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Background

Concerns over property developing giant China Evergrande Group defaulting on its debt have rippled across the
global financial markets. In the Asian high yield (HY) space, spreads have widened recently on the Chinese
government’s tightening of its property sector and increasing default risks associated with the sector in the wake of
developments related to Evergrande. From a fixed income market perspective, we present potential scenarios for
Evergrande, discuss the impact of the company’s restructuring on the US dollar (USD) -denominated Asian HY
market and assess the implications for the property developer’s stakeholders.

Scenarios for Evergrande

We see three potential scenarios for Evergrande going forward: 1) a disorderly default (bear case, unlikely), 2) a
bailout by the Chinese government (bull case, unlikely) and 3) a debt restructuring with some government
facilitation (base case).

We see a disorderly default as unlikely, as this would lead to systemic implications with wide-spread impact felt
even outside the property sector. The Chinese government has reportedly stressed that Evergrande’s debt should
be resolved via a market oriented approach, while preventing systemic risks in the process and ensuring stable
operations at Evergrande’s projects. Evergrande was previously identified by the government as a company that
could pose systemic risks to the financial system; a disorderly default would likely cause both social discontent
(among buyers of Evergrande’s unfinished projects) and a significant macroeconomic impact (including liquidity
stress in the system and worries over some financial institutions’ health), both of which the government would likely
aim to avoid.

Meanwhile, a bailout by the government is also unlikely. As mentioned above, the government has reportedly
stressed a market oriented approach to resolving Evergrande’s debt. The government has also been trying to rein in
developers’ leverage, and bailing out Evergrande could deepen moral hazard issues and would likely undermine
some of its efforts to reduce leverage. Just last week (as of this writing), the government warned major lenders that
Evergrande would not be able to make interest payments due this week.

We see a debt restructuring with some government facilitation as the most likely eventual outcome for Evergrande,
and market prices of Evergrande’s bonds have also priced in a high likelihood of this outcome. There have also been
reports of the government taking actions which have typically been indicative of a potential future restructuring,
including centralizing lawsuits against the company to a court in Guangzhou and soliciting feedback from banks
about forming a credit committee. We describe our expected impact and outlook under this scenario below.
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Expected impact on the USD-denominated Asian HY space and sector outlook

Given the potential systemic risk implications from Evergrande, as well as a continued very tight policy
environment, we believe that near-term downside risks in the China property space have increased and have
adopted a more defensive positioning for the sector. Nevertheless, considering where Evergrande bond prices
currently stand, the market impact from the eventual restructuring is unlikely to create large (and forced) selling
from investors.

Chart 1: Asia HY spreads have widened on China property sector tightening and increasing default risks
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Evergrande has total liabilities of nearly Chinese yuan (CNY) 2 trillion, and this impact is likely to be spread out and
felt across different stakeholder groups. Overall, we expect the government and Evergrande to focus on protecting
the property developer’s customers and suppliers, while ensuring an orderly restructuring for creditors who are
likely to take a larger impact. We see the systemic implications to the financial system as manageable, while the
financing environment to developers is likely to tighten even further.

Systemic implications across stakeholder groups

The largest group of stakeholders are suppliers (including construction companies), which Evergrande has CNY
~900+ billion in payables to, likely spread out across hundreds of suppliers. Evergrande has also taken CNY~200+
billion in down payments from customers for pre-sold, uncompleted homes. We expect the government and
Evergrande to focus on ensuring Evergrande completes its unfinished projects (Evergrande executives are already
seen to be signing a “military order” to complete homes), suggesting suppliers will be paid, at least on better terms
relative to creditors, to ensure work continues. Before resolution however, we will likely see drops in property sales
for other high risk developers as customers become more wary, while suppliers could become more cautious in
granting developers’ credit.

In the credit market, Evergrande owes CNY~570 billon to creditors, including trust firms (estimated CNY~222
billion, ~1.1% of trust assets), banks (estimated CNY~170 billion, ~0.1% of system loans), USD bondholders
(USD~19 billion, ~2% of JACI' HY Corporates by market value and ~6% by face value) and CNY bondholders (CNY~
53 billion, ~0.18% of China onshore corporate bonds).

' J.P. Morgan Asia Credit Index
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«  Trust firms: We are likely to see a further unwinding of trust financing towards property. This risk is partly
mitigated as trust financing to the sector has already dropped significantly, and developers’ reliance on trust
financing has already come down significantly over the past two years and is currently ~5-30% for single B
developers and ~0-15% for BB developers.

- Banks: The directimpact to China’s banking sector is not large, given loans to Evergrande represent just ~0.1%
of system loans. However, capital levels at key lenders (reported to include China Minsheng Bank and China
Zheshang Bank) may come close to regulatory requirements.

- USD bonds: Evergrande bond prices already reflect a high probability of restructuring, and the eventual
restructuring is unlikely to create large (and forced) selling from investors. However, contagion to other issuers
will likely continue until Evergrande’s issues are resolved. The default rate of Asian USD-denominated HY
corporates will rise significantly with the inclusion of Evergrande (~6% of face values of JACI HY Corporates).

- CNY bonds: Evergrande is relatively small in the onshore bond market. In addition, Evergrande affiliates are
likely to hold a proportion of onshore bonds.

Summary

As a base case scenario, we see Evergrande going through debt restructuring with some government facilitation,
with a focus on protecting customers and suppliers while ensuring an orderly restructuring for creditors. Given the
potential systemic risk implications from Evergrande, as well as a continued very tight policy environment, we
believe that near-term downside risks in the China property space have increased and have adopted a more
defensive positioning for the sector.
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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 personal
investment advice or a personal recommendation and it does not consider in any way the objectives, financial situation or needs of any
recipients. All recipients are recommended to consult with their independent tax, financial and legal advisers prior to any investment.
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 document 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 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 securities, 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.
United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and
regulated in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). 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 FCA in the United
Kingdom, and is directed at professional clients as defined in the FCA Handbook of Rules and Guidance.

United States: 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.
Nikko Asset Management Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of
Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and
intermediaries only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory
authority in Hong Kong. Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057,
FSP22562). It is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.
Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto
(as amended). No private or public offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy
will be concluded in Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.
Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised
and regulated by 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 should not be reproduced, redistributed, or sent directly or indirectly to any
other party or published in full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko
AME is not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that
person will not therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may
provide or have provided significant advice or investment services in any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust
Holdings group and not available to Nikko AME because of regulations or internal procedure is not reflected in this document. The
investments mentioned in this document may not be eligible for sale in some states or countries, and they may not be suitable for all
types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to
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Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the
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purpose whatsoever without a prior written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be
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United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to
constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's
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No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe
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Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is,
to be construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to
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