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Despite market volatility and weakness in Asia’s credit markets,
especially the sharp downturn for China properties, the Investment

Grade China Local Government Financing Vehicle (IG LGFV)'

5: sector in the offshore market has delivered relatively resilient
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performance and recorded a significant increase in net issuance

over the year to date. In this investment note, Judy Kwok, Head of

Greater China Fixed Income Research and Jane Pan, Director, China Fixed Income Research,

highlight the positive drivers behind this bright spot in the China credit space.

Local Government Financing
Vehicles — the bright spot in
China credit

With the recent challenging environment in fixed
income as global rates have surged, coupled with a
prolonged downturn in Asian credits led by the
volatile Chinese property sector, investors may be
actively searching the region for attractive
investment options.

Local Government Financing Vehicles in China
(LGFVs), which number around 10,000 in almost
every region, may not be as well-known or well-
accepted as other asset classes (See the Appendix
for background information on LGFVs). In previous
years, the opaqueness of some issuers, along with
concerns over a mounting maturity wall may have
kept some investors away.

We believe, however, that global investors should
take a fresh look at LGFVs for several reasons.
Those in the investment-grade (IG) space have
demonstrated resilient performance thus far in 2022
amid a difficult economic environment. In addition, it
is the only corporate issuer to record a year-on-year
net issuance increase. Finally, we believe the asset

" Initially, local governments in China were not permitted to issue debt in
their own name, so they created LGFVs to raise funds from the market
on their behalf.

class should benefit from several near-term policy
tailwinds moving forward.

¢ Resilient performance

As seen in Chart 1, the China |IG LGFV sector
registered a total return of -2.9% and an excess
return of 1.16% YTD over the US Treasury, making
it the best-performing segment in the China IG
complex. The sector’s spread has also tightened by
more than 40 basis points YTD, which is close to
levels last seen in late 2017 and early 20182.

Chart 1: China Investment-grade performance
by segment year-to-date®

China Total returns (%) Excess returns (bps)

YTD QTD MTD YTD QTD MTD

LGFV 28 049 016 116 13  -25
Other non- 531 -126 017 35 -16  -24
Core SOEs  -815 -229 -004 -107 -2  -30
Financials -5.26 -1.15 0.16 -46 -22 -27
Non SOE 4271 -411 067 -389  -92 91
Property 1415 -475 322 -895 355 -363

2 Barclays Research, 12 May 2022. Spreads are over US Treasuries.
3 Barclays Research, 12 May 2022
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Looking forward to the second half of 2022 and
beyond, we expect the IG LGFV sector's
performance to continue. This could be supported by
solid demand from Chinese investors attracted by
the yield differentials between the onshore and
offshore markets and low supply from state-owned
enterprises (SOEs).

o Significant increase in net-issuance

Among the |G corporate issuers in China, IG LGFV
is a market segment that recorded a year-on-year
increase in net issuance: US$12 billion in the first
four months of 2022 vs US$3 billion in the same
period last year. This sharply contrasts with IG-rated
privately owned enterprises (POEs) that saw US$1
billion of net redemption in the first four months of
2022 vs US$12 billion of net issuance in the same
period last year* .

At the same time, the Asian US dollar bond market
net issuance fell by 91% to US$7 billion in the first
four months of 2022, with mainland China recording
US$11 billion of net redemptions — in sharp contrast
to net issuance of US$30 billion in the first four
months of 2021.

Local governments more reliant on LGFVs,
and more supportive policies are expected

Overall, the economic and policy backdrop for the IG
LGFV sector also remains supportive. A reduction in
LGFV revenue from land sales should be mitigated
by stronger support from financial institutions, larger
central-government transfers, better earnings from
increased infrastructure spending, and the
accelerated issuance of local government special
bonds. That said, we believe the mandate to control
local government “off-balance sheet debt” ° will
remain as some of the debts are too large and
strategic to fail.

4“0On the other hand, high-yield (HY) LGFVs experienced a net
redemption of US$421 million in the first four months of 2022 versus a
net redemption of US$313 million in the same period last year.

5 Some of the debt raised by LGFVs are kept off the balance sheets of
local authorities but carries an implicit government guarantee of
repayment.

e Local government fiscal revenue is
expected to be lower

We think consolidated fiscal income of local
governments for 2022 is likely to fall. For 2022, the
collective forecast® of 31 provincial governments is a
3% growth in consolidated fiscal income (5% growth
for general budgetary revenue, 18% growth for
transfer payments from central government’ and a
10% decline for government fund income). This
estimate was made before the Shanghai lockdown
and, as such, is probably optimistic.

Chart 2: Local government revenue sources,
2022

1%

u General budgetary revenue m Government fund revenue

u Transfer payment m Income from local SOEs

HSBC, as of end of 2021.

e Lower land sales will pressure local
government fiscal profiles

Restrictions on property-developer financing and the
enforcement of stricter auction rules had already
weakened a key source of income for local
governments last year (Chart 2), triggering a decline
in land-sale revenue in more than half of China's
provinces in 2021.

For 2022, revenue growth from land sales conducted
by local governments will likely remain sluggish (our

5 Local governments disclose their fiscal revenue forecasts for each year.
" According to the Government Work Report, transfer payments from the
central government to local authorities will jump by 18% this year to
RMB$9.8 trillion. This is one of the largest year-on-year increases in the
past decade.
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base case is for a 20% year-on-year fall in income
from land sales)®. This will reduce an essential
source of local-government income, compelling them
to rely more on central-government transfers and
raise additional debt to finance countercyclical
infrastructure spending. Some local governments
may need to rely more on LGFVs for financing
infrastructure investments while having fewer
resources to support them. Besides, lower revenue
from land sales will significantly impact regions with
less diversified economies and a greater reliance on
fixed-asset investment. It will also hit areas
experiencing ongoing population outflows given the
deduced demand for urban land.®

e Expect more supportive policies for LGFVs

We believe, the shortfall of fiscal revenue due to
weaker land sales and zero-covid policies could be
filled by:

1) Financing support from national and local
financial institutions

2) A cut in fiscal spending or even sales of
government assets

3) A further step-up of transfer payment from
central government, potentially through
another special CGB issuance

4) Additional infrastructure spending, partially
through the accelerated issuance of local
government special bonds, could increase
tax revenue for local governments.

As a result of difficult economic conditions, initiatives
to deleverage LGFVs are likely to be put on hold for
the rest of the year to ensure that 2022 GDP targets
are met.

¢ A boost in infrastructure spending could
benefit LGFVs

Although China’s growth slowed down to 4.8% in the
first quarter of this year (vs the 2022 GDP growth

8 Thirty-one provincial governments have budgeted for RMB$7.7 trillion
of land-sale income in 2022, down 11% year on year. Among the
provinces that generate the most revenue from land sales, Zhejiang
estimates a 23% decline from 2021, Jiangsu -19%, while Guangdong
was flat.

target of “around” 5.5%), infrastructure investment
accelerated to 8.5% during the same period (versus
0.4% in 2021). We expect infrastructure-related
budget spending and credit to grow by double-digits
in 2022 through accelerated issuance of local
government specials bonds, pushing infrastructure
investment growth to over 10%.

Conclusion

In the past, the risk-reward tradeoff for LGFVs may
have seemed less attractive among other
alternatives in the China credit universe. Along with
a rapidly shifting domestic economic environment,
however, a resilient year-to-date performance,
coupled with the increasing importance of the sector,
and supportive policy tailwinds, might allow some to
discover a diamond in the rough.

9 More developed provinces in coastal China and provincial capitals will
see a smaller impact because their local governments have a wider
range of fiscal revenue to draw upon. The most vulnerable provinces are
Inner Mongolia, Shanxi, Gansu, Heilongjiang, Jilin, and Liaoning.
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Appendix: Background on Local Government
Financing Vehicles

e What are LGFVs?

LGFVs were first established to provide funding for
local infrastructure upgrades and prepare parcels of
land for sale to property developers. They
subsequently expanded into other areas of business
related to urban development, such as transportation,
utilities, and social housing. LGFVs have ventured
into more commercial companies in recent years,
including trading, property development, industrials,
and finance. As of today. approximately 3,000 local
governments issue RMB bonds; 166 issue dollar
bonds in the offshore market.

¢ How much debt do LGFVs have?

According to their financial reports, LGFV bond
issuers had about RMB$45 trillion of interest-bearing
debt outstanding as of 2020. This was equivalent to
41% of China’s GDP in 2020, up from 33% in 2016.
As of December 2021, LGFVs had RMB$12.6 trillion
of bonds outstanding, equivalent to 52% of China’s
RMB corporate bonds, up from 35% in 2016.
Furthermore, LGFVs now have a sizeable presence
in the Asian dollar-bond market, breaking down into
IG, high-yield and non-rated segments (see Chart 3)
— with US$67 billion outstanding as of 7 March 2022.
This was issued by 166 key LGFV dollar-bond
issuers (about 6% Asian US dollar bonds and 13%
China US dollar bonds)

Chart 3: Ratings of LGFVs'®

m Investment Grade mHigh Yield = Non-rated

9 HSBC Research, March 2022.
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Disclaimer

A widespread health crisis such as a global pandemic could cause sub
stantial 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

Australia: Manulife Investment Management Timberland and
Agriculture (Australasia) Pty Ltd., Manulife Investment Management
(Hong Kong) Limited. Canada: Manulife Investment Management
Limited, Manulife Investment Management Distributors Inc., Manulife
Investment Management (North America) Limited, Manulife Investment
Management Private Markets (Canada) Corp. China: Manulife Overseas
Investment Fund Management (Shanghai) Limited Company. European
Economic Area Manulife Investment Management (Ireland) Ltd. which
is authorised and regulated by the Central Bank of Ireland Hong Kong:
Manulife Investment Management (Hong Kong) Limited. Indonesia: PT
Manulife Aset Manajemen Indonesia. Japan: Manulife Investment
Management (Japan) Limited. Malaysia: Manulife Investment
Management (M) Berhad 200801033087 (834424-U) Philippines:
Manulife Investment Management and Trust Corporation. Singapore:
Manulife Investment Management (Singapore) Pte. Ltd. (Company
Registration No. 200709952G) South Korea: Manulife Investment
Management (Hong Kong) Limited. Switzerland: Manulife IM
(Switzerland) LLC. Taiwan: Manulife Investment Management (Taiwan)
Co. Ltd. United Kingdom: Manulife Investment Management (Europe)
Ltd. which is authorised and regulated by the Financial Conduct Authority
United States: John Hancock Investment Management LLC, Manulife
Investment Management (US) LLC, Manulife Investment Management
Private Markets (US) LLC and Manulife Investment Management
Timberland and Agriculture Inc. Vietnam: Manulife Investment Fund
Management (Vietnam) Company Limited.

Manulife, Manulife Investment Management, Stylized M Design, and
Manulife Investment Management & Stylized M Design are trademarks
of The Manufacturers Life Insurance Company and are used by it, and
by its affiliates under license.
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