/institutional
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