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On 25 November 2019, Tewoo Group, a commodity trading company owned by
the Tianjin municipal government, revealed a debt restructuring plan for US$1.25
billion of bonds®. The programme offers bondholders a choice: suffer losses of up
to 64% or accept delayed repayments. The announcement marks the first de facto
default for a Chinese state-owned enterprise (SOES) in the offshore US dollar
bond market since 19982. In this investment note, Fiona Cheung, Head of Credit,

Asia, explains the significance of Tewoo’s de facto default and examines the
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broader implications for investors in Asian credits.

China credit watch: First de
facto offshore default for a
Chinese SOE since 1998

In our view, Tewoo’s defacto default resulted from
the interaction of three factors: (1) the company’s
weak standalone credit profile with high leverage,
(2) the lack of strategic importance of Tewoo’s
commodity-trading business; and (3) the Tianjin
municipal government’s relatively high level of debt
when compared with other tier-one Chinese cities.

The weak standalone credit profile of Tewoo means
that the company must rely on bailouts from its
state backers to survive. However, the Tianjin
municipal government has limited incentive/capacity
to provide support given the lack of strategic
importance of Tewoo’s business and its own high
debt level.

Unsustainably low default rates

Looking at the broader implications, the potential for
defaults in China’s credit markets remains a hot
topic among investors. The onshore default rate for
Chinese SOE bonds has remained below 0.3% for
the past few years despite high leverage ®.The
depressed rate was mainly due to implicit support
claims from the government. Our long-term view is
that such levels are not sustainable. Therefore, both
central and local government authorities will be
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more selective when providing bailouts for
financially-troubled SOEs in the future, especially
during rough patches of economic growth. As such,
our robust credit research process does not take
claims of government ownership and implicit
support for granted.

Moving forward, we believe that government
support will be increasingly selective given the
sheer number of SOEs — a decision driven by the
associated moral hazard and the authorities’
increasing proclivity to allow troubled or unviable
companies to fail and let investors take losses.

Which factors underpin government support
for SOEs

When evaluating claims of implicit government
support, we assess two principal issues: is the
SOE’s business strategically important to the
economy, and will the default have a systemic
impact or lead to potential contagion. We also look
at several other aspects relating to the company’s
overall financial health, as well as the willingness
and ability of the central/provincial/local government
to offer assistance. Broadly speaking, we prefer
SOEs that provide essential or critical services in
contrast to those operating in highly competitive
industries, a commoditised business line or dealing
with financial investments.
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Disclaimers

Investing involves risks, including the potential loss of
principal. Financial markets are volatile and can
fluctuate significantly in response to company, industry,
political, regulatory, market, or  economic
developments. These risks are magnified for
investments made in emerging markets. Currency risk
is the risk that fluctuations in exchange rates may
adversely affect the value of a portfolio’s investments.

The information provided does not take into account
the suitability, investment objectives, financial situation,
or particular needs of any specific person. You should
consider the suitability of any type of investment for
your circumstances and, if necessary, seek
professional advice.

This material, intended for the exclusive use by the
recipients who are allowable to receive this document
under the applicable laws and regulations of the
relevant jurisdictions, was produced by, and the
opinions expressed are those of, Manulife Investment
Management as of the date of this publication, and are
subject to change based on market and other
conditions. The information and/or analysis contained
in this material have been compiled or arrived at from
sources believed to be reliable, but Manulife
Investment Management does not make any
representation as to their accuracy, correctness,
usefulness, or completeness and does not accept
liability for any loss arising from the use of the
information and/or analysis contained. The information
in this material may contain projections or other
forward-looking statements regarding future events,
targets, management discipline, or other expectations,
and is only as current as of the date indicated. The
information in this document, including statements
concerning financial market trends, are based on
current market conditions, which will fluctuate and may
be superseded by subsequent market events or for
other reasons. Manulife Investment Management
disclaims any responsibility to update such information.

Neither Manulife Investment Management or its
affiliates, nor any of their directors, officers or
employees shall assume any liability or responsibility
for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in
reliance on the information contained herein. All
overviews and commentary are intended to be general
in nature and for current interest. While helpful, these
overviews are no substitute for professional tax,
investment or legal advice. Clients should seek
professional advice for their particular situation.
Neither Manulife, Manulife Investment Management,
nor any of their affiliates or representatives is
providing tax, investment or legal advice. Past
performance does not guarantee future results. This
material was prepared solely for informational
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purposes, does not constitute a recommendation,
professional advice, an offer or an invitation by or on
behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any
investment strategy, and is no indication of trading
intent in any fund or account managed by Manulife
Investment Management. No investment strategy or
risk management technique can guarantee returns or
eliminate risk in any market environment.
Diversification or asset allocation does not guarantee
a profit nor protect against loss in any market. Unless
otherwise specified, all data is sourced from Manulife
Investment Management.

Manulife Investment Management

Manulife Investment Management is the global wealth
and asset management segment of Manulife Financial
Corporation. We draw on more than 150 years of
financial stewardship to partner with clients across our
institutional, retail, and retirement businesses globally.
Our specialist approach to money management
includes the highly differentiated strategies of our
fixed-income, specialized equity, multi-asset solutions,
and private markets teams—along with access to
specialized, unaffiliated asset managers from around
the world through our multimanager model.
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www.manulifeam.com.
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