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Our regular readers would have read
the word “diversification” countless times
across our pieces, especially about it
being “the only free lunch in finance”. Now,
everyone loves a free meal but certainly
you're not going to eat it only because
it's free, am | right? It needs also to look,
smell and taste good, and the various
courses need fo be well balanced. We have
recently added a new course to our menu,
with a certain eastern flavour, that should
make that free meal a lot more palatable
for our clients: Chinese government bonds.

Before we continue, it's worth highlighting
that a good diversifier is not necessarily
also a defensive asset, despite defensive
assets being often good diversifiers.
Defensives are in fact those carrying
little risk, typically offering lower return
potential but outperforming riskier assets
when things go badly, showing little to
negative correlation with main risk assets
like equities. Diversifiers are instead simply
those having different, alternative return
drivers than the rest of the portfolio.

Government bonds are very often part of a
defensive allocation and are typically good
diversifiers, but they don’t all share the
same characteristics. Developed market
bonds today offer low nominal yields, even
lower real yields, and, given the inflationary
outlook and the prospects for rate hikes,
they don’t have a particularly rosy
return outlook. Emerging market bonds
offer higher yields, but that comes with
significantly higher price volatility, currency
and credit risk and a higher correlation
with risk assets. Somewhere in between the
two we find China, an emerging country on
paper, but one of the two largest and most
powerful economies in the world, offering
a good compromise between the two.

We believe Chinese bonds offer an
attractive combination ofhighincome, good
diversification benefits (low correlation
with global equity and bond markets) and
solid defensive characteristics, having held
up really well during the pandemic and
during most of the crises in the past 15
years.

At the time of writing, the yield on a 10-
year Chinese government bond hovers
around +2.7%', solidly above the latest
year-on-year inflation print of +1.5%' and
down from as much as +3.3%' in November
2020. For comparison, a 10-year US
Treasury bond is yielding +1.8%' today, up
from +0.9%' fourteen months ago, with the
latest headline inflation number at +7.0%".
Chinese bonds have outperformed the
US thanks to a higher starting yield and
divergent monetary policy: while markets
have been pricing in increases in interest
rates across the Aflantic to fight soaring
inflation, reduce the central bank’s balance
sheet and withdraw some of the liquidity
injected during the pandemic, they have
instead been expecting quite the opposite
for China.

The short ferm should be particularly
beneficial. The People’s Bank of China is
shifting its policy focus from deleveraging
to growth, with increased expectation of
some monetary easing ahead and thus
rising bond prices. The country’s exports
and trade balance continue to rise, making
the external balance sheet stronger than
ever. Chinese government bonds foday are
well positioned to outperform.

This investment doesn’t come risk free per
se and there are a few things to be mindful
of: the central bank is not independent
from the government, the country’s facing
slowing growth (though, still growing its
GDP at an impressive +4% p.a.') and a high
level of corporate debt and its economic
policy remains highly interventionist.
However, we think we are being more than
compensated for these risks, especially
when placing these bonds in a multi-asset
portfolio context.

1 Source: Bloomberg L.P. Finance
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark I

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have interests, in any financial
product referred fo in this email. Belvest
has policies designed to negate conflicts of
interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution  or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contfained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise to buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.

Tel +852 28271199
Fax +852 2827 0270
belvest@bis.hk

www.bis.hk

No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or timeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This e-mail and any accompanying
attachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be intercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation to this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.



