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Outlook & commentary

What’s fuelling the growing appetite for Asian
bonds
by Neil Dwane | 20/03/2018

  

Summary
To move past the financial crisis of the 1990s, Asian economies made a host of important structural
changes – and Asian fixed income stands ready is positioned to benefit. Not only is there growing demand
for Asian bonds from Asian investors, but outside investors are looking to the asset class – particularly
sovereign debt – for its potential to enhance returns and reduce risk.
Key takeaways

Asia has learned much from its mistakes in the 1990s – in particular, the dangers of fixed
exchange rates and over-reliance on international capital flows
For the last 20 years, Asia has been laying good foundations, tightening regulations and
implementing a stronger institutional framework to prepare for its re-emergence
Capital from Asian savers is likely to be increasingly deployed within Asia, lessening
reliance on a volatile, overvalued US dollar
Asian bonds offer the potential to improve returns and reduce risk – particularly via longterm opportunities linked to strong growth potential, current account surpluses and
healthy foreign-exchange reserves
As the global “hunt for income” continues, Asian bonds are an essential part of the
investment solution

A series of sweeping changes show Asia has learned from the past
The financial crisis that affected Asia in the 1990s scarred both the region and its governments, prompting politicians and policymakers to learn from their
mistakes. With structural reforms, tighter regulations and improved capital requirements, their efforts have paid off, and it is becoming abundantly clear that Asia’s
economy looks very different than it did just 20 years ago. This is having a profoundly positive impact on the outlook for Asian fixed income.
Demographic challenges are leading to rebalancing and reform
Governments across Asia are starting to focus on building more sustainable structural growth by encouraging economic “rebalancing” and improving household
incomes; China in particular has embarked upon a significant long-term rebalancing project, led by President Xi Jinping. The upshot of these efforts is that Asia
and other parts of the world are no longer able to depend on China’s explosive economic growth and hunger for commodities, nor on its seemingly limitless
supply of low-cost labour. Instead, regional stability will depend on China’s success at reducing systemic risks to its financial system – which it aims to accomplish
primarily by controlling the pace of credit expansion (see Figure 1) and by gradually deleveraging its state-owned enterprises, or SOEs.
Figure 1: China’s pace of credit expansion has slowed, but deleveraging takes time
Total social debt as a % of GDP; 2007 to Q3 2017
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Source: JPMorgan, Allianz Global Investors. Data as at June 2017.

However, China’s vital SOE reforms do not mean privatization. Instead, China is moving towards greater control of key industries while encouraging more
regional competition in non-strategic areas – like services, consumption and technology. As a result, additional economic changes are being felt across the region.
South Korea is becoming a world leader in cosmetics, cosmetic surgery and technology
Thailand is gaining ground in tourism – particularly health-care tourism
Taiwan is growing its technology sector
Hong Kong and Singapore are expanding their financial services and wealth-management industries

China is expanding its regional reach
Over the coming decades, China will continue to become more assertive while advocating a policy of “inclusive globalization” – all at a time when the US is
becoming more self-centred. President Xi’s “One Belt, One Road” program and similar initiatives are undoubtedly geopolitical in nature. They are meant to
promote the regional development of infrastructure and boost the interconnectedness of trade and people.
If these efforts are successful, Asia will be able to rely less on the US economy and the US dollar over time. Indeed, the US dollar is already becoming less important
in global trade transactions: SWIFT banking usage fell from 50 per cent in 2010 to less than 40 per cent in 2017, and it may fall further as China internationalizes
the renminbi.
Leverage, credit quality and currency reserves have improved throughout Asia
As Asia’s financial markets reflect the improving health of Asia’s economy, Asian sovereign bonds are becoming, somewhat counterintuitively, a defensive play
within investors’ portfolios:
Low leverage. The advantageous debt situation of Asian nations compared with that of other industrial countries could help Asian credit markets remain in
the “Goldilocks” sweet spot, provided continued economic growth keeps default rates low.
Increasing credit quality. Financial stability, economic reform, improving fundamentals, and lower trade and budget deficits (compared with Europe, Japan
and the US) have prompted a number of agencies to upgrade the credit ratings of Asian countries (see Figure 2).

Figure 2: Steady improvement in ratings of Asian countries
S&P ratings; 2002 vs 2017
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Source: Bloomberg, Standard & Poor's, Allianz Global Investors Capital Markets & Thematic Research. Data as at March 2017; 2002 rating (long-term foreign debt) as at the beginning of 2002.

One can see clear evidence of other lessons learned since the Asian Financial Crisis: institutional frameworks have been tightened, and Asian currencies are now
free-floating in the markets with little intervention. Healthy currency reserves underpin the value of many Asian nations’ currencies (see Figure 3), and transparent
economic policies are now at work. Case in point: Indian Prime Minister Narendra Modi and Indonesian President Joko “Jokowi” Widodo are driving significant
structural reforms. Compared with the Western world’s struggles with low interest rates and low productivity, something very different can be seen across Asia:
real structural reforms that are re-invigorating economies and allowing the private sector to prosper and innovate.
Figure 3: Asian countries have significantly increased currency reserves

Source: Datastream, Allianz Global Investors Capital Markets & Thematic Research. Data as at March 2017. Not listed: Vietnam (USD 23.7bn in 2007 vs USD 28.6bn in 2017); Pakistan (USD 13.4bn in 2007 vs USD
22.2bn in 2017).

A bright future for Asian fixed income
Asian sovereign credits appear well-anchored
Asian debt markets have grown bigger and deeper, totalling around 1 trillion in US dollars and around USD 13 trillion in local currencies – clearly avoiding an
overreliance on the US dollar. Growth in these markets is being fuelled by Asia’s savers putting their money to work in Asia, not exporting it to the US to finance
excessive US consumption. Over time, of course, this balance will change; the US will be forced to save more and spend less as it ages.
Crucially, Asia has watched many developed economies adopt expensive welfare, health care and pension entitlements – which, while politically popular, have
become utterly unaffordable given today’s low interest rates and low growth rates. Instead, many Asian governments have encouraged individual savings through
insurance and asset-management products, which will increase the regional demand for more fixed-income investments.

Crucially, Asia has watched many developed economies adopt expensive welfare, health care and pension entitlements – which, while politically popular, have
become utterly unaffordable given today’s low interest rates and low growth rates. Instead, many Asian governments have encouraged individual savings through
insurance and asset-management products, which will increase the regional demand for more fixed-income investments.
Without the financial albatross of excessive entitlements, we expect Asian sovereign credits to remain well-anchored. Asia’s sovereign bonds will likely be less
endangered by rising interest rates and less vulnerable to Western policies of financial repression, which erode the purchasing power of their citizens’ savings.
Asian fixed income looks attractive compared with the US
From an investment perspective, most Asian currencies appear undervalued against their true potential – and especially undervalued against the US dollar, which
we expect to see weaken over the next few years. We believe this will prompt more investors to pursue undervalued opportunities in regions with better fiscal
fundamentals – a felicitous confluence of events for Asian bonds.
Greater demand for Asian fixed income, both from within and without
With a growing emphasis on individual responsibility for pensions, education and health care, Asia is likely to see growing demand for all types of financial assets
– and fixed-income securities top the list. Risk-averse Asian investors may be particularly attracted to the good credit ratings and strong financials of many Asian
sovereign bonds.
For global bond portfolios, Asian bonds can be a crucial ingredient. They have the potential to not only enhance returns in US dollars and local currencies, but to
help reduce portfolio risk. To that end, we expect the drivers of future returns to be positive, founded on a host of encouraging factors:
Currency strength throughout the region
Safe and credible sovereign ratings and finances
Attractive yields, particularly within the global context of financial repression
Solid economic regional growth, which may lead to lower corporate-default levels
The growing maturity of corporate and individual investors as savings markets deepen and economies continue to prosper

Ample scope for long-term growth
With the painful lessons of the 1990s learned, and with solid reforms in place, Asia offers exciting economic growth and investment potential without the distorted
monetary policy in effect across much of the developed world. Thanks to China’s rebalancing efforts and its opening-up of currency, bond and equity markets, we
expect to see new investment opportunities present themselves to regional and global investors over time. Economies across Asia should be able to generate good
corporate prospects, enabling an ever-improving corporate bond market and creating a strong tax feedback loop that could allow governments to fund new
investments and create even more attractive long-term opportunities.

Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. Past performance is not indicative of future
performance. This is a marketing communication. It is for informational purposes only. This document does not constitute investment advice or a recommendation to buy, sell or hold any
security and shall not be deemed an offer to sell or a solicitation of an offer to buy any security.
The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the time of publication. Certain data used are derived
from various sources believed to be reliable, but the accuracy or completeness of the data is not guaranteed and no liability is assumed for any direct or consequential losses arising from their
use. The duplication, publication, extraction or transmission of the contents, irrespective of the form, is not permitted.
This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment products offered by commercial banks
under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations.
This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser registered with the U.S. Securities and
Exchange Commission; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt für Finanzdienstleistungsaufsicht (BaFin); Allianz Global
Investors Asia Pacific Ltd., licensed by the Hong Kong Securities and Futures Commission; Allianz Global Investors Singapore Ltd., regulated by the Monetary Authority of Singapore [Company
Registration No. 199907169Z]; Allianz Global Investors Japan Co., Ltd., registered in Japan as a Financial Instruments Business Operator [Registered No. The Director of Kanto Local Finance
Bureau (Financial Instruments Business Operator), No. 424, Member of Japan Investment Advisers Association and Investment Trust Association, Japan];and Allianz Global Investors Taiwan
Ltd., licensed by Financial Supervisory Commission in Taiwan.
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Could public pressure turn FANG firms
toothless?
by Neil Dwane | 10/04/2018

  

Summary
The tech stocks that fuelled the last bull market have seen their share prices plummet as an onslaught of
bad headlines takes its toll. More regulation and taxation are almost certainly on the horizon amid
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