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Short Selling China – What Has Changed Since 2010?



CFA Society of Columbus February 12, 2014



James Chanos Kynikos Associates



Learning The China Way • It’s all about GDP – Drives economic decisions – Pathway to political promotions – Ensures supposed stability



• China Inc. is changing – – – –



All about “who” you know Foreign firms are vulnerable Competition is fierce Rules are transitory



• Lessons learned – – – –



Questionable financials Intellectual property is fungible Partnership is less desirable Opportunities not as envisioned Source: Wikipedia 2



Economic Transformation In The Wrong Direction •



Despite official proclamations, China’s economy is not rebalancing towards consumption – Household consumption as a percent of



Gross Fixed Capital Formation And Household Consumption/China GDP



GDP: 37% in 2012, down from 44% in 2002



–



•



Gross capital formation accounted for 54% of GDP growth in FY13, up from 47% in FY12



Continuing high levels of fixed asset investments (FAI) – FAI increased by 20% in 2013 – Infrastructure spending increased by 22% in 2013



•



Production continues to grow (FY09FY13) – Cement to 2.2Bt, a 6% CAGR – Steel to 779Mt, a 6% CAGR – Autos to 20.9M units, a 10% CAGR Sources: HSBC, Société Générale, National Development and Reform Commission, World Steel Association, China Association of Automobile Manufacturers



Source: BNP Paribas 3



Continuous Questionable Investments •



Massive projects



– Nicaraguan canal – World’s largest tunnel under Bohai Sea



– One skyscraper to be completed every five days in the next decade1



– Lanzhou New Area – blasting 700 mountains



•



Projects defy logic



– Titanic-themed amusement park – “Knots & Mobius” pedestrian bridge – 200 foot bronze puffer fish statue – World’s largest tea pot



•



Numerous ghost cities – Ordos, Shenmu and Jing Jin Source: 1) “China making room for 800 skyscrapers in next decade”, Want China Times, September 4, 2013



Source: New York Times 4



China’s Unceasing Credit Growth



•



Recognized social financing comprises 194% of 2013 GDP



•



Bank lending remained elevated in 2013 with loans of RMB 9.3T



•



New credit development has averaged 31% of GDP annually over the past five years



•



New non-bank lending of RMB 7.9T in 2013, a 136% increase from RMB 3.4T in 2009



Sources: CEIC, South China Morning Post



Sources: PBOC, Macquarie, BOA Merrill Lynch 5



China Real Estate: Reaching Bubble Proportions? China’s current urban real estate boom



– 2012 total real estate under construction



Value Of Housing Stock To GDP



approx. 10.6B sqm vs. 5.7B sqm in 2009



– 2012 total real estate per capita:



400% Peak of Irish Real Estate Bubble



14.9 sqm



– 4x increase in total retail space by 20151 – Reports that malls starting to waive rents Source: 1) “2012 Report on Cooperative Development between Shopping Centers and Chain Brand Merchants in China”, Deloitte and China Chain Store & Franchise Association, January 2013.



Source: Edward Chancellor, GMO 6
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Questions arising on commercial real estate development



U.S. Housing Peak



100%



1986



•



150%



1985



– Housing Stock/GDP: 307%



200%



1983



– 2013 GDP: RMB 56.9T



250%



1982



174.9T



Peak of Japanese Real Estate Bubble



1981



– Housing stock value estimated at RMB



300%



1980



2013 China housing stock value nearing past bubbles



Housing Stock/GDP



•



350%



1984



•



Local Government Debt – A Risk Coming To The Fore •



•



The triumvirate of shadow banking – Local Government Financing Vehicles (LGFVs) – Trust products – Wealth Management Products (WMPs) Local government debt is growing – RMB 17.9T in 1H13 according to the National



China’s Rising Local Government Debt



Audit Office



–



•



State researcher estimates that local government debt may exceed RMB 20T1



LGFVs access short-term WMPs and trusts to fund infrastructure projects – Regulations limit their access to bank lending – Infrastructure and development trusts conservatively make up 37% of all trust products



• •



Bank exposure on balance sheets – Original loans – Refinancing bonds Expectations with little alarm – Credit downgrades – Teetering trusts



Source: 1) “State Researcher Says China Local Debt May Top 20 Trillion Yuan“, Bloomberg, September 16, 2013



Sources: CEIC, NBS, BoA Merrill Lynch 7



Wealth Management Products: A Reach For Yield •



Chinese WMP mania – 66% growth rate in 2012, estimated 65% growth in 2013



– No clear rules for selling – Investors expect both yield and protection



•



Attractive vehicle for banks – Fee generation and arbitrage – Substitute for deposits on or hiding assets off balance sheet



– Unappreciated risks with internal structure and management



•



Financial innovation shrouds information – Little knowledge of underlying credit – Securitization obfuscates products – Mutual funds create further obscurity



Sources: 1) “China Orders Banks to Register Wealth Management Products “, Wall Street Journal, July 12, 2013; Standard Chartered



Sources: CBRC, BoA Merrill Lynch, Barclays, Kynikos Associates estimates, Standard Chartered
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Maturities Becoming An Issue •



Borrow short, invest long – Majority of WMPs are three to four month terms



•



Amount Of Trust Products Coming Due Each Month



– Trusts typically mature within two years Significant trust maturities in 2014, including RMB 100B of mining trust products



•



Long term capital projects funded by WMPs – Property developments – Manufacturing & infrastructure projects



•



Competing government interests – Central government wants to avoid bailouts – Local government wants to maintain employment and revenue



–



Local bailouts increase indirect exposure for central government



•



Ponzi finance as new WMPs issued for interest payment and maturity of older WMPs



•



Banks shifting but not eliminating exposure Sources: Wind, BoA Merrill Lynch 9



Warning Bells • Increased scrutiny • Potential defaults



Number Of Borrowers With Credit Ratings Or Outlooks Downgraded



– Coal companies – Last-minute solution for trust product Chengzhijinkai No. 1



– Concerns surface for loans of “the king of steel traders”



• Ratings downgrades – LGFVs including one of the largest from Wuhan



– Corporate bonds



• Banks – Exposed on and off-balance sheets – At current rates, may be losing money on WMPs Sources: BoA Merrill Lynch, Nomura, Barclays



Sources: Wind, BoA Merrill Lynch 10



2013 SHIBOR Shocks •



SHIBOR Rates



A system exposed



7D



– Two rate spikes in six months – Reports that banks suspend lending and interbank market freezes



– Rumors of defaults and bank runs



3M



– Banks transfer deposits to mainland from Hong Kong



•



Missed interbank payment by China Everbright Bank in June 2013, disclosed in IPO prospectus



•



Intermediate and long term rates remain elevated and continue to rise



•



Squeezing the real economy?



Source: Financial Times



6M



Source: Bloomberg 11



“When a country is well governed, poverty and a mean condition are things to be ashamed of. When a country is ill governed, riches and honor are things to be ashamed of.” - Analects of Confucius
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A Shades Of Grey Society •



Profitable life at the top



– Bloomberg uncovers substantial holdings of Xi’s family1



– New York Times exposé of Wen’s family wealth2



•



Wall Street's sons and daughters hiring programs



•



500 lawmakers in Hunan were forced to resign after being implicated in a RMB 110M bribery scandal



•



Students in Hubei rioted because they where prevented from cheating on their college entrance exams during 2013



•



Smuggling tunnel found under China/ Hong Kong border



Sources: 1) “Xi Jinping Millionaire Relations Reveal Fortunes of Elite”, Bloomberg, June 29, 2012 ; 2) “Billions in Hidden Riches for Family of Chinese Leader”, New York Times, October 25, 2012



The People’s Daily video game titled “Hit the Greedy and Corrupt” where players get to shock corrupt officials



Source: South China Morning Post 13



Unprecedented Accumulation Of Wealth •



Getting the money out



– –



•



•



•



$3.8T cumulative outflows from 2000 through 20111



Macau VIP Gross Gaming Revenues



2011 estimate of $603B 3.5x 2000 estimate



Buying foreign property and citizenship



–



64% of China’s high net worth individuals have emigrated or are planning to do so, up from 60% a year earlier2



–



“Naked Officials” get their families overseas



–



Flooding Australian and Canadian visa programs



“Playing” in Macau



–



VIP Baccarat is the channel out



–



MOP 239B in FY13



Vineyards are in vogue



–



Chinese own 50 Bordeaux vineyards



–



Purchases in Napa, Australia, and recently South Africa



Sources: 1) Global Financial Integrity “Illicit Financial Flows from Developing Countries: 2002 – 2011”; 2) “Chinese Luxury Consumer Survey 2014”, Hurun Report, January 16, 2014



Source: China Media Project 14



Pushing The Bounds Of Reality • •



Selling replicas of international icons Retail



– –



Chinese ‘Apple’ and ‘IKEA’ stores



Shopping strips with Starbocks, King Burger, Anmani, Cnanel and Hwrmès, Zare and H&N



•



Wannabe Party officials, military officers, police



•



Continuous food scandals



–



Meat – creative ingredients sold as mutton, lamb and beef, fox meat sold as donkey meat



– –



Plastic rice



– – –



60-70% of honey in Jinan is fake



Almost 80% of sold foreign infant formula are disguised local products



Walnuts filled with cement Gutter oil



•



Museum with 40,000+ fake artifacts forced to close



•



Tibetan mastiff labeled as African lion in Henan zoo



Sources: South China Morning Post, Xinhua, The Telegraph, Danwei, CRIEnglish.com, Want China Times



Source: NBC 15



“The East Is Grey” •



Air –



– –



•



Traffic Police Officer In Harbin



Water – Estimated 90% of China’s groundwater is



– –



•



Air pollution is responsible for between 350k500k premature deaths every year Average air pollution in 74 monitored cities more than 7x above WHO recommended levels in 1H13 Beijing air pollution warning on January 15, 2014 with readings beyond index levels



polluted, with 60% showing heavy pollution Data from 118 cities shows only 3% basic clean groundwater Only 3% of Shanghai’s rivers and lakes are healthy enough for residential and aquacultural purposes



Land – Soil status considered “state secret” – Approx. 40% of agricultural land is irrigated with



– –



mostly polluted groundwater 8-20% of China’s arable land estimated to be contaminated with heavy metals Rumored Chinese farmland deal with Ukraine



Sources: Xinhua, Reuters, Wall Street Journal, The Washington Post, Food & Water Watch, South China Morning Post, Shanghai Daily



Source: National Geographic 16



Society Is Stretched • Pushing the boundaries – Massive drug bust in Guangdong – Workers holding managers



October 2013 Tiananmen Square Car Bombing



hostage



– Recent history of angry reactions of real estate buyers to reduced property prices



• Demonstrations are a way of life – Routine stories of angry citizens rioting



– Estimated more than 180,000 protests each year1



• Increasing violence – Ethnic tensions – Bombings and attacks in a growing number of cities Sources: 1) “China earmarks billions for internal security, 'stability maintenance‘”, South China Morning Post, May 19, 2013; Diplomat



Source: NBC 17



Rise Of Xi Jinping •



Xi characterized as the strongest leader since Deng Xiaoping



•



Assumes mantle of the Party, the Presidency, and the head of the military faster than predecessors Jiang Zemin and Hu Jintao



•



Amassing power



•



–



Leads State Security Committee and Central Reform Leading Group announced at Plenum



–



Shunting tradition by marginalizing Premier Li Keqiang



–



Creates structure to challenge the traditional power of the State Council



Appealing to the masses



– – –



•



Party austerity drive



Alienating party members Rumored taxi ride and steamed bun purchase



In March 2013 Xi reportedly told Russian president Vladimir Putin that their "personalities" were similar



Sources: Guardian Weekly, Wall Street Journal



Sources: Business Insider, South China Morning Post 18



A Crackdown By Any Other Name •



Fighting corruption or political payback? – High profile campaign – Bo Xilai conviction – Investigation of Zhou Yongkang, former Standing Committee member, and his network



•



•



Silencing critics – Lessons from Soviet collapse – Arrests and intimidation of activists – Marxist retraining and exiling of journalists Controlling the Internet – “We have to make sure the front of the Internet is firmly controlled by people who are loyal to Marxism, loyal to the party and loyal to the people.1” - Xi Jinping, August 2013



–



•



New regulations for spreading online rumors or using social media to provoke unrest



Pressuring the foreign press – Visa controversy for foreign reporters – "Chinese authorities are breaching their duty if they allow Western media to work in China unchecked.2"



Sources: 1) “Chinese journalists face tighter censorship, Marxist retraining”, Washington Post, January 10, 2014 ; 2) “China can't cede agenda-setting to Western Media”, Global Times, December 17, 2013



Sources: The New Yorker, Foreignpolicy.com 19



Increasingly Assertive China •



Demonstrating greater confidence – More active globally



– More antagonistic regionally



•



Creating a sphere of influence – Air defense identification zone – Fishing restrictions in South China Sea



•



Tensions with Japan – Historical grievances – Incremental actions and elevated rhetoric



– Competing for resources and allies



•



Regional military buildup – Active modernization across the region – Frequent military exercises



– Stealth stimulus



Source: National Post 20



Thank You to the CFA Society of Columbus



21



Important Disclosure THIS DOCUMENT IS FOR PRELIMINARY INFORMATIONAL PURPOSES ONLY AND IS NOT AN OFFERING TO SELL INTERESTS IN THE STRATEGIES. AN OFFERING CAN ONLY BE MADE BY DELIVERY OF THE OFFERING MEMORANDUM AND ASSOCIATED DOCUMENTS FROM THE PROPER STRATEGY TO QUALIFIED INVESTORS. NEVERTHELESS, YOU ARE NOT TO RELY SOLELY UPON THE DATA HEREIN TO MAKE AN INVESTMENT DECISION. QUALIFIED INVESTORS SHOULD CAREFULLY REVIEW THE RESPECTIVE OFFERING MEMORANDUM FOR A COMPLETE DESCRIPTION OF THE POTENTIAL MERITS AND RISKS INVOLVED. PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. NO OFFER TO SELL OR SOLICITATION OF AN OFFER TO BUY WILL BE MADE IN ANY JURISDICTION IN WHICH SUCH OFFER SOLICITATION WOULD BE UNLAWFUL. THIS DOCUMENT HAS BEEN PROVIDED FOR INFORMATIONAL AND ILLUSTRATION PURPOSES, IS FURNISHED ON A CONFIDENTIAL BASIS, IS INTENDED ONLY FOR THE USE OF THE AUTHORIZED RECIPIENT AND MAY NOT BE DISTRIBUTED TO ANY OTHER PERSON WITHOUT THE PRIOR WRITTEN CONSENT OF KYNIKOS ASSOCIATES LP. CERTAIN INFORMATION PROVIDED HEREIN IS OBTAINED FROM SOURCES, INCLUDING PUBLICLY AND PRIVATELY AVAILABLE INFORMATION, THAT KYNIKOS ASSOCIATES LP CONSIDERS TO BE RELIABLE; HOWEVER, KYNIKOS ASSOCIATES LP CANNOT GUARANTEE AND MAKES NO REPRESENTATION AS TO THE ACCURACY OF SUCH INFORMATION. INFORMATION PROVIDED IS AS OF THE DATE(S) INDICATED AND IS SUBJECT TO CHANGE. THIS DOCUMENT AND THE INFORMATION CONTAINED HEREIN ARE PROPRIETARY INFORMATION OF KYNIKOS ASSOCIATES LP AND MAY NOT BE REPRODUCED OR OTHERWISE DISSEMINATED IN WHOLE OR IN PART WITHOUT THE PRIOR WRITTEN CONSENT OF KYNIKOS ASSOCIATES LP. CONFIDENTIAL – DO NOT COPY OR DISTRIBUTE © KYNIKOS ASSOCIATES LP – ALL RIGHTS RESERVED.
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