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ASIA CREDIT - A SEPARATE ALLOCATION

Why Asia Credit should stand alone from Global Emerging Market Debt

We believe that Asia Credit should be treated as a separate
allocation, rather than part of an Emerging Market allocation,
for the following reasons:

e Asregional markets evolve, the distinction between
Developed and Emerging Markets is losing its meaning -
and allocating to Asia Credit as part of EM makes less sense

e Particularly in Asia, where the emergence of China, the
growth of integrated supply chains and the rise of intra-
regional markets, the line between developed and
emerging is blurring

e The growth of the Asia Credit market reflects this change.
From a small and illiquid market dominated by sovereign
issuers at the start of the century, Asia Credit has emerged
as a deep, diverse, $700 billion dollar asset class in its own
right

e This asset class is supported by strong fundamental
economic growth in Asia, and also by the strengthening of
local financial institutions and regulations, which have
added stability and transparency
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Why Asia Credit? — Five Reasons for a
Separate Allocation

1. Diversification

One of the benefits of treating Asia Credit as a separate
allocation is that it can more fully capture the diversification
benefits of incorporating it into a broader portfolio. Indeed,
diversification is the only “free lunch” available to investors
and should be utilized to its maximum potential, in our view.

The growth of the Asia Credit market has been remarkable,
reflecting both the funding needs of regional growth (which
accounts for almost 80% of global GDP growth) and the
demand by local institutions for local debt instruments. Just as
remarkable has been the risk adjusted returns: from Jan 2009
to Sep 2016, the annual volatility for hard-currency Asian
Investment Grade (IG) credits has been approximately 4%,
while returns have been almost double that - yielding a
Sharpe ratio of nearly 1.9x. This is far lower volatility than
comparable Emerging Market debt, and even US IG debt. Key
contributors to this fact have been the sustained fundamental
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growth and substantially lower debt servicing ratios for many
Asian corporate issuers, coupled with the diversification of
income streams. Strong buying support from long-term Asian
investors has also supported the lower volatility figure.

As the chart on the previous page shows, the Sharpe ratio for
Asia |G hard currency credit has outperformed similar credits in
other regions on risk/return basis from Jan 2009 to Sep 2016.

Yet for many institutional investors in developed markets, Asia
Credit remains an exotic asset class, on a par with Emerging
Market debt. The image many have about Asia Credit goes
back to the Asian Financial Crisis of shallow markets with low
liquidity, high volatility and domination by foreign flows.

As the following chart shows, the quarterly returns for the JACI
Asia Credit Index vs. Barclays Aggregate is highly dispersed.
The average correlation over the past 10 years (January 2006 -
December 2016) is only around 51%.

Hence, for a US or European investor seeking higher risk-
adjusted fixed income yields, it may make more sense to add
Asia Credit to a domestic portfolio than 1) low yielding, highly
correlated local credit or 2) less correlated, but highly volatile
EM credit.

JACI Asia Credit vs Barclays Global Agg (USD)
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2. Asian economic growth and the Evolution to
Multi-polar world

While there have been major political surprises this year,
including Brexit and Trump's victory, we do not see the
opposition to “globalism” reversing the fundamental trends
that are driving Asia’s economic growth and influence in
global politics. Rather, these political events reflect a reaction
to these and other internal trends:

1. Internal pressure: the poor distributional efficiency of
capitalism has resulted in greater social inequality, thus
causing discontent that may lead to dire outcomes if left
unresolved.

2. External pressure: the global economy is changing and
Asian countries, particular China are taking a more
prominent role in global trade and financial flows. We see
this evolution towards a more multi-polar world as part of
the integration of new growth centers into global
institutions.
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This evolution is reflected in the RMB being accepted as a
reserve currency by the IMF, and growth in regional initiatives,
such as the One-Belt-One-Road program. Even if broader free
trade agreements, such as Trans Pacific Partnership, are
derailed by political opposition, intra-regional agreements will
continue to develop in support of greater cross-border flows.

Asia Credit offshore market development also reflects this
intra-regional growth. As can be seen since 2009, the share of
flows into the market coming from Asia has grown from 49%
to 71%. This is due to the creation of wealth in Asia and the
development of more robust pension, insurance and banking
systems that are driving the “local bid” demand for Asia fixed
income assets.

At the same time, new issuance has also become more diverse
as it has grown. China has replaced Korea as the largest
country-market segment, but India and Indonesian issuances
are also increasing in order to meet their funding needs. As
Asian corporations become more sophisticated and able to
access direct funding through offshore markets, we expect this
growth to be self-reinforcing.

The rise of the Local Bid: % flows to Asia IG by region
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3. A Benchmarked strategy under-weights
growth

A traditional CAPM approach uses benchmark indices as the
proxy for listed securities. However, in markets such as Asia,
where growth across the region is uneven and at very different
stages, an over-reliance on benchmarks can give a skewed
view of opportunities. Even on market cap weighted equity
benchmark, tracking the index tends to reinforce a size bias to
investing. Furthermore, liquidity limits, capital flow rules and
other constraints mean that benchmarks can skew an
investment approach away from fundamental growth and
toward primarily the largest established firms. In the case of
fixed income, the impact of benchmark biases is even more
significant. By matching a benchmark in which the largest
debtissuers are allocated the largest investment, the index
essentially favors indebtedness over other factors, such as
growth.

From a contribution to global GDP growth perspective, Asia ex
Japan clearly dominates. However, by investing in Global
Aggregate or Global Credit strategies, global investors allocate
less than 5% to the region, a large underweight compared to
the region’s growth contribution. Thus, a separate allocation to
Asia Credit is required for investors to better reflect the real
economic significance of the region. In regards to investment
in Asia Credit, Nikko AM also advocates an active approach,
rather than following regional fixed income benchmarks. This
allows investors to limit exposure to issuers, such as China
property firms, which may be large, but around which we have
quality concerns.

Regions and their share of global growth
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4. What is an Emerging Market? Does it apply to
Asia Credit?

If you compare the risk and return profile of Asian Credit to
that of Latin America or other regions, there is very low
correlation. Also, within Asia, there are very clear differences in
the stages of development between markets such as Vietnam
and Korea. Investors need to decide how granular they wish to
be in assessing market differences; however, investing in Asia
as part of an Emerging Market allocation ignores the
significant differences between key markets there and in other
regions.
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For example, with dollar strength expected to continue, any
country running a positive current account is a safer place to
invest. Almost all of the Asian countries have positive current
account balances, providing capital to the rest of the world -
whereas many other EM countries are net capital importers.
Since the 2013 taper tantrum, India and Indonesia have
implemented structural reforms and we are seeing
improvements in their current accounts. In addition, as a result
of running strong current account balances, countries like
India and Indonesia also have built up large foreign currency
reserves, which also add to their stability.

As noted earlier, increasing wealth accumulation in Asia, and
the growing sophistication of local financial institutions in
channeling that wealth, have been key drivers of liquidity in
Asia Credit markets and part of the reason that volatility has
been lower than EM debt markets. Furthermore, the strong
fundamental growth in the region has meant that default rates
have been lower (and recovery rates have been far higher) for
Asia than EM. Indeed, according to JP Morgan*, for 2016 YTD
on High Yield markets, Asia default rates are 0.9%, compared
to 3.5% for the EM average, and 2.4% for the US, which is
consistent with historic trends.
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In sum, we believe that treating all EM debt as a homogenous
asset ignores significant differences (and therefore alpha
opportunities) and that a more nuanced approach can capture
these returns with lower risks.

5.Including an Asian Asset Class is accretive to a
Global / EM portfolio

By taking a more focused approach to Asia through a stand-
alone allocation, investors can leverage specialized expertise in
an asset class that can enhance the overall risk / return profile
of a Global or EM portfolio. As the chart below shows, a
blended portfolio with a 20% JP Morgan Asia Credit Index
separate allocation and an 80% Barclays Global Aggregate
Index allocation would have consistently outperformed a
100% allocation to the latter over the past five years by
approximately 2.4% in USD terms.

At the same time, as the scatter chart on page two shows,
because Asian Credit is a relatively small component of the
Barclays Global Aggregate Index, with only around a 50%
correlation, apart from yield pick-up by overweighting to Asia
Credit, there are also significant risk diversification benefits
from a separate allocation to the asset class. This is
particularly true of Asia Credit Investment Grade with its high
Sharpe ratio.

Relative Performance: Barclays Agg & JACI vs Barclays Agg
Allocation
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Conclusions

e Aggregating Asia Credit as part of a Global or EM portfolio,
ignores the return enhancement, risk diversification benefits
that can be captured through a stand-alone allocation

e Asia Credit IG hard currency has one of the highest returns
per unit of volatility of any segment of the global credit
markets. Thus, we believe that overweighting this asset
class through a stand-alone allocation can improve portfolio
performance

e This performance is supported by fundamental growth
trends in Asia, which are not reflected in a global index-
hugging approach to allocation
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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
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
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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
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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