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C h i n a - T h e B i g P i c t u r e

� Slowing economy in manufactur ing and overcapacity in mater ia ls

(steel , cement, coal )

� Number of Chinese companies with more debt than equity rose from

705 to 913 in 2015

� IMF Financia l Stabi l i ty Repor t : 20% non-f inancia l companies cannot service

their current debt

� Increase in # of companies default ing on bonds; China Bond Guarantee

Insurance fund is stressed meeting obl igat ions

� Corporate indebtedness is biggest r isk to economic recovery - SOE debt to

GDP 115%

1



2

C h i n e s e B a n k s

� Big 4 banks wrote -off 130.3 bi l l ion yuan ($19.5 bi l l ion) of bad loans in 1/H

2016 to improve future prof i ts by el iminat ing deter iorat ing loans

� UBS repor ted 2013-2015 bank ing sector got r id of 1 .8 tr i l l ion yuan

($270 bi l l ion) of bad loans

� Bank ing stocks plunged 20% in FYE 2015 and trade below net book value

despite r ise in 2016

� In 2016 banks began to cut staf f to improve prof i t margins. Net Interest

Margins (NIM) are at al l t ime low

� I ssuance of relat ively low cost/r isk mor tgages to prop-up housing produces

fur ther downward pressure on NIM
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C h i n e s e B a n k s

� 2016 government promoting bank shares on Shanghai-Hong Kong Connect ion

to raise pr ice to book rat io ; 0 .8 t imes at FYE 2015

� UBS est imates an addit ional 4 .5 tr i l l ion yuan of bad loans ($700 bi l l ion) need

to be included in est imates on non-per forming loans

� China off ic ia l NPL rat io of 1 .75% understated:

� IMF est imates NPL rat io at 15%

� CLSA est imate NPL rat io at 15% to 18%

� Macquar ie/BIS/CEIC est imate NPL rat io is 20%
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C h i n e s e B a n k s

� Specia l Mention Loans are growing faster than NPLs as banks ignore 90 day

del inquency rule

� “Zombie” companies kept al ive by extend and pretend pract ices

� IMF est imates that i f NPLs were provis ioned at 50% of book bank value,

balance sheets could incurr loss of 1 tr i l l ion yuan

� Banks cannot ra ise addit ional equity capita l unt i l their pr ice to book equals

1 .0 t imes by regulat ion

� As NPL write -of fs increase and banks are forced to the capita l markets to

raise new equity, exist ing shareholders wi l l be di luted
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T h e N P L S c e n e i n 2 0 1 6

� Despite mounting pressure from corporate defaults , banks are s low to

increase provis ions to faci l i tate wr ite -of f of bad debt

� In 2015-1H/2016 only a handful of por tfol io sales were open to publ ic bids

� In 2015 the Big Four AMCs bought 80% of the bad loans sold by banks

(368 bi l l ion yuan) and are considered a preferred buyer

� Recent ly formed Regional AMCs (27 in total ) accounted for only 5% of the

NPL purchases because they cannot resolve di f f icult loans

� Reluctant to hold large NPL por tfol io auct ions, banks return to

“secur i t izat ion” to get r id of their NPLs sold via the interbank market
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T h e N P L S c e n e i n 2 0 1 6 - W h a t ’s I n a n d W h a t ’s O u t

� China wi l l a l low domest ic banks to issue up to 50 bi l l ion yuan ($7.7 bi l l ion)

of asset-backed secur i t ies backed by their NPLs

� Bank of China executes f i rst bad loan secur i t izat ion since 2008, sel l ing

301 mil l ion yuan of bonds backed by 1.25 bi l l ion yuan of bad assets

� Once off BoC balance sheet these loans are now class i f ied as “investments”

the investor (most ly smal l banks) book
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T h e N P L S c e n e i n 2 0 1 6 - W h a t ’s I n a n d W h a t ’s O u t

� Chinese banks are using “Channel Loans” to shi f t NPLs off balance sheet

to non-bank (shadow bank ing) f inancia l ent i t ies through complex use of

intermediary structures

� Mid-s ized banks have rapidly grown their balance sheets with these

so-cal led investment products which carry lower provis ions and defaults

are not deemed NPL

� Banks class i fy these loans as “debt receivables” not loans. Debt receivables

last year grew 63% to 14 tr i l l ion yuan ($2.14 tr i l l ion)
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T h e N P L S c e n e i n 2 0 1 6 - W h a t ’s I n a n d W h a t ’s O u t

� Debt to Equity swaps are back in favor from 1999 when Pres ident Zhu Rongj i

had AMCs acquire debt and conver t to equity 601 promis ing SOE’s

� Moody ’s est imates that SOE’s account for l iabi l i t ies total ing 115% of

China’s GDP

� 20% to 25% of these SOE’s wi l l require a debt restructur ing plan, favor ing

debt to equity swaps

� Bank of Dal ian raised approximately 18 bi l l ion yuan of new equity by

swapping bad debt of 10 bi l l ion yuan with China Or ient AMC and giving

Orient control l ing (50.29%) interest in the bank
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P o l i c y a n d R e g u l a t o r y C h a n g e s

� Government is moving to make it more dif f icult for Chinese ent i t ies to

move RMB off-shore in complex foreign exchange arbitrage -2015 saw

$1 tr i l l ion move off -shore

� State Administrat ion of Foreign Exchange (SAFE) eases rules to al low

distressed debt investors to repatr iate income from their NPL investments

� Purchasers of NPL-backed secur i t ies are members of the interbank bond

market ; foreign inst i tut ions can now par t ic ipate in this market , i f proper ly

registered

� New FDI system effect ive October 1, 2016 wi l l e l iminate MOFCOM approval

for FIE incorporat ion unless business is l i s ted on Nationwide Negat ive List
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W h a t t o E x p e c t 2 H / 2 0 1 6

� Pressures result ing from increase in bad loan provis ions and negat ive impact

on net interest margins wi l l force banks to increase NPL disposal and raise

new equity

� Banks wi l l cont inue to use off -balance sheet techniques l ike Channel Loans

and Secur i t izat ions over open market loan sales

� Debt to Equity swaps wi l l cont inue for mid-s ize banks requir ing

re -capita l izat ion as wel l as SOE bond defaults

� Government effor ts to increase pr ice to book value wi l l a l low banks access

to the capita l markets to raise equity

� China wi l l cont inue to “k ick the can down the road” despite dire warning of

a catastrophic debt bubble by IMF and smar t investors l ike George Soros

and Wilbur Ross ! !
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M i d - Ye a r 2 0 1 6 R e a l E s t a t e S u m m a r y

� As China’s inventory of unsold housing is a nat ional problem; off ic ia ls are

encouraging banks to increase low cost mor tgages to soak-up supply

� According to GAVEKAL research f i rm housing inventor ies are est imated at

2 years of sales most ly in 3rd to 4th t ier c i t ies

� Unsold commercia l ( reta i l ) and off ice proper ty wi l l take at least eight years

to digest according to Gavekal

� Commercia l inventor ies at 1 bi l l ion square meters (10 bi l l ion SF)

� Off ice inventor ies at 270 mil l ion square meters (a lmost 3 bi l l ion SF)
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R e t a i l P r o p e r t y T r e n d s T u r n N e g a t i v e

� Developers bui l t reta i l into thousands of high-r ise res ident ia l towers in

ant ic ipat ion of a shi f t to a consumer dr iven economy

� Concurrent ly growth in retai l spending shi f ted to onl ine away from

tradit ional reta i l channels (br ick and mor tar)

� Local governments planning on the shi f t to a consumption dr iven economy

led local i t ies to encourage (via land use pol icy) more commercia l proper ty

development outpacing res ident ia l

� Mixed-Use “trophy projects” have grown rapidly and Knight Frank estimated in

2014 that by 2016 a total of 1000 projects equal to 430mn sqm will come online

� Slower family formations and demographic changes are not helping the shi f t

to more consumption
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