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Summary

Asia’s Credit market has come a long way since the Asian
Financial Crisis of 1998. The total market has grown to
approximately $693b ($549b is High Grade, $144 High
Yield) and its stability is also remarkable; indeed, there has
never been a default in the Asia High Grade bond market.

To understand how the Asia High Grade Credit market has
evolved, it is necessary to look beyond issuance by pure
country-only analysis, and look at how supply by sectors
within countries has developed. This reveals a growing
diversity.

The evolution of the offshore market also reflects the
dynamic between Asia’s fundamental economic growth,
sector funding needs and the relative abilities of offshore
and onshore markets to meet those funding needs.

Looking at the trends that are driving growth in issuance,
Chinais likely to remain a large part of Asia High Grade
Credit (currently around 44%), as it dominates Asia’s
economic growth (currently around 60% of Asia-ex Japan
GDP). However, the diversity of supply within China, and
the rise of Indonesia sovereign and quasi-sovereign credits
to high-grade is shaping the evolution of Asia’s Credit
markets.

How has the Asian High Grade Credit Market
Evolved in the Last Decade?

The headline story of Asian Credit, in particularly High Grade
Credit, is one of rapid growth — with a 17% CAGR between
2006 - 2016. The technical factors driving this growth have
been regional demand with the rise of the “local bid” and the
need to fund growth. We have looked at the local bid in earlier
material, and will focus here on the evolution of the High
Grade Credit supply.
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Table 1 below gives a quick snapshot of how fast and how far
Asian High Grade offshore credit markets have developed in
the past. What it shows is how the market has grown in depth,
breadth and diversity.

Table 1: Asia High Grade Credit Market —
Contrast of 2006 - 2016

Market Size $116b $549b
Number of Issues 197 752
Number of Issuers 90 251
Number of Markets 7 11
Top 20 issuers (% of market) 63.8 % 45.4%
Average Issue Size $553mn $701mn

Source: JP Morgan as of 31December 2016

If we compare issuance by country in 2006 to 2016, the first
thing that stands out is the rise of China as a key source of new
issuance. In 2006, Asian Credit was dominated by South Korea
(34%) and only seven countries had access to Offshore High
Grade Credit markets (see Chart 2 below).

However, by 2016 South Korea’s share had shrunk to 12.7%
and twelve countries now access the markets, also reflecting
the growth in new markets (such as India and Indonesia) as
well as improving ratings of sovereigns in Asia in recent years,
with issuers such as the Philippines and Indonesia being
upgraded to Investment Grade.
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If we compare issuance by sector in 2006 to 2016, another Other factors that have shaped the evolution of the market
story emerges. Asian Offshore Credit markets in 2006 were have been the relative accessibility of onshore vs offshore
dominated by Financials, Quasi-Sovereigns and Sovereigns. capital to issuers. For example, part of the reason for Korea's

However, in 2016, the pie chart is split in more ways as sectors declining share of overseas high grade issuance, has been the
have diversified. While the aforementioned sectors remain the ~ Preference for Korean issuers to access local currency bond

largest (though country composition has changed); Oil & Gas, markefcs aqd aVQid paying an “Asia premium”. Similarly, since
Infrastructure and Real Estate have also been expanding their the Asian financial crisis Malaysian issuance has been largely
share. funded by domestic investors via its local bond market, so that

its share of offshore High Grade has substantially declined.

Table 2: JACI Investment Grade Index by Country by Sector*

Country Sector 2006 2016 Country Sector 2006 2016
China Sovereign 3.2% India Financial 3.2% 2.70%
Financial 2.6% 15.00% Oil & Gas 2.25%
Quasi-Sov 1.8% 13.35%
Oil & Gas 5.19% Malaysia Quasi-Sov 5.0% 2.57%
TMT 3.07% Sovereign 41%
Real Estate 3.00% Financial 2.0%
Infrastructure 1.44% Utilities 1.3%
Hong Kong Diversified 10.6% 1.94% T™T 1.1%
Financial 2.0% 2.15% Transport 1.0%
I’r\:;sport : :zzz Singapore Finandial 7.6% 172%
8 Quasi-Sov 3.8% 1.21%
Sovereign 1.1%
Real Estate 2.08% UL 2
Utilities 1.22% Thailand Financial 1.21%
Korea Financial 10.5% 2.07% Oil & Gas 1.14%
Quasi-Sov 11.8% 6.13%
Sovereign 53% Indonesia Sovereign 7.83%
Utilities 27% 181% Quasi-Sov 2.84%
Industrial 1.2% Philippines Sovereign 5.22%
TMT 1.1%
Oil & Gas 1.0%

* Only includes sectors with country-sector weights of more than 1%.

Source: JP Morgan as of 31December 2016
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How is the Asian High Grade Credit Market
Likely to Evolve?

Fundamental Drivers: Longer term trends

Given the sheer size of China’s economy and its increasing
integration with global financial markets, it seems highly likely
that Chinese Financials will continue to dominate offshore
issuance in the Asian High Grade Credit market, although as
China’s growth moderates, we would also expect that longer
term dominance to moderate as well, in particular, as issuers in
other domiciles and sectors increase their offshore funding.

Another trend that will be interesting to observe over the
longer term is the extent to which Asian companies start to
disintermediate local banks and access offshore markets
directly themselves. If this trend, which has occurred in other
markets as corporates become more sophisticated, also takes
place in Asia, then we would expect to see sector issuance
continue to diversify especially in more developed Asian
markets.

On the demand side, the continued increase in intra-regional
institutional flows, as local pensions, insurance and banks look
for stable investment opportunities within their region, is also
likely to drive the development of High Grade Credit in
offshore markets to meet this need.

However, in contrast to this, we must not forget the growth of
local currency markets, which have risen from a little over $2
trillion in 2006 to almost $12 trillion in 2016. The
attractiveness of local currency capital as a substitute to
offshore High Grade local issuers may also absorb some of the
growth and slow the supply of Asia Credit, especially if intra-
regional investors become more comfortable with non-hard
currency risks.

Asia ex Japan Outstanding Local Currency Bonds (USD billions)
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Current trends: Short term forecast

We expect, with the strengthening of the USD and the
likelihood the Fed will continue to gradually increase rates,
that local demand for USD denominated Asian credit will
remain strong. These technicals should support the ongoing
growth in supply in Asia High Grade offshore credit. In
particular, as the RMB declines against the USD, there is likely
to be strong growth in Onshore Chinese demand for USD
denominated China assets, which has been a key contributor
to the local ‘Asia bid'.

JP Morgan forecasts that new gross issuance in 2017 should
set a new record of around USD $201 billion. However, as
most of these are for refinancing, the net supply is likely to
come in lower than the average of the past two years. Just over
half is from China ($101b), while Korea is expected to come in a
distant second ($25b). Within this, High Grade should continue
to dominate High Yield (75% to 25%).

Chart 4: 2016 to 2017 (Estimated) New Issuance -
Sector Allocations
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Source: AsianBondsOnline (Asian Development Bank) except for India (Bank for International Settlements, Securities and Exchange Board of India) and Taiwan (Central Bank of China),

as of Sept ember 2016.
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Chart 5: 2016 to 2017 (Estimated) New Issuance -
Country Allocations
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For investors wary of high country exposures, use of
customized or diversified indices is rising. The JP Morgan Asia
Credit Index Diversified (JACI Diversified) helps reduce
concentration risk within the benchmark. Below is the country
exposure of this diversified index, with China’s country weight
reduced to 21%, while other countries get higher weights, with
the greatest increases in the Philippines, Singapore and India.

Chart 6: JP Morgan Asia Credit Index Diversified -
Country Allocations
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An active manager can also tailor country and sector
allocations within a portfolio to generate the risk/return
exposures that meet a client’s investment objectives. The Asia
Credit markets are now deep enough, and broad enough, to
allow significant opportunity for an active manager to
generate additional value in this way, as well as by inclusion of
off-benchmark securities.
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Conclusions

e The Asia High Grade Credit offshore market has evolved into
a large, deep, liquid market. Supported by stable local flows
and the funding requirements of fundamental growth in the
Asia region.

o We expect the market to continue to evolve as intra-
regional investment flows continue to grow and as funding
needs become more diverse and issuers more sophisticated.

e While China is — and will remain - a dominant part of the
Asia Credit market, we expect to see more diversity within
the Chinese credit space, with new issuers from both the
private sector corporate and government-related sectors
coming to the offshore market as they become more
internationalized.

e We also expect the trend of greater diversity among High
Grade sovereign issues as a result of investment upgrades
and the need to access sources of offshore funding.

Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM'’s investment strategy in any way.
The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor a
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
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Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM Australia)
is responsible for the distribution of this information in Australia.
Nikko AM Australia holds Australian Financial Services Licence No.
237563 and is part of the Nikko AM Group. This material and any offer
to provide financial services are for information purposes only. This
material does not take into account the objectives, financial situation
or needs of any individual and is not intended to constitute personal
advice, nor can it be relied upon as such. This material is intended for,
and can only be provided and made available to, persons who are
regarded as Wholesale Clients for the purposes of section 761G of the
Corporations Act 2001 (Cth) and must not be made available or
passed on to persons who are regarded as Retail Clients for the
purposes of this Act. If you are in any doubt about any of the contents,
you should obtain independent professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
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such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).
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